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Foreword by ActewAGL Distribution CEO

The draft decision for ActewAGL Distribution’s regulatory proposal issued by the AER on 27
November 2014 represents a significant departure from what was foreshadowed by the AER
through the Better Regulation program, following the AEMC's changes to the National Electricity
Rules (the Rules).

The changes to the regulatory framework implemented through the AEMC'’s Rule changes and
related reform program give more discretion to the AER. This discretion was largely untested
until the draft decision was issued. ActewAGL Distribution acknowledges that more discretion
may lead to better regulatory decision outcomes on the assumption that decisions are well-
principled, transparent, accord with international best practice, and are consistent with the
National Electricity Law (NEL). However, this assumption does not hold true for the AER’s draft
decision for ActewAGL Distribution when, for example, the AER:

e Imposes opex reductions of 42 per cent based solely on econometric benchmarking
results using unreliable data. We were repeatedly informed by the AER that it would
use benchmarking cautiously. It has not. It has been bold and reckless;

e Imposes capex reductions of 35 per cent on the basis of flawed analysis and
incorrect data;

e Expects largely fixed-cost network businesses like ActewAGL Distribution to make
extreme adjustments to its operations in an unduly short timeframe to meet
excessive cuts in its expenditure allowance;

e Unexpectedly departs from its prior regulatory practice for determining expenditure
allowances on a retrospective basis. As a consequence, expenditure allowances for
ActewAGL Distribution for the subsequent regulatory period are materially lower
than even the AER's own estimates of efficient costs for the period; and

e Fractures the strong regulatory incentives otherwise in place for the businesses to
reveal efficient costs and abandons the Efficiency Benefit Sharing Scheme (EBSS),
the scheme developed by the AER to achieve a fair sharing of efficiency gains and
losses between consumers and network businesses. Again, the AER provides no
mechanism to compensate for this.

There is nothing wrong with attempting to deliver price reductions based on well-founded
rationale and analysis. But by law the AER must consider price, amongst a number of other
factors that include reliability, quality, safety, and reliability in its decision making. Our customers
also value quality and reliability.
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However, when a regulator relies exclusively on unreliable techniques to set expenditure
allowances that are unprecedented, it raises alarms. When a regulator relies on flawed models
and incorrect data to estimate replacement capital expenditure, together with opex cuts, this
does not afford ActewAGL Distribution the necessary expenditure to properly run the
distribution network.

The AER’s proposed opex allowance was last observed 15 years ago. We cannot fathom how the
AER can expect the business to deliver reliable and secure electricity services when there has
been a considerable increase in scale since then. ActewAGL Distribution is serving 40 per cent
more customers and maintaining a 40 per cent higher asset base since 1999/2000.

The AER has curiously invited the business to put forward proposals on whether transitioning to
an efficient level of opex is allowed. If the AER adopts its draft decision as final, the brazen and
unjustified cuts in expenditure allowances without a suitable transition to a justifiable and
realistic expenditure level would have negative impacts on service reliability and safety.
ActewAGL Distribution asserts that the AER therefore has an obligation to establish a glide path
to properly assessed expenditure levels. However, we contest the benchmarking results and the
frontier adopted by the AER. The AER’s benchmarking is not sufficiently reliable to draw any
robust conclusions on relative levels of efficiency.

The regulator fails to consider that the impact of reductions in expenditures which would
produce lower electricity prices for consumers in the short-term, are likely to lead to higher costs
over the long-term and this does not promote the National Electricity Objective (NEO). This will
repeat the “boom-bust” cycle observed in the past.

In making its decision, the regulator must identify and fully evaluate all the consequences there
may be for consumers and investors in the long-term. The role and effectiveness of the regulator
is undermined if the decisions it makes have no regard to legislative and rule requirements to
consider safety, reliability and security of supply. What ActewAGL Distribution seeks is a
measured, prudent and fully considered approach by the regulator.

The AER’s draft decision represents a major ‘step change’ increase in regulatory uncertainty.
Additionally, risk and uncertainty have increased substantially for energy distribution businesses
in Australia through the development of off-grid solutions and disruptive technologies.
ActewAGL Distribution therefore considers that if, contrary to ActewAGL Distribution's revised
regulatory proposal, the AER proceeds to make its final decision on the basis of the draft
decision, these factors also require assessment and compensation via an increase in the return
on capital.

Adoption of the draft decision in its current form would have dramatic outcomes for consumers
of electricity services in the ACT as it will negatively impact reliability and security of supply, as
well as the safety of the public and staff at ActewAGL Distribution. Adoption of the draft
decision would have dramatic consequences for consumers, the business, and investors. The
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draft decision warrants a very robust discussion to ensure that it is in the long term interests of
consumers.

Our critique of the AER’s draft decision, including numerous legal, economic, engineering and
procedural arguments, is comprehensive.

The revised regulatory proposal ultimately promotes the long term interests of consumers as
required by law.
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Overview and Executive Summary

Overview

ActewAGL Distribution’s revised regulatory proposal addresses matters raised by the Australian
Energy Regulator’s (AER’s) ActewAGL distribution determination 2015-16 to 2018-19 (draft
decision), which was released on 27 November 2014.

In the draft decision the AER rejects each of the key elements of ActewAGL Distribution’s
regulatory proposal, which was submitted to the AER on 2 June 2014. The AER:

e Rejects ActewAGL Distribution’s proposed standard control services opex for the 2014-
19 period of $377.3 million ($2013/14) and substitutes its forecast $220.3 million
(52013/14) — a 42 per cent reduction.

e Rejects ActewAGL Distribution’s proposed standard control services capex for the 2014-
19 period of $372.2 million ($2013/14) and substitutes its forecast of $244.2 million
(52013/14) — a 34 per cent reduction.

e Rejects ActewAGL Distribution’s proposed weighted average cost of capital of 8.99 per
cent (nominal vanilla) and instead adopts its estimate of 6.88 per cent.

e Rejects ActewAGL Distribution’s proposed revenue requirement for standard control
distribution services and determines a revenue requirement which is 28 per cent lower
than the proposal.

e Rejects ActewAGL Distribution’s consumption forecast for the regulatory period and
adopts its own forecast which is on average 4.48 per cent higher than ActewAGL
Distribution’s forecast per year.

e Abandons the operation of the Efficiency Benefit Sharing Scheme (EBSS) for the 2009-14
regulatory period and the forthcoming regulatory period, thereby retrospectively
undermining the regulatory incentive framework.

The magnitude of the reductions in expenditure allowances by the AER in its draft decision,
relative to those proposed by ActewAGL Distribution in its regulatory proposal, and those
allowed for previous regulatory periods, is unprecedented in the regulation of electricity network
businesses in Australia.

The effect of these reductions is exacerbated by the fact that the draft decision is retrospective
in nature, which means that one year of the five year period for which the AER is determining
expenditure allowances will be almost completed at the time of the AER’s final decision.
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The AER’s draft decision reduces ActewAGL Distribution’s opex to levels not seen since before
1999 and capex to levels last seen in 2007/08, despite an approximate 40 per cent increase in
customer numbers, and close to a 40 per cent increase in new assets that now form part of
ActewAGL Distribution’s electricity network. These higher measures of output over the same
period necessitate a higher level of opex and capex to provide a safe, reliable and secure supply
of electricity.

ActewAGL Distribution contends that the AER’s expenditure allowances, if reflected in the AER's
final decision, will deliver a short-term reduction in prices at the cost of a significant compromise
to the long term interests of consumers with respect to reliability, security and safety.

The AER has failed to properly consider the adverse impacts of its draft decision on the long term
interests of consumers, and has failed to take account of the interactions between elements of
its decision — for example the impacts of opex reductions on service standards and safety and the
impacts of capex reductions on opex requirements. In making the draft decision the AER has
made several errors of law. For example, the AER’s draft decision to reduce ActewAGL
Distribution’s base year opex proposal by 36.8 per cent, on the basis of benchmarking results, is
not in accordance with law. Other key decisions such as the return on debt also involve errors of
law.

In contrast to the AER’s draft decision, ActewAGL Distribution’s revised regulatory proposal
would result in sustainably low prices and the maintenance of consumers’ long term interests
with respect to reliability, security and safety. In addition, each element of ActewAGL
Distribution's revised regulatory proposal is in accordance with law and reflects the revenue and
pricing principles (RPPs). It follows that ActewAGL Distribution’s revised regulatory proposal is to
be preferred to the draft decision in making a contribution to the National Electricity Objective
(NEO).

ActewAGL Distribution has made the following revisions to its building block proposal in
response to the draft decision:

e WACC - updates in market movements due to lower risk free rates than in ActewAGL
Distribution’s regulatory proposal for the subsequent regulatory period.

e Tax—the proposed gamma is unchanged, but the notional tax allowance is lower
primarily due to lower capital contributions and a return on capital (that make up the
calculation of the notional tax payables).

e Capex - further assessment of project justifications, including costs and timing, and any
reclassification of costs between opex and capex.

e Opex—move to a base-step-trend forecasting approach for all opex, minor adjustments
to the base year, updated labour cost escalators, adjustments to the proposed corporate
services charge step change and the inclusion of an additional step change.

Revised Regulatory Proposal 2015-19 ActewAGL Distribution v
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e Other —general updates to underlying models, improved analyses and correction of
errors.

A comparison of key elements of ActewAGL Distribution’s regulatory proposal, the AER’s draft
decision and the revised regulatory proposal is provided in Table 0.1.

Table 0.1 Comparison of ActewAGL Distribution’s proposals and the AER’s draft decision — standard
control services ($Snominal)

S million (nominal) ActewAGL AER draft ActewAGL Variance” | Variance

(5) (%)

Distribution’s decision Distribution’s
regulatory revised
proposal regulatory
proposal

Revenue building blocks

Return on capital 425.6 307.4 411.3 -14.3 -3.4%
Regulatory depreciation 179.9 177.0 180.5 +0.6 +0.4%
Operating expenditure 414.2 240.6 406.2 -8.0 -1.9%
EBSS carry over amounts -20.2 0.0 -18.4 +1.8 +9.1%
Tax allowance 62.7 35.8 55.7 -7.0 -11.2%
Total revenue building block 1,062.2 760.8 1,035.3 -26.9 -2.5%
(unsmoothed)

Smoothed revenue requirement 1,065.3 754.9 1,036.2 -29.1 -2.7%

Other key decision elements

Energy forecast (MWh) 13,822,332 14,442,268 13,963,046 +140,714 +1.0%
Net Capital expenditure 372.2 244.2 341.4 -30.8 -8.3%
($2013/14)*

WACC 8.99% 6.88% 8.84% -0.15bp

*Excluding equity raising costs

" Between regulatory proposal and revised regulatory proposal

Figure 0.1 below illustrates the revenue requirement proposed by ActewAGL Distribution in the

revised proposal relative to that set out in its regulatory proposal for the subsequent regulatory

control period for standard control services, and movements in each revenue building block that
contribute to the variation between the two revenue proposals.
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Figure 0.1 Total revenue requirement (unsmoothed) distribution and transmission (Smillion,
nominal)
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Further details on each of the key elements of the draft decision are provided in the sections
below.

The NEO preferable decision

In its draft decision, the AER discusses how the constituent components of its decision relate to
each other and concludes that the decision, as a whole, will contribute to the achievement of the
NEO to the greatest degree (that is, it is the NEO preferable decision). ActewAGL Distribution
rejects this conclusion.

ActewAGL Distribution has carefully evaluated the draft decision and engaged several experts to
provide independent analysis. Based on this evaluation and analysis ActewAGL Distribution
contends that:

e Various elements of the draft decision are not in accordance with law which has the
necessary consequence that the draft decision is not a NEO preferable decision, and a
final decision based on the revised regulatory proposal would be in accordance with law
and thus to be preferred to the draft decision in contributing to the achievement of the
NEO. ActewAGL Distribution asserts that:

o The AER’s primary focus on productive efficiency is not in the long term
interests of consumers;

Revised Regulatory Proposal 2015-19 ActewAGL Distribution vii
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o The primacy given by the AER to benchmarking at the expense of the other opex
factors does not result in expenditure that is consistent with the NEO; and

o There are significant broader implications of the mechanistic use of
benchmarking which are not in the long term interests of consumers - it can
lead to error in setting the opex allowance and also increases the potential for
opex allowances that are not achievable, and which therefore do not promote
the NEO.

e The retrospective application of changes in the AER's regulatory approach effected by
the draft decision will result in unanticipated and material financial losses to ActewAGL
Distribution which, in turn, means its effective expenditure allowances for the
subsequent regulatory control period will be significantly lower than even the AER's
estimate of efficient expenditure for that period. This cannot be reconciled with the
scheme of the regime, the RRP or the NEO, which requires prices that support the
maintenance of quality, safety, reliability and security.

e A consideration of the interrelationships between constituent components of the draft
decision discloses that the various components are inconsistent with and undermine one
another, with the consequence that the draft decision detracts from, rather than
contributing to, the achievement of the NEO and, thus, does not constitute a NEO
preferable decision. In particular, ActewAGL Distribution contends that:

o the AER’s draft decision on opex undermines the incentives that existed where
the previous revealed cost approach to forecasting opex was adopted in
combination with the application of an EBSS;

o the AER’s opex and capex draft decisions are inconsistent with and undermine
the service quality incentive framework (STPIS); and

o the AER has erred in not taking into consideration the inter-relationship
between its opex draft decision and its capex draft decision in setting
expenditure allowances.

e The expenditure allowances proposed in the draft decision do not reflect a realistic
expectation of the expenditure required to achieve the opex and capex objectives set
out in clauses 6.5.6(a) and 6.5.7(a) respectively of the Rules and would require drastic
changes to ActewAGL Distribution's business model within an injudicious period of time,
with the consequence that the draft decision, if reflected in the final decision, would
deliver a short-term reduction in price but would have potentially dire consequences for
reliability, security and safety. Such a decision does not contribute to the achievement of
the NEO and cannot be said to be NEO preferable. By contrast, ActewAGL Distribution
proposes sustainable expenditure allowances, with the result that a final decision on the
basis of that revised proposal would result in sustainably low prices and the

viii Revised Regulatory Proposal 2015-19
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maintenance of consumers’ long term interests with respect to reliability, security and
safety.

e ActewAGL Distribution was denied a reasonable opportunity to make submissions on
the draft decision (as a consequence of the AER's failure to provide to ActewAGL
Distribution all of the material on which it relies in that decision and its delayed
provision to ActewAGL Distribution of other material on which it relies) in breach of the
AER's procedural obligations and this, in turn, renders it less likely that the AER's final
decision will contribute to the achievement of the NEO, particularly where that final
decision maintains the draft decision.

The AER's draft decisions are affected by errors which render those decisions detrimental to the
achievement of the NEO and, thus, are not NEO preferable.

By contrast, ActewAGL Distribution's revised proposals, not being affected by those errors,
contribute to the achievement of the NEO and are thus NEO preferable to the AER's draft
decisions.

The AER’s draft decision gives effect to a number of changes in its regulatory approach that
result in material financial losses for ActewAGL Distribution:

e The retrospective application of the AER’s draft decision results in a notional revenue
requirement for 2014/15 that is adjusted by $33.7m for distribution. A retrospective
adjustment has been applied to transmission notional revenues.

e Failure to give effect to the regulatory arrangements contemplated by the application of
the EBSS in the previous regulatory control period. ActewAGL Distribution’s expert
(HoustonKemp) estimates that to maintain the intended operation of the EBSS, the AER
would need to add $36.7 million (2013/14 dollars) to AAD’s 2014/15 revenues.

e Significant costs associated with restructuring the business.

ActewAGL Distribution contends that these material financial losses arising from the
retrospective application of changes in the AER's regulatory approach will result in ActewAGL
Distribution's effective expenditure allowances for the subsequent regulatory control period
being significantly lower than even the AER's estimate of efficient expenditure for that period.

Operating expenditure

ActewAGL Distribution proposed total forecast standard control service operating expenditure
(opex) of $377.3 million (52013/14) for the 2014-19 period (excluding debt raising costs) in its
regulatory proposal for the subsequent regulatory control period. This total opex forecast
reflected:

Revised Regulatory Proposal 2015-19 ActewAGL Distribution ix




Lictew7IGL 20

e base opex for the 2014-19 period of $331.8 million (52013/14) based on actual opex
incurred in the 2012/13 revealed cost base year;

e adjustments to reflect changes in ActewAGL Distribution’s cost allocation methodology;
e with step changes of $35.3 million ($2013/14); and

e forecast changes in input prices and network maintenance and vegetation management
expenditure over the period.

In its draft decision, the AER concluded that it was not satisfied that ActewAGL Distribution's
opex forecast reasonably reflected the opex criteria in the Rules. In particular the AER considered
that ActewAGL Distribution’s 2012/13 base year opex based on revealed costs did not represent
that which would be incurred by an efficient and prudent service provider. The AER gave primacy
to its benchmarking analysis in reaching this conclusion. The AER also determined not to apply a
penalty under the EBSS arising from the additional opex spend in the current regulatory period,
and to suspend the operation of the EBSS for the forthcoming regulatory period.

Accordingly, the AER rejected the opex forecast included in ActewAGL Distribution's building
block proposal and substituted its own forecast of total opex of $220.3 million, which it considers
reasonably reflects the opex criteria. The AER’s forecast of total opex reflects a substantial
reduction in base year opex, which has been mechanistically derived on the basis of its
econometric benchmarking model. The AER also rejected the majority of ActewAGL
Distribution’s proposed step-changes, and considered that a step change of $1.4 million
(52013/14) satisfied the opex criteria, rather than the $35.3 million ($2013/14) proposed by
ActewAGL Distribution.

The AER’s draft decision represented an unprecedented reduction in total opex of $157 million
($2013/14) from that proposed by ActewAGL Distribution, or 41.7 per cent lower than that
proposed in ActewAGL Distribution’s regulatory proposal.

ActewAGL Distribution contends that the primacy given by the AER to its benchmarking analysis
in assessing proposed base year opex and then mechanistically deriving its own estimate of base
year opex is contrary to the statutory scheme imposed by the Rules.

Moreover, the AER's benchmarking analysis does not produce a reliable estimate of ActewAGL
Distribution's efficient base opex due to numerous technical flaws in the econometric model
adopted by the AER, including inadequacies in the data used. Nor are the conclusions on
ActewAGL Distribution’s efficiency drawn by the AER on the basis of its benchmarking analysis
corroborated by the other analysis undertaken by the AER.

Further, the AER'’s retrospective abandonment of the EBSS undermines the incentives of the
regulatory regime, increases regulatory risk and creates a framework within which perverse
incentives exist. The AER’s draft decision on benchmark opex is therefore not in accordance with
the law, involves material errors of fact and an incorrect exercise of discretion and is
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unreasonable. ActewAGL Distribution maintains that the AER should set its base year opex on
the basis of its actual revealed costs, and continue to apply the EBSS.

ActewAGL Distribution also maintains that the AER is incorrect in not recognising the majority of
the step changes it proposed, and continues to propose step-changes in its revised opex forecast
for standard control services of $44.1 million (52013/14), as consistent with the opex criteria.

ActewAGL Distribution’s revised total opex forecast is $371.2 million (52013/14) excluding debt
raising costs. This revised total opex forecast is 1.6 per cent below the regulatory proposal
(excluding debt raising costs).

Table 0.2 sets out ActewAGL Distribution’s regulatory proposal for forecast opex, the AER’s draft
decision and ActewAGL Distribution’s revised regulatory proposal.

Table 0.2 ActewAGL Distribution revised total opex ($ million, 2013/14)*

S million 2014/15 2015/16 2016/17 2017/18 2018/19 Total
ActewAGL Distribution
76.7 74.9 73.0 75.6 77.1 377.3

regulatory proposal
AER draft decision 42.5 43.2 44.1 44.8 45.6 220.3
ActewAGL Distribution

i 74.8 74.2 72.3 74.3 75.6 371.2
revised regulatory proposal

*Standard control services, excluding debt raising costs

ActewAGL Distribution considers that its revised total opex forecast is consistent with the opex
criteria in the Rules, and reflects the efficient expenditure necessary to ensure the continuing
safe and reliable operation of the network. The maintenance of an approach based on revealed
costs and the EBSS continues to ensure that the incentives ActewAGL Distribution faces are
consistent with the achievement of long term productive, dynamic and allocative efficiency.

In the event that the AER maintains its position on opex in its final decision, then ActewAGL
Distribution contends that the AER has an obligation to establish a glide path in order to
transition to any lower opex allowance.

Capital expenditure

ActewAGL Distribution proposed a capital expenditure (capex) program of $372.2 million
(52013/14) for the 2014-19 period. This forecast expenditure was largely driven by the
continuation of zone substation augmentation to meet demand for electricity in new urban areas
and to continue to meet reliability standards, as well as an increased focus on asset renewal and
replacement to address an increase in reactive maintenance in the 2009-14 period.

Revised Regulatory Proposal 2015-19 ActewAGL Distribution xi
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The AER did not accept ActewAGL Distribution’s proposed total forecast capex in its draft
decision, concluding that it was not satisfied that this proposed forecast capex reasonably
reflects the capex criteria in the Rules. In particular the AER considered that ActewAGL
Distribution’s forecast of both augmentation capex and replacement capex were overstated. In
some cases the AER was not satisfied that ActewAGL Distribution had provided sufficient
evidence to justify the need for the expenditure. The AER substituted its own alternative
estimate of total forecast capex for 2014-19 of $244.2 million ($2013/14), that is, a 34.4 per cent
reduction from ActewAGL Distribution’s proposed capex program.

ActewAGL Distribution has carefully reviewed the contentions put forward by the AER for
rejecting its total capex forecast. ActewAGL Distribution considers that the capex programs
identified in the revised proposal are necessary to ensure the ongoing safety and reliability of the
network.

In this revised proposal, ActewAGL Distribution has provided additional information as requested
by the AER to substantiate the efficiency of its proposed capex forecast. It has also identified a
number of material errors in the analysis conducted by the AER, particularly in respect of its
repex model which led it to conclude that ActewAGL Distribution’s forecast total capex was
inconsistent with the capex criteria.

In the process of responding to the AER’s contentions, ActewAGL Distribution has corrected a
number of discrepancies in the data it had previously reported to the AER." ActewAGL
Distribution has also reviewed the need for, scope and timing of its major augmentation projects,
and has identified a number of reductions that can be made. ActewAGL Distribution has
therefore revised its total forecast capex to $341 million (52013/14), ie, 8.4 per cent below its
initial proposal, to reflect both the correction of data errors and reductions in augmentation
capex.

Table 0.3 sets out ActewAGL Distribution’s regulatory proposal for forecast capex opex, the AER’s
draft decision and ActewAGL Distribution’s revised regulatory proposal.

! Specifically: (i) revisions to the non-network capex amount due to the discrepancies identified by the AER
between the figures in the PTRM and that in the RIN templates; (ii) a double-counting by ActewAGL Distribution

in its RIN response of replacement expenditure relating to overhead conductors and pole top structures.
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Table 0.3 ActewAGL Distribution’s revised total forecast capex

($ million, $2013/14) 2014/15 2015/16 2016/17 2017/18 2018/19 Total

ActewAGL Distribution’s 75.3 70.3 85.8 74.5 66.3 372.2
regulatory proposal

AER draft decision 59.2 47.8 51.8 44.8 40.6 244.2

ActewAGL Distribution’s revised 74.5 62.6 71.8 69 63.1 341.0

regulatory proposal

ActewAGL Distribution considers that its revised total forecast capex is consistent with the capex
criteria in the Rules, and reflects the efficient expenditure necessary for ActewAGL Distribution
to continue to meet its regulatory obligations in respect of safety and service levels.

ActewAGL Distribution also considers that its proposed capex forecast appropriately takes into
account the interaction between opex and capex. In contrast, the AER’s draft decision reduces
both ActewAGL Distribution’s forecast opex and its forecast repex, without taking into account
the interactions between repex and opex.

Return on capital, gamma and inflation

ActewAGL Distribution proposed a return on capital of 8.99 per cent (nominal vanilla) in its
regulatory proposal for the subsequent regulatory period.

In the draft decision the AER:

e was not satisfied that ActewAGL Distribution’s proposed rate of return achieved the
allowed rate of return objective;

e estimated an alternative rate of return of 6.88 per cent (nominal vanilla) and proposed
that this be updated annually for the return on debt component;

e proposed rate of return reflects a materially lower return on equity and return on debt
compared with ActewAGL Distribution’s proposal;

e rejected ActewAGL Distribution’s proposed gamma in its draft decision. The AER
determined a gamma of 0.40 based on a distribution rate of 0.7 which in effect reflects
an utilisation rate of 0.57.

e accepted ActewAGL Distribution’s proposed gearing ratio.
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ActewAGL Distribution maintains its position both in relation to the relevant return on equity
models and evidence in relation to model parameters. However, ActewAGL Distribution has
updated the estimates of model parameters and outputs based on the prevailing conditions
applicable to this revised regulatory proposal. The weighting of model outputs has also been
reconsidered and in the revised proposal ActewAGL Distribution applies equal weight to the
return on equity models. This weighting is consistent with SFG Consulting’s ‘default starting
point’ and also recognises that no model is superior. This adjustment to the very last step of
estimating the return on equity has a minor impact (downward) on the return on equity.

ActewAGL Distribution maintains its proposal that return on debt be 7.96 per cent, based on an
immediate transition to a ten year averaging period. This is consistent with an efficient debt
management strategy which is discussed in detail in this submission and supported by an expert
report by CEG. ActewAGL Distribution also maintains its position that gamma should be 0.25,
based on a distribution rate of 0.7 and an utilisation rate of 0.35.

As a consequence, ActewAGL Distribution’s revised regulatory proposal includes a return on
capital of 8.84 per cent.

Table 0.4 sets out ActewAGL Distribution’s regulatory proposal for the return on capital, the
AER’s draft decision and ActewAGL Distribution’s revised regulatory proposal.

Table 0.4 ActewAGL Distribution’s revised WACC parameters

Component ActewAGlL Distribution’s AER’s Draft Decision ActewAGL Distribution’s
regulatory proposal revised regulatory

proposal

Return on equity 10.71%* 8.1% 10.16%
Return on debt 7.85%* 6.07% 7.96%
Credit rating BBB BBB+ BBB
Gearing 60% 60% 60%
Gamma 0.25 0.4 0.25
Nominal vanilla WACC 8.99% 6.88% 8.84%

ActewAGL Distribution considers that its revised regulatory proposal for the return on capital is
in the long term interests of consumers. It represents the efficient financing costs of a
benchmark efficient entity with a similar degree of risk as that which applies to ActewAGL
Distribution, which is necessary to facilitate access to the capital market in competition with
other industries and businesses for funds necessary to undertake investments in the network
during the 2014-19 period.

If the rate of return allowed by the AER is less than proposed by ActewAGL Distribution, then this
would likely lead the efficient benchmarking entity in ActewAGL Distribution’s circumstances to
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not undertake or defer some of the efficient, planned network investments. Over the long-term
this would result in a less reliable network and higher maintenance costs due to inefficient
underinvestment in the network.

Demand and consumption forecasts

Demand

In the draft decision the AER concludes that the system demand forecasts proposed in ActewAGL
Distribution’s regulatory proposal reasonably reflect a realistic expectation of demand.

For the revised regulatory proposal ActewAGL Distribution has updated its demand forecasts,
using the methodology used to derive the demand forecasts in its regulatory proposal for the
subsequent regulatory period. Following lower-than-forecast outcomes in 2013-14, forecast
system maximum demand growth has been revised downwards from 12 MVA per annum in the
regulatory proposal to 7-8 MVA or 1.1 per cent per annum in this revised regulatory proposal.

Consumption

In the draft decision the AER concludes that ActewAGL Distribution’s consumption forecasts are
not appropriate for the purposes of making the distribution determination, due to concerns it
has regarding ActewAGL Distribution’s forecasting method, and determines its own alternative
consumption forecasts. The AER’s consumption forecasts are on average 124 GWh, or 4.48 per
cent, higher than ActewAGL Distribution’s forecast per year.

The AER’s decision on consumption forecasts has significant implications for the ability of
ActewAGL Distribution to recover its efficient costs.

In the revised regulatory proposal, ActewAGL Distribution addresses each of the AER’s concerns
and contends that, in rejecting ActewAGL Distribution’s consumption forecast, the AER makes an
error or errors of fact material to the making of its decision, incorrectly exercises its discretion in
all the circumstances and/or makes a decision that is unreasonable in all the circumstances.

In the revised regulatory proposal ActewAGL Distribution therefore maintains the forecast
method proposed in its regulatory proposal for the subsequent regulatory proposal and
contends that this method, and not that of the AER, produces appropriate consumption
forecasts for the distribution determination.

ActewAGL Distribution has revised its forecast to account for recent observations and latest
available forecasts of growth in the relevant economic and demographic explanatory variables.
The revised forecast is increased relative to ActewAGL Distribution's regulatory proposal for the
subsequent regulatory proposal by 1.0 per cent on average over the regulatory period.
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Incentive Schemes

EBSS

ActewAGL Distribution proposed a total EBSS carryover amount (penalty) of $19.6 million
($2013/14) be subtracted from its regulated revenue in the 2014-19 in accordance with the EBSS
applied during the 2009-14 regulatory control period.

In its draft decision the AER determined that it will not apply an EBSS penalty to ActewAGL
Distribution in respect of the 2009-14 period and that no opex will be subject to the EBSS during
the 2014-19 regulatory period. The AER justified its decision to abandon the EBSS on the basis
that it is intended to work in conjunction with a revealed cost forecast approach, and the AER's
draft decision in respect of opex is to not to use the revealed cost approach for the 2014-19
period.

The AER also stated that ActewAGL Distribution will already face an incentive to make efficiency
improvements while its actual opex is more than that of a benchmark efficient service provider
and therefore the AER does not need to apply the current EBSS to further strengthen those
incentives.’

ActewAGlL Distribution contends that the AER’s draft decision is flawed and inconsistent with the
NEL and the Rules for the following reasons:

e Itrepresents a retrospective change to the regulatory framework that is inconsistent
with the NEO and imposes a significant financial loss on ActewAGL Distribution. The
draft decision imposes 100 per cent of the costs of 2009-14 efficiency losses on
ActewAGL Distribution rather than the approximate 30 per cent intended under the
EBSS. ActewAGL Distribution’s expert advisors HoustonKemp estimate that to maintain
the intended sharing ratio of 30:70 in net present value terms would require the AER to
add $36.7 million (2013/14 dollars) to AAD’s 2014-15 revenues.

e Advice from HoustonKemp also demonstrates that the AER’s approach to setting the
opex allowance and its abandonment of the EBSS is ‘deeply flawed’ and creates
incentive arrangements that are inconsistent with the Rules and the NEL and undermine
the existing regulatory framework that had (with the introduction of the CESS) aligned
the incentives for DNSPs to deliver efficient services through time;

e There is no fair sharing of efficiency gains and losses between ActewAGL Distribution
and its customers, as required under the Rules. Customers will receive a 100 per cent

2 AER 2014, AER Draft Decision, ActewAGL 2014-15 to 2018-19 regulatory control period, November 2014,
Attachment 9: Efficiency Benefit Sharing Scheme, p. 9-12
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benefit from any cost reductions achieved during the 2014-19 period until ActewAGL
Distribution has achieved the AER’s opex allowance.

ActewAGL Distribution proposes that the EBSS should continue to apply in the 2014-19 period;
and the EBSS allowance for the 2014-2019 period should be based on the revealed cost incurred
in 2012/13 excluding non-controllable operating expenditure.

However, if the AER retains its decision to set the opex on a basis other than revealed costs, then
ActewAGL Distribution’s revenue should be adjusted for the 2014-2019 period such that it
achieves the 30:70 sharing principles underpinning the EBSS.

STPIS

The AER's draft decision is to apply the national STPIS to ActewAGL Distribution without the
modifications proposed by ActewAGL Distribution in its regulatory proposal for the subsequent
regulatory period in relation to the performance targets and incentive rates for the reliability
component of the STPIS.

In ActewAGL Distribution's response to the AER's draft decision, it contends that:

e In determining to apply the national STPIS to ActewAGL Distribution without any
modification in respect of performance targets, the AER has failed to take into account
the inter-relationship between STPIS and forecast expenditure allowances, and, as a
result, the draft decision will operate to impose an expected loss on ActewAGL
Distribution, in the form of a STPIS penalty, which is inconsistent with clause 7A(2) of
the NEL; and

e In placing primary reliance on the VCR estimated by AEMO for New South Wales, rather
than on the VCR proposed by ActewAGL Distribution based on evidence from the ACT,
the AER has failed to take into account the circumstances of ActewAGL Distribution and
the customers or end users that ActewAGL Distribution supplies.

In this revised regulatory proposal, ActewAGL Distribution continues to propose that the national
STPIS be applied to ActewAGL Distribution with modifications to the:

e performance targets for the reliability of supply component; and
e VCR used to set incentive rates for the reliability of supply component.

ActewAGL Distribution has amended its proposed performance targets in this revised regulatory
proposal to account for the effects of historical expenditure. It maintains, however, its original
proposal in respect of the VCR used to set incentive rates. ActewAGL Distribution also proposes
that, in light of the draft decision on forecast opex and the need for ActewAGL Distribution to
revise its originally proposed performance targets, that the level of revenue at risk under STPIS
should now be set at £2.5 per cent (rather than 15 per cent) to ensure the level of revenue at risk
is symmetric, with the cap on annual rewards corresponding to feasible levels of reliability.
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Standard control price path and impacts

The AER’s draft decision results in X-factors provided in Table 0.5 the table below for distribution
and transmission services to be applied as CPl — X price adjustments.

Table 0.5 Standard control CPI - X price adjustments

2014-15 2015-16 2016-17 2017-18 2018-19
Distribution
AAD regulatory proposal 19.59% -14.66% -1.50% -1.50% -1.50%
AER draft decision 19.59% 28.78% -1.50% -1.50% -1.50%
AAD revised regulator:
guatory 19.59% 11.5% 0% 0% 0%
proposal
Transmission
AAD regulatory proposal 2.02% -21.22% -5.22% -5.22% -5.22%
AER draft decision 2.02% 20.69% -2.50% -2.50% -2.50%
AAD revised regulatory
2.02% -27.0% -3% -3% -3%
proposal

The price path proposed in the revised regulatory proposal will result in a small reduction in
distribution network charges of around 3 per cent relative to ActewAGL Distribution’s regulatory
proposal. For a typical Canberra residential consumer using 7000 kWh per annum, it means a
reduction in the distribution component of the annual bill of $13 relative to the regulatory
proposal.

The revised regulatory proposal represents an annual increase—relative to current prices—of
$50. This is equivalent to an increase of $0.96 per week.

AAD’s residential consumers currently pay the lowest network charges in the country (on a state
by state comparison) and have the lowest electricity bill.

Metering

The AER’s draft decision on metering services involves significant changes to the structure of
metering charges and the way in which ActewAGL Distribution recovers metering costs from its
customers. Major changes are expected to be made to the Rules and the broader regulatory
framework for metering during the 2014-19 regulatory period. The AER says that its draft
decision aims to facilitate the transition to competition in metering and related services.
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ActewAGL Distribution agrees with some aspects of the AER’s draft decision. However ActewAGL
Distribution is concerned that under the AER’s approach to recovery of residual meter values,
when customers switch to an alternative meter provider, there is a significant risk that ActewAGL
Distribution will be unable to fully recover stranded asset values. The AER’s approach to residual
meter costs involves smearing the costs across the whole customer base through annual
adjustments to network prices. In contrast, ActewAGL Distribution’s proposal directly recovers
the costs from those customers who choose to switch to alternative meter providers.

In this revised regulatory proposal ActewAGL Distribution:

e accepts the AER’s draft decision that the full costs of new and upgraded meters should
be recovered in an up-front charge to the customer requesting the meter;

e maintains its regulatory proposal that exit fees are the most transparent and effective
way to recover the residual value of meters (plus administrative costs) when customers
switch to alternative providers; and,

e argues that if the AER continues to reject exit fees (as it has in the draft decision), then a
modified version of the AER’s B factor adjustment should apply, to allow full recovery of
residual meter values via network charges over the remaining 4 years of the current
regulatory period.

Revised Regulatory Proposal 2015-19 ActewAGL Distribution xix







Lictew/IGL 200

5
{“@ v You
v/

1 Introduction

On 2 June 2014 ActewAGL Distribution submitted its regulatory proposal for the 2014-19
distribution determination to the Australian Energy Regulator (AER). The AER undertook a
preliminary examination and, following ActewAGL Distribution’s submission of a revised proposal
on 10 July 2014, the AER on 11 July 2014 notified ActewAGL Distribution that the regulatory
proposal and supporting information complied with the relevant requirements of the National
Electricity Rules (NER or “Rules”).?

The AER commenced a public consultation and review process. The review involved a public
forum held on 30 July 2014 where all stakeholders where invited to participate.

The review process also involved detailed information requests from the AER. ActewAGL
Distribution responded to more than 50 information requests from the AER, and engaged in a
number of meetings with AER staff and the AER Board.

On 27 November 2014 the AER released the “Draft decision ActewAGL distribution
determination 2015-15 to 2018-19” (draft decision). Although the AER’s draft decision accepted
some elements of ActewAGL Distribution’s regulatory proposal several elements of the original
proposal were not accepted and the AER adopted alternative values for all of the revenue
building blocks.

This revised regulatory proposal addresses matters arising out of the draft decision in accordance
with the requirements set out in clause 6.10.3 of the Rules.

Each element of ActewAGL Distribution’s revised proposal has been developed in accordance
with all relevant aspects of the Rules.

The rest of this Introduction covers:
e InSection 1.1, an overview of the legal and regulatory requirements

e InSection 1.2, the activities undertaken to engage with consumers thus far and its
consumer engagement strategy going forward.

The structure of the revised regulatory proposal is covered in Section 1.3.

3 AER letter to ActewAGL Distribution, 11 July 2014
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1.1 Overview of the legal and regulatory requirements

This section summarises regulatory obligations and requirements required to be adhered to by
ActewAGL Distribution which are also a substantial driver of the costs facing ActewAGL
Distribution in the construction, operation and maintenance of its electricity network.”

Like all electricity distribution network service providers in Australia, ActewAGL Distribution is a
regulated business. It must comply with the Rules and the National Electricity Law (NEL),
including the National Electricity Objective (see Box 1). It must also set its distribution charges in
line with the AER’s determinations.

Box 1 The National Electricity Objective

The National Electricity Objective, set out in the NEL, is to:

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

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

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

Compliance with applicable legislative and regulatory obligations and requirements associated
with the provision of standard control services is one of the four objectives for capital and
operating expenditure set out in the Rules.” The building block proposal prepared by ActewAGL
Distribution under the Rules must include the total forecast capital and operating expenditure
for the relevant regulatory control period, which ActewAGL Distribution considers to be required
to meet the capital and operating expenditure objectives associated with the provision of
standard control services.

This summary section does not set out all legislative and regulatory obligations to which
ActewAGL Distribution is subject. The principal laws, regulations, rules, codes and guidelines that
regulate ActewAGL Distribution’s operation as an electricity utility are included, as well as other
instruments with a particular impact on ActewAGL Distribution’s operations as an electricity
utility. ActewAGL Distribution has not sought to include in detail laws of general application to

* A detailed description of the regulatory obligations and requirements was covered in Chapter 4 of ActewAGL,
2014, Regulatory Proposal, 2015-19 Subsequent regulatory control period, Distribution services provided by the

ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June (resubmitted 10 July)

> National Electricity Rules, clauses 6.5.6(a)(2) and 6.5.7(a)(2)
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corporations and individuals, such as the Competition and Consumer Act, Corporations Act,
Privacy Act, intellectual property legislation or motor traffic legislation.

The synthesised discussion below focuses on territory-specific laws, rules, codes and guidelines.
While they arise mainly from ACT laws, codes and guidelines, in many cases similar requirements
apply in other jurisdictions. This is particularly the case for technical and safety requirements,
which have their source in the Rules, Australian Standards and national codes of practice.

The application of these obligations in the ACT can differ, however, particularly in relation to
some of the specific characteristics of the ACT network. These relate mainly to emergency,
environmental and planning obligations.

ActewAGL Distribution is subject to a broad range of Commonwealth and territory-specific laws,
as well as a number of codes and procedures established by the ICRC and other relevant
regulators. These obligations fall under the following broad categories.

e Industry obligations—these are mainly associated with the characteristics of ActewAGL
Distribution as a natural monopoly provider of electricity distribution services in the ACT.
These include many of the obligations under the Utilities Act 2000 (ACT), Utilities
(Network Facilities) Tax Act 2006 (ACT), Territory-owned Corporations Act 1990 (ACT),
Utility Services Licence, Consumer Protection Code, and Ring-fencing guidelines. These
obligations mainly drive operating costs.

e Technical obligations—these are associated with the technical requirements involved in
owning, managing and operating electricity network assets. These obligations include
aspects of the Utilities Act 2000 (ACT) and codes established under that Act such as the
Management of Electricity Network Assets Code, and a variety of relevant Australian
Standards. Compliance with ActewAGL Distribution and Industry Procedures developed
in accordance with these Acts also creates regulatory obligations. These obligations are a
key driver of capital costs.

e Safety obligations—these are associated with the safety risks involved in owning an
electricity network, and the procedures and processes required to operate, maintain and
build network assets and ensure employee and community safety. Relevant instruments
include the Work Health & Safety Act 2011(ACT), the Electricity Safety Act 1971 (ACT),
the Building Act 2004 (ACT), the Construction (Occupations) Licensing Act 2004 (ACT),
the Scaffolding and Lifts Act 1912 (ACT), the Dangerous Substances Act 2004 (ACT), the
Crimes Act 2000 (ACT), the Utilities Act 2000 (ACT), and regulations, codes and
procedures under these Acts. These obligations drive both capital and operating costs.

e Environment, emergency and heritage obligations—these relate to the operation of
ActewAGL Distribution in the ACT environment, its responsibilities to prepare for, and
act in the event of, an emergency, as well as heritage issues. Obligations arise from the
Environment Protection Act 1997 (ACT), the Litter Act 2004 (ACT), the Planning and
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Development Act 2007 (ACT), the Tree Protection Act 2005 (ACT), the Nature
Conservation Act 1980 (ACT), the Emergencies Act 2004 (ACT), the Heritage Act 2004
(ACT) and the Native Title Act 1993 (Cwth). Obligations under these acts, and associated
regulations and codes, drive both capital and operating costs.

e Market obligations—these relate to the role of ActewAGL Distribution as a distribution
network service provider in the National Electricity Market (NEM). These obligations
include compliance with the National Electricity Law and National Electricity Rules, and
policies and procedures developed by the Australian Energy Market Operator (AEMO),
Electricity Metering Code, including business-to-business (B2B) obligations and
procedures, metrology procedures, and other rules and directions. These obligations
drive capital and operating costs.

e Corporate obligations—these are associated with running a large and complex business
in Australia, which has significant economic, environmental, employment, and safety
impacts on the community. These obligations relate to finance and taxation, intellectual
property, human resources, terrorism and criminal matters, and ensuring appropriate
compliance systems, internal auditing and due diligence procedures are in place.
Relevant acts include the Annual Reports (Government Agencies) Act 2004 (ACT),
Taxation (Government Business Enterprises) Act 2003 (ACT), Corporations Act 2001
(Cwth) and the Privacy Act 1988 (Cwth). These obligations give rise to capital and
operating costs.

1.2 Consumer engagement

The Rules require the AER to have regard to the extent to which ActewAGL Distribution’s
operating and capital expenditure forecasts include expenditure to address the concerns of
electricity consumers as identified in the course of its engagement with them.® ActewAGL
Distribution’s regulatory proposal details the activities undertaken to engage with consumers
thus far and its consumer engagement strategy going forward.

1.2.1 AER's views on effectiveness of ActewAGL's consumer engagement

In Section 10 of the draft decision overview the AER expresses its views on the effectiveness of
ActewAGL Distribution’s consumer engagement, which is summarised as follows:

While acknowledging efforts from ActewAGL to improve its engagement with its consumers, we
consider that ActewAGL has significant work to do to give consumers more say in the services it

® National Electricity Rules, clause 6.5.6(e)(5A) and clause 6.5.7(e)(5A)
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provides. We base this view on stakeholder submissions and from our own observations of the
engagement activities ActewAGL undertook.

We consider that:

e willingness to pay studies are useful tools but do not on their own satisfy obligations to

engage with consumers
e there are gaps in the types of customers that ActewAGL has engaged with

e ActewAGL's focus on future engagement does not satisfy its obligations under the capex

and opex criteria.

Further, our guideline expects engagement will flow both ways and not be limited to providing

. . 7
information to customers.

In claiming that it has had regard to the extent to which ActewAGL Distribution’s operating
expenditure (opex) and capital expenditure (capex) proposals include expenditure to address
consumer concerns, the AER points to detail of its assessment of these factors in the respective
opex and capex attachments. However, the extent of the detail of AER’s assessment is to state

that for capex:

We have had regard to the extent to which ActewAGL's proposed total forecast capex includes
expenditure to address consumer concerns that have been identified by ActewAGL. On the
information available to us, including submissions received from stakeholders, we have been
unable to identify the extent to which ActewAGL's proposed total forecast capex includes capex
that address the concerns of its consumers that it has identified.8

And for opex:

We understand the intention of this particular factor is to require us to have regard to the extent
to which service providers have engaged with consumers in preparing their regulatory proposals,
such that they factor in the needs of consumers.

We have considered the concerns of electricity consumers as identified by ActewAGL in assessing

its proposal.g

7 AER, 2014, Draft decision ActewAGL distribution determination 2015-16 to 2018-19 Overview, November, page
65

8 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 6: Capital expenditure,
November, page 6-29

° AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,
November, pages 7-22 and 7-23
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ActewAGL Distribution does not consider this to be adequate detail to understand how the AER
has assessed the extent to which ActewAGL Distribution’s expenditure proposals have addressed
consumer concerns, or the AER’s own consideration of the concerns of consumers in making
substitute forecasts. As such, ActewAGL Distribution relies on the views expressed in Section 10
of the draft decision overview in understanding how the AER has had regard to ActewAGL
Distribution’s consumer engagement in making its draft decision.

1.2.2  Willingness to pay studies

The AER notes that a number of concerns were raised by stakeholders about how the study was
conducted, for example the types of questions which were asked.'® All three of the studies of
willingness to pay in the ACT employ the choice modelling survey technique.

By their very nature, choice modelling questions are neutral. They allow respondents to express,
through their choices, the trade-off between price and service that they are willing to make.
While the researcher specifies the price-service alternatives that are presented in each question,
it is not possible to manipulate the questions to force respondents into expressing a higher
willingness to pay (or lower willingness to accept). If the researcher presents alternatives that
result in respondents always choosing the lowest-cost alternative or always choosing the
highest-service alternative, then it will not be possible to estimate a statistically significant trade-
off between price and service (that is, willingness to pay or accept).

Therefore, on the basis of focus group discussion and pilot surveys, the analyst must tailor the
alternatives to account for consumer preferences. This process took place in the studies
conducted in the ACT, which is demonstrated by the high levels of statistical significance
obtained in the models estimated as part of the studies. ActewAGL Distribution also notes that
the surveys were developed in consultation with consumer focus groups and in-depth interviews
with consumers and were further refined based on feedback from respondents in pilot surveys.

All three studies have been subject to review by leading authorities in the field of consumer
preference valuation. The 2003 study was overseen by Professor Ken Train, with peer review by
Professor David Hensher. The 2009 study was overseen by Professor Jeff Bennett and Professor
David Hensher, with input from Professor Peter Abelson and Professor John Rose and review
from Professor Wiktor Adamowicz and Professor Riccardo Scarpa. The 2012 study was overseen
by Professor Michael Ward, with peer review from Professor Riccardo Scarpa. The 2003 and 2009
studies have been subject to the further scrutiny of referees for academic journals.

1o AER, 2014, Draft decision ActewAGL distribution determination 2015-16 to 2018-19 Overview, November, page
67
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The 2009 and 2012 studies were undertaken by researchers at the Australian National University
(ANU) and the University of Sydney, not as part of consultancies for ActewAGL Distribution, but
as independent research projects funded in part by grants from ActewAGL Distribution. As part
of the university oversight, both projects were subject to the ANU ethics committee approval
process. Participants in the research were provided with contact details for the ethics committee
to voice any concerns with regard to the ethical conduct of the studies. This process fed back
into the conduct of the research, with researchers involved in the 2009 study making a minor
revision to the survey instrument early in the fieldwork period in consultation with the ethics
committee.

The AER states that it considers that ActewAGL Distribution could be more transparent about
how these studies have been conducted.™ As a result of the involvement of academic
researchers in the willingness to pay studies undertaken in the ACT and the significant
contribution that the research represents to the international body of evidence in this emerging
field, the primary avenue for publication of the methods, results and findings of the studies has
been articles in peer-reviewed academic journals. Articles currently published include:

e McNair B.J. and Abelson P., 2010. Estimating the Value of Undergrounding Electricity
and Telecommunications Networks. The Australian Economic Review 43, 376-388.
(Attachment G7)

e McNair B.J.,, Bennett J. and Hensher D.A., 2011. A Comparison of Responses to Single
and Repeated Discrete Choice Questions. Resource and Energy Economics 33, 544-571.
(Attachment G8)

e McNair B.J., Bennett J., Hensher D.A. and Rose J.M., 2011. Households’ Willingness to
Pay for Overhead-to-Underground Conversion of Electricity Distribution Networks.
Energy Policy 39, 2560-2567. (Attachment G9)

e McNair B.J., Hensher D.A. and Bennett J., 2012. Modelling Heterogeneity in Response
Behaviour Towards a Sequence of Discrete Choice Questions: A Probabilistic Decision
Process Model. Environmental and Resource Economics 51, 599-616. (Attachment G10)

e Hensher D.A,, Shore N. and Train K., 2014. Willingness to pay for residential electricity
supply quality and reliability. Applied Energy 115, 280-292. (Attachment G12)

Further articles are expected to follow, particularly in relation to the most recent study in 2012.

1 AER, 2014, Draft decision ActewAGL distribution determination 2015-16 to 2018-19 Overview, November, page
67
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However, in response to the AER’s comments and to ensure there is no question over
transparency, ActewAGL Distribution also attaches to this revised regulatory proposal the reports
that were prepared for ActewAGL Distribution as part of these studies at Attachment G6 and
Attachment G11.

In relation to the AER’s reference to a number of stakeholder comments relating to the question
of whether customers would prefer lower service levels in return for lower prices, ActewAGL
Distribution notes that regulatory obligations in relation to service levels is not a constituent
decision in ActewAGL Distribution’s distribution determination. The expenditure objectives in
Clauses 6.5.6(a) and 6.5.7(a) of the Rules require expenditure forecasts to be set based on
regulatory requirements or, if there are no relevant regulatory requirements, based on
maintaining service levels. ActewAGL Distribution’s regulatory obligations in relation to network
reliability, for example, are set by the ACT in the Supply Standards Code made under the Utilities
Act 2000." The AER does set performance targets as part of the STPIS, but these must also have
regard to regulatory obligations under Clause 6.2.2(b)(3)(ii).

The AER states its view that the conclusions from ActewAGL Distribution’s willingness to pay
studies are not consistent with the findings of the New South Wales and Queensland
governments or with AEMOQ’s recent willingness to pay studies.” The implication of the AER’s
statement is that ActewAGL Distribution’s results represent an outlier relative to these other
studies. This is not the case. The results obtained in relation to the value placed on reliability in
the ACT lie within the range of values estimated in the studies cited by the AER. The New South
Wales study undertaken by the AEMC that is cited by the AER estimated value of customer
reliability (VCR) at $95/kWh (in $2011-12),"* which is significantly higher than the VCR estimate
proposed by ActewAGL Distribution in its regulatory proposal of $67/kWh (in $2014-15)." The
AEMO study cited by the AER, in contrast, found a VCR for New South Wales of $38/kWh (in
$2014-15)" that is lower than ActewAGL Distribution’s proposed VCR. ActewAGL Distribution

2 Utilities (Electricity Distribution Supply Standards Code) Determination 2013, Disallowable Instrument DI2013—
221, made under the Utilities Act 2000, section 65 (application of industry code provisions)

13 AER, 2014, Draft decision ActewAGL distribution determination 2015-16 to 2018-19 Overview, November, page
67

4 See Attachment G16, AEMC, 2012, Final Report — NSW Workstream, Review of Distribution Reliability

Outcomes and Standards, August

B ActewAGL, 2014, Regulatory Proposal, 2015-19 Subsequent regulatory control period, Distribution services
provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June (resubmitted
10 July), page 374

16 See Attachment G17, AEMO, 2014, Value of customer reliability review, Final Report, September
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notes that the VCR in the AER’s current STPIS guideline of around $56/kWh (in $2014-15) is
reasonably close to ActewAGL Distribution’s proposed VCR, in light of the range of results from
other studies. Regardless, as discussed in ActewAGL Distribution’s submission to AEMO in
relation to its draft application guide, there are reasons to expect that VCR may be higher for ACT
than for NSW, including colder winters and higher average income."’

With respect to the findings of the New South Wales and Queensland reviews in relation to
whether there would be net benefits from adjusting service standards in those jurisdictions,
there is no reason to expect that similar findings should be reached for the ACT. The net benefits
of changes in reliability depend both on the marginal cost (or cost saving) of reliability
improvement (or degradation) and on the willingness to pay (or accept compensation) for
reliability improvement (or degradation). These values will vary across locations depending on
numerous factors, including existing network assets and their configurations, prices, consumer
wealth, and climate. The Ministerial Council on Energy has stated that “it is entirely appropriate
for standards to differ across jurisdictions due to the different characteristics of distribution
networks.”*® The AEMC noted and agreed with this statement in its Issues Paper for its review of
national reliability outcomes and standards.™

The AER states its view that willingness to pay studies alone do not satisfy ActewAGL
Distribution’s consumer engagement obligations. ActewAGL Distribution notes that its consumer
engagement program outlines a number of activities including regular meetings of the Energy
Consumer Reference Council (ECRC), large customer and retailer interviews, focus groups,
website interaction and public forums. ActewAGL Distribution considers these activities in
addition to willingness to pay studies satisfy its obligations to engage with consumers. ActewAGL
Distribution is committed to continuing and strengthening its consumer engagement activities,
and will monitor these activities to ensure that they remain transparent and open to customers.

1.2.3 Timing and description of proposed engagement

As stated in the subsequent regulatory proposal, ActewAGL Distribution has developed a
consumer engagement framework which reflects the principles contained in the AER’s consumer
engagement guidelines. The framework sets out our existing engagement activities, and includes

7 see Attachment G18, ActewAGL, 2014, Submission on Value of customer reliability - Response to Application

Guide Draft Report, November

18 See Attachment G19, Ministerial Council on Energy, 2011, Terms of reference Australian Energy Market

Commission Review of distribution reliability outcomes and standards, August, page 3

19 see Attachment G20, AEMC, 2012, Issues Paper — National Workstream, Review of distribution reliability

outcomes and standards, June, page 40
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a plan for further embedding consumer engagement in the business such that genuine and
meaningful consumer engagement becomes part of business-as-usual processes. ActewAGL
Distribution is of the view that achievement of this is an evolving process over a number of years.

The AER’s draft decision considers ActewAGL Distribution’s consumer engagement program was
lacking in detail. Figure 1.1. ActewAGL Distribution consumer engagement activities 2014/15

provides a timeline of programed consumer engagement activities for 2014/15 as they relate to
the regulatory program. As acknowledged by the AER, ActewAGL Distribution has only had a
short amount of time to implement the AER’s consumer engagement timeline for network
service providers following the release of the consumer engagement guideline in November
2013, even though consultation prior to the first submission would have been preferred by
stakeholders. > Expenditure on a dedicated consumer engagement program was also not
incorporated in the current regulatory period.

The program of consultation to 30 June 2015 includes:
e Continued meetings of the ECRC
e large customer and retailer interviews
e Focus groups
e Website interaction
e  Public forums as appropriate.

This consultation will primarily focus on the strategic review of electricity tariffs and upcoming
gas determination as a more appropriate use of consumer time and energy at this stage of the
electricity determination process.

20 AER, 2014, Draft decision ActewAGL distribution determination 2015-16 to 2018-19 Overview, November, page
68

A AER, 2014, Draft decision ActewAGL distribution determination 2015-16 to 2018-19 Overview, November, page
25
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Figure 1.1. ActewAGL Distribution consumer engagement activities 2014/15
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1.2.4 ActewAGL Distribution’s consumer engagement strategy

The AER’s draft decision notes comments from the Consumer Challenge Panel (CCP) and other
stakeholders that ActewAGL Distribution’s consumer engagement program does not represent a
significant cross-section of ActewAGL Distribution’s customers.”” However, ActewAGL
Distribution undertook stakeholder analysis during the preparation of its consumer engagement
strategy to ensure this was not the case. During this process the following cohort consumer
groups were identified:

e ACT and NSW residents — the families and households that access energy provided
through our distribution networks.

2 AER, 2014, Draft decision ActewAGL distribution determination 2015-16 to 2018-19 Overview, November, page
68
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e large and or critical customers — those customers that access large amounts of energy,
have more than standard infrastructure or have specialist service delivery needs such as
hospitals.

e Commercial business owners — businesses of all sizes that access energy through our
network, or provide goods and services associated in relation our network.

e Land and property developers — through the creation of new network infrastructure to
service their developments.

For each of these cohort groups peak bodies were approached and discussions occurred about
the best way to engage with this cohort. In the ACT there are well developed representative
bodies such as the seven geographically focused ACT Community Councils, which provide two-
way forums for providing information to the community and gaining feedback directly from
community members, as well as membership based organisations such as SEE-Change and the
ACT Council of Social Services (ACTCOSS).

In the first instance representatives of each stakeholder group were invited to participate in the
ECRC. The ECRC has been tasked with considering what other cohorts of consumer groups
should be considered and involved in the ECRC, or what sub-groups may exist within the cohort
groups identified above. Figure 1.2 shows the consumer cohorts and how they are represented
on the ECRC.

Figure 1.2. Consumer cohort representatives on the ECRC

Engineers ACT Council of Social
Australia Services (ACTCOSS)

Busziness
community Canberra Business
(=mall business Chamber

Lictew7IGL 520

SEE - Change Inc

i Property
Representative of -
the Community CDUH‘:E:I_?fthE

Councils

MasterBuilders
Association
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The following additional cohort groups have been identified and at this stage are not involved
with the ECRC. Particular strategies to establish engagement frameworks and a better
understanding of the priorities of these cohort groups are being developed.

e Retailers —retailers registered in the ACT market.
e Embedded generators — Large Scale embedded generators (>5MW registered with
AEMO) and Small Scale embedded generators (<5MW) connected to our system.

Consultation with consumers to date has consisted of preliminary focus group work and an initial
inception meeting of the ECRC has been held to better understand the priorities of these cohort
groups. To date, a number of key activities outlined in ActewAGL Distribution’s consumer
engagement strategy have been undertaken:

e The ECRC has been established. Members have discussed the AER’s draft decision and
expressed interest in being actively engaged in the development of the gas access
arrangement proposal during 2015.

e Consumer focus groups have been hosted considering the following topics:

o Tariff options and preferences

o Impacts of new technologies

o Smart metering

o Capacity building and long-term infrastructure

e Asix month program of consumer engagement and key issues has been developed (for
both electricity and gas) to be implemented during 2015.

e A program to refresh the ActewAGL Distribution website is underway with a consumer
engagement focus, including specific content on engagement activities and a two-way
feedback forum to allow consumers to contribute more directly to discussions around
key consumer issues. Initial information including the consumer engagement strategy
and information on the ECRC are already available on the website.

Over the next 6 to 12 months, ActewAGL Distribution’s consumer engagement strategy will allow
meaningful and active consumer engagement in the work of ActewAGL Distribution, including
discussions about cost of trade-offs, better understanding of consumer needs and options within
the regulatory framework and tariffs structures to better meet the needs of individual consumer
cohorts.

The ECRC will provide the primary focus for gathering and reporting on the concerns and
expectation of these consumer cohorts. Early discussions of the ECRC have focussed on the best
way to maintain strong communications with the broader consumer base through the

Revised Regulatory Proposal 2015-19 ActewAGL Distribution 13
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representatives on the ECRC. At the suggestion of the ECRC members, a communique is issued
after each ECRC meeting as a tool for consumer representatives to communicate back to their
constituents and seek input and comments. The ECRC will meet monthly during 2015, with a
view to meet quarterly and as needed beyond this time.

Other consumer engagement activities such as focus groups, customer surveys, presentations
and conversations with cohort groups and major customers, and public forums will be
undertaken over the regulatory period. The outcomes of these activities will be feed directly into
the ECRC, who will also contribute to identification of appropriate key performance indicators.
Regular reporting from the ECRC will be direct to senior management and the CEO and through
these channels will be fed into the relevant operational areas of the business, or into planning
for regulatory submissions as appropriate. Additionally, ActewAGL Distribution will implement
staff training to move towards a more customer centric organisational culture.

1.3 Structure of the revised regulatory proposal

The Executive Summary and Overview preceding this introduction provides a summary of the
revised regulatory proposal. It includes:

e A summary of ActewAGL Distribution’s key contentions in support of its rejection of
several of the AER’s draft constituent decisions.

e A summary comparison of the ActewAGL Distribution’s regulatory proposal, the AER’s
draft decision, and ActewAGL’s Distribution’s revised regulatory proposal, as well as an
explanation for any material differences between the ActewAGL Distribution regulatory
proposal and revised regulatory proposal.

Following this introductory chapter:

e Chapter 2 advances broad contentions that transcend constituent decisions and show
that the AER’s draft decision, far from being the NEO preferable decision, would be
detrimental to the achievement of the NEO and that a distribution determination on the
basis of ActewAGL Distribution's revised regulatory proposal would be likely to
contribute to the achievement of the NEO to the greatest degree and is materially
preferable to the draft decision in making a contribution to the NEO.

e Chapter 3 responds to the AER's detailed analysis of ActewAGL Distribution's base opex,
the opex rate of change, the step change adjustments to base opex, the forecasting
methodology for determining the opex forecast for the 2014-19 period, and addresses
the imperative for establishment of a transition path, in the event that the AER is
minded to make a final decision on opex that is substantively similar to its draft decision.

e Chapter 4 responds to each of the AER’s key concerns with ActewAGL Distribution’s
proposed capex program: ActewAGL Distribution demonstrates that it undertook a top-
down, holistic assessment; ActewAGL Distribution’s augmentation capex is not
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overstated, but rather is necessary to achieve the capex objectives specified in the Rules;
ActewAGL Distribution’s replacement capex is not overstated, and the conclusions
drawn by the AER from its historical trend analysis and comparative benchmarking
analysis is flawed; the AER’s alternative estimate for repex is based on incorrect data
and flawed analysis and is therefore invalid; the AER’s capitalised overhead ‘adjustment
factor’ is inconsistent with ActewAGL Distribution’s revised cost allocation method
(CAM) that applies from 1 July 2014; ActewAGL Distribution's capex forecasts should be
based on its proposed revised labour and material escalators.

e Chapter 5 updates ActewAGL Distribution’s demand forecasts for use by the AER in its
final decision using the method utilised in its regulatory proposal for the subsequent
regulatory period. ActewAGL Distribution contends that the AER errs in rejecting
ActewAGL Distribution's consumption forecasts and ActewAGL Distribution maintains
that its consumption forecast methodology generates appropriate inputs into the post
tax revenue model (PTRM) and that the AER should accept ActewAGL Distribution's
forecast consumption in its final decision.

e Chapter 6 responds to the AER's draft decision in respect of the RAB and depreciation.
Although ActewAGL Distribution accepts the AER's draft decision to reduce the
remaining asset life of the opening asset class, ActewAGL Distribution rejects the AER's
draft decision on its closing regulatory asset base (RAB) values as at 30 June 2019 for
each of distribution and transmission. ActewAGL Distribution does not accept the AER's
draft decisions on forecast capex or forecast depreciation for the 2014-19 period.

e Chapter 7 responds to the AER's draft decision in respect of corporate income tax.
ActewAGL Distribution rejects the AER's draft decision on the cost of corporate income
tax for the 2014-19 period. In particular, while ActewAGL Distribution accepts the AER's
draft decision on the standard tax asset life for the 'equity raising costs' asset class for
the 2014-19 period of 5 years, it does not accept the AER's draft decisions on the value
of gamma, forecast opex for the 2014-19 period or forecast capex for that period

e Chapter 8 sets out ActewAGL Distribution’s response to the AER’s draft decision in
relation to the return on capital, gamma, equity and debt raising costs, and forecast
inflation. ActewAGL Distribution considers that the method adopted by the AER in its
draft decision will not result in a return on equity that is consistent with the rate of
return objective. ActewAGL Distribution considers that the method adopted by the AER
in its draft decision will not result in a return on debt that is consistent with the rate of
return objective. ActewAGL Distribution maintains its position, as supported by the
evidence attached as part of its regulatory proposal that gamma should be 0.25.
ActewAGL Distribution contends that the AER should allow for its proposed liquidity
costs and three month ahead financing costs in relation to debt raising costs.

Revised Regulatory Proposal 2015-19 ActewAGL Distribution 15
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e Chapter 9 sets out the summation of ActewAGL Distribution’s revenue requirements for
distribution and transmission standard control services from the elements of the cost
building blocks calculated in earlier chapters.

e Chapter 10 provides ActewAGL Distribution’s proposals relating to the control
mechanism and indicative prices for distribution standard control services.

e Chapter 11 responds to the AER's draft decision on the additional pass through events
that are to apply for the subsequent regulatory period. ActewAGL Distribution accepts
the AER's draft decision that a demand management and embedded generation
connection incentive scheme (DMEGCIS) event should not apply in the subsequent
regulatory period. However, ActewAGL Distribution rejects the AER's draft decision not
to accept ActewAGL Distribution's proposed general pass through event and insurer
credit risk event. In addition, it does not wholly accept the AER's draft decision on the
definition of the insurance cap event.

e Chapter 12 responds to the AER's draft decision on the incentives schemes:
(a) efficiency benefit sharing scheme (EBSS);
(b) capital expenditure sharing scheme (CESS);
(c) service target performance incentive scheme (STPIS);

(d) demand management and embedded generation connection incentive scheme
(DMIS).

e Chapter 13 responds to the AER's draft decision on the classification of distribution
services.

e Chapter 14 respond to the AER’s draft decision on alternative control services (metering
and ancillary services). For metering, ActewAGL Distribution accepts the draft decision to
apply up-front charges to recover the costs of new and upgrade meters. ActewAGL
Distribution also agrees with the AER that it is appropriate to add new metering related
services. However, ActewAGL Distribution proposes to introduce, for the AER’s new
service classifications, an exit fee that should be more broadly defined to include not
only administrative costs but also residual asset values. If the AER continues to reject
ActewAGL Distribution’s proposal to recover residual meter asset values via an exit fee,
then the new standard control service relating to residual meter values should be
defined more broadly to allow recovery of fixed opex, as well as residual asset values for
type 5 and type 6 meters.

o Chapter 15 sets out ActewAGL Distribution’s acceptance of the AER’s draft decision on
the negotiating framework.
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e Chapter 16 describes the revisions to ActewAGL Distribution’s proposed transmission
pricing methodology , following consultation with TransGrid, to ensure that it is
consistent with TransGrid’s revised transmission pricing proposal.

Detailed supporting information, as indicated in the text, is included in attachments to the
proposal. The list of these attachments, which form part of the revised regulatory proposal, can
be found at the end of this document.
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2 The NEO preferable decision

2.1 Introduction

In its draft decision, the AER discusses how the constituent components of its decision relate to
each other and concludes that the decision, as a whole, will contribute to the achievement of the
NEO to the greatest degree (that is, it is the NEO preferable decision). ActewAGL Distribution
rejects this conclusion.

In this Chapter 2, ActewAGL Distribution advances broad contentions that transcend constituent
decisions and show that the AER’s draft decision, far from being the NEO preferable decision,
would be detrimental to the achievement of the NEO and that a distribution determination on
the basis of ActewAGL Distribution's revised regulatory proposal would be likely to contribute to
the achievement of the NEO to the greatest degree and is materially preferable to the draft
decision in making a contribution to the NEO.

Section 2.2 of this Chapter sets out ActewAGL Distribution's contentions regarding the legal
framework governing NEO preferable decision-making. These contentions include in particular
that:

e The ultimate object of the NEL and the Rules as set out in the NEO is economic efficiency
- that is, productive, allocative and dynamic efficiency - as the means by which the long
term interests of consumers are promoted.

e The phrase 'long term' in the NEO requires that short-term gains in productive efficiency
are not pursued at the expense of dynamic efficiency. Put another way, the NEO is
concerned with the interests of consumers in sustainably low prices rather than the
pursuit of short-term price reductions at the expense of their interests in the quality,
safety, reliability and security of supply and the reliability, safety and security of the
distribution system in the longer term.

e The RPPs can be taken to be consistent with, and do in fact promote, the NEO. Likewise,
the Rules, including in particular the expenditure criteria and the other Rules governing
the building blocks, can be taken to be consistent with, and do in fact promote, the NEO.

e Adecision by the AER that is not in accordance with law cannot be said to contribute to
the achievement of the NEO or constitute a NEO preferable decision. Rather, a decision
is properly said to be a NEO preferable decision where, of the range of decisions that are
in accordance with law, it is to be preferred on the basis that it makes the greatest
contribution to the achievement of the NEO.

o [t follows from the above propositions concerning the NEO, the RPPs and the Rules that:
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o adecision that results in sustainably low prices while maintaining quality, safety,
reliability and security will contribute to the achievement of the NEO and is (all
else being equal) NEO preferable to a decision that pursues short-term price
reductions at the expense of consumers' interests in quality, safety, reliability
and security in the longer term or, put another way, short-term gains in
productive efficiency at the expense of dynamic efficiency;

o adecision that is consistent with the revenue and pricing principles (RPPs) will
contribute to the achievement of the NEO, and that such a decision will (all else
being equal) contribute to the achievement of the NEO to a greater degree than
a decision that is not consistent with one or more of the RPPs; and

o adecision that is consistent with the Rules, the scheme of those Rules and their
object will contribute to the achievement of the NEO, and such a decision will
(all else being equal) do so to a greater degree than one which is not consistent
with the Rules, their scheme or their object.

The remaining sections of this Chapter detail ActewAGL Distribution's contentions in support of
the proposition that the making of its distribution determination for the subsequent regulatory
period on the basis of the draft decision would be detrimental to the achievement of the NEO
and would not constitute the NEO preferable decision, rather the making of the determination
on the basis of this revised regulatory proposal would be the NEO preferable decision. In
summary, these contentions are as follows:

e Various elements of the draft decision are not in accordance with law which has the
necessary consequence that the draft decision is not, indeed is incapable of constituting,
a NEO preferable decision, whereas a final decision based on the revised regulatory
proposal would be in accordance with law and thus to be preferred to the draft decision
in contributing to the achievement of the NEO. This is discussed in section 2.3 below and
the proposition that various elements of the draft decision are not in accordance with
law (and a decision on the basis of the revised regulatory proposal, by contrast, would
be) further developed in the remaining Chapters of this revised regulatory proposal.

e ActewAGlL Distribution contends that:

o the AER’s primary focus on productive efficiency is not in the long term interests
of consumers;

o the primacy given by the AER to benchmarking at the expense of the other opex
factors does not result in expenditure that is consistent with the NEO; and

o there are significant broader implications of the deterministic use of
benchmarking which are not in the long term interests of consumers - it can
lead to error in setting the opex allowance and also increases the potential for
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opex allowances that are not achievable, and which therefore does not meet
the NEO.

This is discussed further in Section 2.4 below.

e The retrospective application of changes in the AER's regulatory approach effected by
the draft decision will result in unanticipated and material financial losses to ActewAGL
Distribution which, in turn, mean its effective expenditure allowances for the
subsequent regulatory period will be significantly lower than even the AER's estimate of
efficient expenditure for that period. This cannot be reconciled with the scheme of the
regime, the section 7A(2) RRP or the NEO, which requires prices that support the
maintenance of quality, safety, reliability and security. This is discussed further in
Section 2.5 below.

e A consideration of the interrelationships between constituent components of the draft
decision discloses that the various components are inconsistent with, and undermine
one another, with the consequence that the draft decision detracts from, rather than
contributing to, the achievement of the NEO and, thus, does not constitute a NEO
preferable decision. In particular, ActewAGL Distribution contends that:

o the AER’s draft decision on opex undermines the incentives that existed where
the previous revealed cost approach to forecasting opex was adopted in
combination with the application of an efficiency benefit sharing scheme (EBSS);

o the AER’s opex and capex draft decisions are inconsistent with and undermine
the service quality incentive framework (STPIS); and

o the AER has erred in not taking into consideration the inter-relationship
between its opex draft decision and its capex draft decision in setting
expenditure allowances.

This is discussed further in Section 2.6 below.

e The expenditure allowances proposed in the draft decision do not reflect a realistic
expectation of the expenditure required to achieve the opex and capex objectives set
out in clauses 6.5.6(a) and 6.5.7(a) respectively of the Rules and would require drastic
changes to ActewAGL Distribution's business model within an injudicious period of time,
with the consequence that the draft decision, if reflected in the final decision, would
deliver a short-term reduction in price but would have potentially dire consequences for
reliability, security and safety. Such a decision does not contribute to the achievement of
the NEO and cannot be said to be NEO preferable. By contrast, ActewAGL Distribution
proposes sustainable expenditure allowances, with the result that a final decision on the
basis of that revised proposal would result in sustainably low prices and the
maintenance of consumers’ long term interests with respect to reliability, security and
safety. This is discussed further in section 2.7 below.

20 Revised Regulatory Proposal 2015-19

ActewAGL Distribution



Lictew/IGL 200

ﬁn’ gou

e ActewAGL Distribution was denied a reasonable opportunity to make submissions on
the draft decision (as a consequence of the AER's failure to provide to ActewAGL
Distribution all of the material on which it relies in that Decision and its delayed
provision to ActewAGL Distribution of other material on which it relies) in breach of the
AER's procedural obligations and this, in turn, renders it less likely that the AER's final
decision will contribute to the achievement of the NEO, particularly where that final
decision is based on the draft decision. This is discussed further in section 2.8 below.

Table 2.1 compares the AER's draft decisions on each of the revenue building blocks specified in
clause 6.4.3 of the Rules with ActewAGL Distribution’s revised proposals concerning those
building blocks.

For the reasons discussed in the remaining sections of this Chapter, and further developed in the
remaining Chapters of this revised regulatory proposal, the AER's draft decisions are affected by
errors which render those decisions detrimental to the achievement of the NEO and, thus, not
NEO preferable.

By contrast for the reasons also there discussed, ActewAGL Distribution's revised proposals, not
being affected by those errors, contribute to the achievement of the NEO and are thus NEO
preferable to the AER's draft decisions. It follows that Table 2.1 illustrates the relative revenue
outcome of the draft decision, which does not contribute to the achievement of the NEO and is
not NEO preferable, to that of a NEO preferable decision.

Table 2.1 Comparison of revenue building blocks, distribution and transmission

ActewAGL Distribution’s AER’s draft decision, Difference
revised proposal 2014-19 2014-19 (nominal (Sm)
(nominal $Sm) (nominal $Sm)
Return on capital 411.3 307.4 103.9
Depreciation 180.5 177.0 3.5
Corporate income tax 55.7 35.9 19.8
Incentive scheme -18.4 0 -18.4
increments/decrements
Forecast opex 406.2 240.6 165.6
Total revenue (unsmoothed) 1,035.3 760.8 274.5

To facilitate this assessment, in Table 2.2 below ActewAGL Distribution summarises its
contentions regarding the effect of the AER's errors in the key constituent components of the
draft decision, identified in this Chapter and further developed in the remainder of this revised
regulatory proposal, on the achievement of the NEO.
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Table 2.2 Constituent components of the draft decision, corresponding or interrelated building
block(s) affected and element of NEO achievement of which is detrimentally affected

Element of NEO detrimentally affected and
effect of error on long term interests of
consumers

Key constituent Corresponding and/or
components of draft interrelated building block(s)

decision

o [T Return on capital e Efficient investment in electricity services
Return of capital - . .. .
o Efficient operation of electricity services
Tax allowance
e Safety obligations not met
e Reliability standards or regulatory

obligations not met

e Unable to meet demand for services from
existing customers and potential

consumer
2. Forecast opex Forecast opex e Efficient investment in electricity services
o Efficient operation of electricity services
e Allocative efficiency is reduced due to
inability to meet service standards
required by consumers and/or inability to
meet safety and/or other regulatory
obligations
S tlinwedateiof Return on capital e Efficient investment in electricity services
return Return of capital . . . )
- Cost of debt H e Allocative efficiency is reduced;
- Cost of equity discourages ongoing investment
4. Gamma Cost of corporate income tax e Efficient investment in electricity services

e Allocative efficiency is reduced;
discourages ongoing investment

5. Incentive schemes Carry-over amounts e Efficient investment in electricity services
e Efficient operation of electricity services
6. Consumption Affects the allowed revenue e Efficient investment in electricity services
forecasts and price path (X factors)

o Efficient operation of electricity services

e Interests of consumers
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As discussed in Section 2.2.4 below, ActewAGL Distribution recognises that, because it is the
overall decision that must be NEO preferable, the existence of error in a decision does not, of
itself, establish that the decision is not NEO preferable or that another decision is materially
preferable in making a contribution to the NEO.

It is conceivable that the effect on the overall decision of two or more errors may offset one
another, particularly given the interrelationships between constituent components of a
distribution determination. At the same time, because of the interrelationships that exist
between constituent components of a distribution determination, an error in the making of a
decision may render the overall decision not NEO preferable notwithstanding that its effect on
the constituent component of the decision in respect of which it is made is limited.

Against this background, ActewAGL Distribution maintains that, having regard to the nature and
quantum of their effect on economic efficiency individually and as summarised in Table 2.1 and
Table 2.2 above, each of the errors in the draft decision it has identified in this Chapter and
further developed in the remaining Chapters of this revised regulatory proposal must be
corrected to render the overall final decision of the AER NEO preferable and, if so corrected,
would render the final decision materially preferable to the draft decision in making a
contribution to the achievement of the NEO.

This is because the AER has not, in respect of any of the asserted errors in the draft decision,
made any offsetting adjustment to interrelated constituent components of its draft decision.
Rather, in making each and every one of the constituent components of the draft decision, the
AER has (in contradistinction to the NEO) sought to promote the short-term interests of existing
consumers, rather than the long-term interests of existing and potential consumers, at the
expense of dynamic efficiency.

If the AER’s draft decision were to be implemented, the adjustment to first year prices (the Pqy
adjustment) would be 29 per cent.”® There is no underlying economic justification for a price
adjustment of this magnitude. It is explicable only as a short-term, 'knee jerk' response to
consumer concerns regarding rising electricity prices. The analysis presented in this Chapter and
summarised in Table 2.1 and Table 2.2 above concerning the errors in the AER's draft decision,
their effects individually and collectively on the achievement of the NEO and the quantum of
those effects discloses that ActewAGL Distribution’s revised regulatory proposal contributes to
the achievement of the NEO and is materially preferable to the AER’s draft decision in making a
contribution to the NEO.

3 AER, 2014, Draft decision ActewAGL distribution determination 2015-16 to 2018-19 Overview, November, page
31
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2.2 The relevant legal framework for NEO preferable decision-making

2.2.1 TheNEO
The NEO is set out in section 7 of the NEL and reads as follows:
7—National electricity objective

The objective of this Law is to promote efficient investment in, and efficient operation and use of,
electricity services for the long term interests of consumers of electricity with respect to-

(a) price, quality, safety, reliability and security of supply of electricity; and
(b) the reliability, safety and security of the national electricity system.

The ultimate objective of the regulatory regime established by the NEL and Rules is thus
economic efficiency, including efficient investment in the system with which the provider
provides services, as the means by which the long term interests of consumers are promoted. In
its Decision paper on the review of the merits review regime under the NEL, the Standing Council
on Energy and Resources (SCER, now COAG Energy Council) correctly articulated the position as
follows:**

The key objective of the national regulatory frameworks governing both electricity and gas in
Australia is to promote the long term interests of energy consumers, as set out in the National
Electricity Objective (NEO) and the National Gas Objectives (NGO). This is delivered through
efficient investment in (that is, ensuring required investment represents the best value for
consumers over the long term, taking into account cost, timing, quality, safety, reliability and
security of supply), operation and use of energy infrastructure.

Economic concept of efficiency

That the NEO is concerned with the economic concept of efficiency is apparent from the second
reading speech for the Bill to introduce the new NEL and, in so doing, the NEO:*

** SCER 2013, Regulation Impact Statement Limited Merits Review of Decision-Making in the Electricity and Gas
Regulatory Frameworks Decision Paper, 6 June 2013, p. 1. This has also been recognised by the Australian
Competition Tribunal in similar terms. See, for example, Application by Energy Australia and Others (including
corrigendum dated 1 December 2009) [2009] ACompT 8, at [79]-[81], including in particular the Tribunal's
observation at [81] that the achievement of the efficiency objectives is the very purpose of the regulatory

regime.

 House of Assembly Hansard, 9 February 2005, Second reading speech for the National Electricity (South
Australia) (New National Electricity Law) Amendment Bill 2005, p. 1452. Section 3 of the NEL provides that
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The market objective is an economic concept and should be interpreted as such. For example,
investment in and use of electricity services will be efficient when services are supplied in the long
run at least cost, resources including infrastructure are used to deliver the greatest possible
benefit and there is innovation and investment in response to changes in consumer needs and
productive opportunities. The long term interest of consumers of electricity requires the
economic welfare of consumers, over the long term, to be maximised. If the National Electricity
Market is efficient in an economic sense the long term economic interests of consumers in
respect of price, quality, reliability, safety and security of electricity services will be maximised.

The concept of economic efficiency encompasses different dimensions: productive, allocative
and dynamic efficiency, all of which are of relevance to the NEO.

Productive efficiency is achieved where individual firms produce the goods and services that they
offer at least cost. The reference to efficient “investment in” and “operation of” electricity
services in the NEO refers to productive efficiency, which can be achieved by using the least cost
combination of both capital and operating inputs.

Allocative efficiency is achieved where the prices of resources reflect their underlying costs so
that resources are then allocated to their highest valued uses (i.e., those that provide the
greatest benefit relative to costs). The reference to efficient “use of” electricity services in the
NEO refers to allocative efficiency. That is, the NEO will be promoted if decisions are made that
result in a level and structure of prices that enables cost recovery and maximises consumer
utility.

Dynamic efficiency reflects the need for industries to make timely changes to technology and
products in response to changes in consumer tastes and in productive opportunities. The
reference to “efficient investment” for the “long term interests of consumers” refers to dynamic
efficiency. That is, the NEO will be promoted if decisions are made that give lesser weight to
near-term efficiency gains and greater weight to long term productive and allocative efficiency
considerations.

Schedule 2 to the NEL applies to the interpretation of the NEL. Clause 7 of Schedule 2 to the NEL provides that
the interpretation of a provision of the NEL that will best achieve the purpose or object of the NEL is to be
preferred to any other interpretation. Clause 8(2) of Schedule 2 to the NEL provides that, in the interpretation of
a NEL provision, consideration may be given to 'Law extrinsic material' to provide an interpretation of an
ambiguous or obscure provision, provide an interpretation that avoids a manifestly absurd or unreasonable
result if the ordinary meaning leads to such a result or confirm the interpretation conveyed by the ordinary
meaning of the provision. Clause 8(1) defines "Law extrinsic material" to mean "relevant material not forming
part of this Law" and to include "the speech made to the Legislative Council or House of Assembly of South

Australia by the member in moving a motion that the Bill be read a second time".
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As a result, a regulatory decision requires trade-offs between competing objectives. A decision to
force substantial price decreases may increase short term allocative efficiency but it has the
potential to risk sustainable operations and investment plans and therefore to detrimentally
impact dynamic efficiency. The NEO provides guidance on how these trade-offs should be
resolved in specifying that the interests of consumers with which it is concerned are their
interests in the "long term".

Long term interests of consumers

The interests of consumers of electricity with which the NEO is concerned are those in obtaining
lower prices (than would otherwise be the case), increased quality, safety, reliability and security
of supply and the increased reliability, safety and security of the national electricity system.26

The phrase 'long term' is concerned with the period over which the full effects of the AER's
decision will be felt.”’ The comments of the Australian Competition Tribunal (Tribunal) on the
phrase 'long term' in considering the objective of Part XIC of the Trade Practices Act 1974 (Cth)
(TPA) (now the Competition and Consumer Act 2010 (Cth) (CCA)), being the 'long term interests
of end-users', are apposite. It relevantly observed:*®

In considering how these elements may combine, it may be the case, for example, that very low
prices are in the short-term interests of end-users. Over the long-term, however, sustainably low
prices (which may be higher than the “very low prices” referred to above) are more likely to
enhance their interests, as the long-term interests of end-users are likely to suffer in an
environment characterised by short-lived operators who fall over soon after the customer signs
with them, as distinct from one in which reliable service-providers offer competitive, but
sustainable, services. Moves that enhance the quality and diversity of service may be subject to a
similar analysis.

The NEO is, thus, concerned with the long term interests of consumers in sustainably low prices,
and the maintenance or enhancement of quality, safety, reliability and security, rather than the

%% Re Seven Network Limited (No 4) (2004) ACompT 11 at [120], in discussing the objective of Part XIC of the Trade
Practices Act 1974 (Cth) (now the Competition and Consumer Act 2010 (Cth)), being the long term interests of

end-users', on which the NEO was modelled.

%7 Re Seven Network Limited (No 4) (2004) ACompT 11 at [120]; Application by Chime Communications Pty Ltd (No
2) [2009] ACompT 2 at [15], in discussing the objective of Part XIC of the TPA (now the CCA), being the long term

interests of end-users', on which the NEO was modelled.

%8 Re Seven Network Limited (No 4) (2004) ACompT 11 at [121]
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pursuit of price reductions in the short-term at the expense of their other interests. This has
been recognised by the Tribunal in the following terms:?

As notes at the outset, customers will benefit in the long run if resources are used efficiently, ie if
investors receive a return on efficient investment which covers the opportunity cost of the capital
required to deliver the services. While consumers might benefit today from the lowest possible
prices which do not provide an adequate return on investment, such prices are not in their long
term interests... If those prices were sustained, they would not generally support the allocation of
sufficient resources including capital, to maintain and increase the supply of the affected service
in accordance with the value the consumers place on it. This would be contrary to the promotion
of efficient investment and the long term interests of consumers.

ActewAGL Distribution further observes that the NEO refers to the long term interest of
“consumers”, rather than customers. This expression, together with the phrase "long term",
suggests that the NEO is properly construed as concerned with the interests of actual and
potential consumers of electricity, rather than existing customers of the suppliers of electricity
services.

Conclusion

It is accepted by the Tribunal that the long term interests of consumers set out in the NEO
requires prices to reflect the long run cost of supply and to support efficient investment by
providing investors with a return which covers the opportunity cost of capital required to deliver
the relevant services.*® Similarly, in its decision paper on the review of the merits review regime
under the NEL, the SCER observed that:*

The long term interests of consumers are delivered through the timely investment in energy
assets to meet quality, safety or reliability requirements, and to deliver secure supplies of energy.
... In its economic regulation of network service providers rule change determination, the AEMC
noted that efficient investment requires:

e there being a level of investment in network infrastructure so that safety and reliability
standards are met in circumstances where consumers pay no more than is necessary for the
network services they receive;

*° Re Application by ElectraNet Pty Limited (No 3) [2008] ACompT 3 at [251]

30 See, for example: Re Application by ElectraNet Pty Limited (No 3) [2008] ACompT 3 at [15]; Application by
Energy Australia and Others [2009] ACompT 8 at [18]

3! SCER 2013, Regulation Impact Statement Limited Merits Review of Decision-Making in the Electricity and Gas

Regulatory Frameworks Decision Paper, 6 June 2013, p. 28
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e the costs network businesses incur in providing network services to their customers
reflecting efficient financing costs. This is to allow those businesses an opportunity to
attract sufficient funds for investment while minimising the resultant costs that are borne by
consumers;

e the establishment of a certain, robust and transparent regulatory environment. Investors
will have more confidence and may be more likely to invest in monopoly infrastructure
where the regulatory process is certain and robust, with appropriate checks and balances in
place. Consumers will also have more confidence that the outcomes are better in such an
environment; and

e regulatory certainty in the application of the improved and strengthened rules.”

The AEMC has also recognised that any change in the level of network investment is likely to
impact the price, quality, reliability and security of supply of electricity to consumers.>

2.2.2 Therevenue and pricing principles

The RPPs in section 7A can be taken to be consistent with and to promote the objectives in
section 7. The principles are themselves stated normatively in the form of what is intended to be
achieved.*

The RPPs are set out in section 7A of the NEL and relevantly include:
7A—Revenue and pricing principles
(1) The revenue and pricing principles are the principles set out in subsections (2) to (7).

(2) A regulated network service provider should be provided with a reasonable
opportunity to recover at least the efficient costs the operator incurs in—

(a) providing direct control network services; and

32 AEMC, 2012. Rule determinations: National Electricity Amendment (Economic Regulation of Network Service Providers) Rule

2012 and National Gas Amendment (Price and Revenue Regulation of Gas Services) Rule 2012 p 8.

%% AEMC 2012, Rule Determination National Electricity Amendment (Cost pass through arrangements for Network
Service Providers) Rule 2012, 2 August 2012, p. 13, where the AEMC expressly recognised that: "Generally, any
change in the level of investment in networks is likely to impact the price, quality, reliability and security of supply

of electricity."

34 Application by Energy Australia and Others [2009] ACompT 8 (with Corrigendum) at [79]
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(b) complying with a regulatory obligation or requirement or making a
regulatory payment.
(3) A regulated network service provider should be provided with effective incentives in

order to promote economic efficiency with respect to direct control network services
the operator provides. The economic efficiency that should be promoted includes—

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

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

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

(4) Regard should be had to the regulatory asset base with respect to a distribution
system or transmission system adopted—

(a) in any previous—

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

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

(b) in the Rules.

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

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

(7) Regard should be had to the economic costs and risks of the potential for under and
over utilisation of a distribution system or transmission system with which a
regulated network service provider provides direct control network services.
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The Tribunal has had cause to consider the first of these principles and has stated as follows with
respect to the intent and operation of that RPP;*

It might be asked why the NEL principles require that the regulated NSP be provided with the
opportunity to recover at least its efficient costs. Why 'at least'? The issue of opportunity is
critical to the answer. The regulatory framework does not guarantee recovery of costs, efficient
or otherwise. Many events and circumstances, all characterized by various uncertainties,
intervene between the ex ante regulatory setting of prices and the ex post assessment of
whether costs were recovered. But if, as it were, the dice are loaded against the NSP at the
outset by the regulator not providing the opportunity for it to recover its efficient costs (eg, by
making insufficient provision for its operating costs or its cost of capital), then the NSP will not
have the incentives to achieve the efficiency objectives, the achievement of which is the purpose
of the regulatory regime.

Thus, given that the regulatory setting of prices is determined prior to ascertaining the actual
operating environment that will prevail during the regulatory control period, the regulatory
framework may be said to err on the side of allowing at least the recovery of efficient costs. This
is in the context of no adjustment generally being made after the event for changed
circumstances.

2.2.3 TheRules

Chapter 6 of the Rules contains detailed prescription as to the making of a distribution
determination by the AER. In particular, Chapter 6:

e specifies the constituent decisions on which a distribution determination is predicated;

e prescribes the use of a building block approach for the determination of allowed
revenues; and

e contains detailed prescription of the manner in which the AER is to:

o determine the various building blocks including forecasts of opex and capex,
the RAB, the return on capital, the estimated cost of corporate income tax and
forecast depreciation; and

o make its other constituent decisions including those with respect to incentives
schemes, the X factor and the additional pass through events to be specified in
the distribution determination.

» Application by Energy Australia and Others [2009] ACompT 8 (with Corrigendum) at [81]-[82]
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It must be assumed that the Rules with respect to the making of a distribution determination are
intended to contribute to the achievement of the NEO and are consistent with the RPPs. The
reasonableness of such an assumption is underlined by the role of the NEO and the RPPs in the
making of the Rules. In particular, the AEMC may only make a Rule if it is satisfied that to do so
will or is likely to contribute to the achievement of the NEO*® and, in making a Rule with respect
to distribution system revenue and pricing or the regulatory economic methodologies to be
applied by the AER in making or amending a distribution determination, must also take into
account the RPPs.”” Further, it may make a Rule that is different to a market initiated Rule if it is
satisfied that that Rule will or is likely to better contribute to the achievement of the NEO.*®

The building block approach to determining revenue allowances for a distribution determination,
specified in clause 6.4.3 of the Rules, in particular, is constructed to ensure recovery by DNSPs of
at least efficiently and prudently incurred costs, facilitating ongoing investment and promoting
dynamic efficiency. Furthermore, each element of the building block is predicated, through
constituent elements of the Rules, on costs that are at least efficient and prudent.

The opex and capex criteria set out in clauses 6.5.6(c) and 6.5.7(c) of the Rules, for example, are
designed to ensure the expenditure allowances decided in a distribution determination reflect
the efficient long run costs of achieving the opex and capex objectives set out in clauses 6.5.6(a)
and 6.5.7(a) of the Rules, which in turn echo the interests of consumers of electricity with which
the NEO is concerned, specifically the maintenance of quality, safety, reliability and security of
supply and the reliability, safety and security of the national electricity system.

In so doing, Chapter 6 of the Rules ensures prices:

e provide a DNSP with a reasonable opportunity to recover at least its efficient costs,
consistent with the RPP set out in section 7A(2) of the NEL; and

o reflect the long run costs of supply and support efficient investment by providing
investors with a return which covers the opportunity cost of capital required to deliver
the relevant services, a result that, as discussed in section 2.2.1 above, the Tribunal and
policy-makers have recognised is serves the long term interests of consumers referred
to in the NEO.

The manner in which the opex and capex objectives and criteria set out in clauses 6.5.6 and 6.5.7
of the Rules contribute to the achievement of the economic efficiency with which the NEO is

% Section 88(1) of the NEL
37 Section 88B of the NEL, and items 25 to 26J of Schedule 1 to the NEL

38 Section 91A of the NEL
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concerned has been recognised by economic experts in reports prepared for, and submitted to
the AER by, other network service providers appearing before it. In its report for Ausgrid on the
economic interpretation of clauses 6.5.6 and 6.5.7 of the Rules, for example, NERA relevantly
concluded:*
The construction of the expenditure assessment clauses 6.5.6 and 6.5.7 of the NER reflects the
dimensions of efficiency discussed in the previous section. Clauses 6.5.6(a) and 6.5.7(a) provide a
set of expenditure objectives, which effectively define the outputs (or the process and principles
for determining the outputs) that a DNSP is required to produce. The effect of these objectives is
to establish the services to be produced by DNSPs, with the implication that the Ministerial
Council on Energy (MCE) intended these to reflect the desired outcomes or benefits to society. In
other words, clauses 6.5.6(a) and 6.5.7(a) effectively determine the parameters of allocative
efficiency for the DNSPs.

Clauses 6.5.6(c) and 6.5.7(c) then set out the criteria to be adopted by the AER in determining
whether the DNSP is proposing to produce the required goods and services in a productively
efficient way, ie, whether the costs are efficient and are the costs that a prudent operator would
require to achieve the expenditure objectives. The evaluation of costs in these clauses is not
limited to current costs, and so is also able to encompass a longer-term view of efficiency over
time, ie, dynamic efficiency.

Similar views have been expressed by economic experts in respect of the National Gas Objective
(NGO) in reports prepared for ATCO Gas Australia®® and Jemena Gas Networks (NSW) Ltd.**
While these reports considers the NGO and were prepared, and provided to the AER, in the
context of decision-making processes under the National Gas Law (NGL) and National Gas Rules
(NGR), the conclusions reached are equally applicable here because, as the AER's own advisors
have recognised:*

% Attachment B1, NERA 2014, Economic Interpretation of Clauses 6.5.6 and 6.5.7 of the National Electricity Rules,
Report for Ausgrid, page 9.

% see Attachment B2, Greg Houston 2014, Evaluation of Economic Regulation Authority’s Draft Decision against
the National Gas Objective, ATCO Gas Australia’s Response to the ERA’s Draft Decision on required amendments

to the Access Arrangements for the Mid-West and South-West Gas Distribution Systems.

1 See Attachment B3, Geoff Swier 2014, Economic considerations for the interpretation of the National Gas

Objective, Expert Report prepared for Jemena Gas Networks (NSW).

2 See Attachment B4, Economic Insights 2011, Regulation of Suppliers of Gas Pipeline Services — Gas Sector

Productivity, February, p. 33
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industries which are most likely to have similar characteristics to the gas distribution
industry are other infrastructure network industries. And of these industries, electricity
distribution is likely to be the most similar.

2.2.4 AER obligation to make the NEO preferable decision

The NEL provisions

In addition to complying with the Rules, in making a distribution determination the AER must
comply with a number of obligations imposed by the NEL that have the object of ensuring NEO
preferable decision-making by the AER.

In making a distribution determination, section 16 of the NEL provides that the AER must:

o AER must perform or exercise a function or power under the NEL or the Rules that
relates to the making of a distribution determination in a manner that will or is likely to
contribute to the achievement of the NEO;*

e take into account the RPPs when exercising a discretion in making those parts of a
distribution determination relating to direct control network services;

e specify the manner in which the constituent components of the decision relate to each
other and the manner in which that interrelationship has been taken into account in the
making of the decision;* and

e if there are two or more decisions that will or are likely to contribute to the
achievement of the NEO, make the decision that it is satisfied will or is likely to
contribute to the achievement of the NEO to the greatest degree (NEO preferable
decision) and specify the reasons as to the basis on which the AER is satisfied that the
decision is the NEO preferable decision.*

In summary, the AER is required to:

e perform or exercise a function or power under the NEL or the Rules that relates to the
making of a distribution determination in a manner that will or is likely to contribute to
the achievement of the NEO;

3 Section 16(1)(a) of the NEL and section 2(1) NEL definition of 'AER economic regulatory function or power'
 Section 16(2)(a) of the NEL
 Section 16(1)(c) of the NEL, and sections 2(1) and 71A NEL definitions of 'reviewable regulatory decision'

“ Section 16(1)(d) of the NEL, and sections 2(1) and 71A NEL definitions of 'reviewable regulatory decision'
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e determine the manner in which constituent components of the decision relate to each
other and take those interrelationships into account in the making of the decision; and

e most importantly, where there are two or more decisions that will or are likely to
contribute to the achievement of the NEO, make that which it is satisfied contributes to
the greatest degree to the achievement of the NEO.

Consideration of overall decision and relevance of interrelationships

It is the overall decision that must be NEO preferable and the consideration of the
interrelationships between constituent components of the decision and how they have been
taken into account will, therefore, be of relevance to the assessment of whether a decision is the
NEO preferable decision.

In introducing to section 16 of the NEL the requirements concerning interrelationships between
constituent components and the making of the NEO preferable decision, the SCER (now COAG
Energy Council) described these requirements as follows:*’

...the regulator, in regulatory determination processes, ... must ... include in its final
determination an explanation of the interlinkages between different component parts of its
decision and how its overall decision is in the long term interests of consumers, in accordance
with the NEO...

In addition, the regulator, in regulatory determination processes, ... must ... where there is
discretion around a range of decisions, make the overall decision that, on balance, it considers is
materially preferable in terms of serving the long term interests of consumers as set out in the
NEO...

Because it is the overall decision that must be NEO preferable, the existence of errorin a
decision does not, of itself, establish that the decision is not NEO preferable or that another
decision is materially preferable in making a contribution to the NEO. It is conceivable that the
effect on the overall decision of two or more errors may offset one another, particularly given
the interrelationships between constituent components of a distribution determination. At the
same time, because of the interrelationships that exist between constituent components of a
distribution determination, an error in the making of a decision may render the overall decision
not NEO preferable notwithstanding that its effect on the constituent component of the decision
in respect of which it is made is limited.

7 SCER 2013, Regulation Impact Statement Limited Merits Review of Decision-Making in the Electricity and Gas

Regulatory Frameworks Decision Paper, 6 June 2013, first page of executive summary of 'SCER's policy position’
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These matters were discussed in an economic expert report recently prepared for, and
submitted to the WA Economic Regulation Authority by, ATCO Gas Australia in the context of the
analogous provisions of the NGL as follows:*®

First, the process of assessing and reviewing elements of a regulatory decision necessarily
involves making a series of determinations in relation to estimates or forecast future values of
critical parameters. As a matter of principle, the judgments that must be applied may fall into
error on either the upside or downside, with the effect that each may mitigate the other in terms
of the end result. A requirement to consider the decision ‘as a whole’ against the materially
preferable threshold, amounts to a practicable means for dealing in aggregate with a series of
errors that, taken together, may not have much consequence.

Second, many of the constituent decisions have economic linkages between one another, so that
error in one has implications for another, even if, in its own terms, the second decision is
appropriate. Further the emphasis on dynamic efficiency within the NGO - through its explicit
emphasis given to the long term (as distinct from short term) interests of consumers, provides for
the possibility that the correction of some errors warrants greater weight than the correction of
others. By way of example, a depreciation decision that transferred the recovery of capital away
from long term consumers and towards short term consumers should, on its face, receive a
greater weighing in assessing what is preferable overall, than a depreciation decision that gave
rise to the reverse effect.

Decision-making that contributes to the achievement of the NEO

For the reasons discussed in section 2.2.1 above, the NEO is concerned with the interests of
consumers in sustainably low prices, rather than the pursuit of short-term price reductions at the
expense of their interests in the quality, safety, reliability and security of supply and the
reliability, safety and security of the distribution system in the longer term - or, put another way,
the striking of a balance between productive, allocative and dynamic efficiency that does not
favour short-term gains in productive efficiency at the expense of dynamic efficiency. It follows
that a decision that results in sustainably low prices while maintaining quality, safety, reliability
and security will contribute to the achievement of the NEO and is (all else being equal) NEO
preferable to a decision that pursues short-term price reductions at the expense of consumers'
interests in quality, safety, reliability and security in the longer term or, put another way, short-
term gains in productive efficiency at the expense of dynamic efficiency.

“8 See Attachment B2, Greg Houston 2014, Evaluation of Economic Regulation Authority’s Draft Decision against
the National Gas Objective, ATCO Gas Australia’s Response to the WA Economic Regulation Authority’s Draft
Decision on required amendments to the Access Arrangements for the Mid-West and South-West Gas

Distribution Systems, p. 34
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As the RPPs are the normative expression of the NEO, it can be assumed that a decision that is
consistent with the RPPs will contribute to the achievement of the NEO, and that such a decision
will (all else being equal) contribute to the achievement of the NEO to a greater degree than a
decision that is not consistent with one or more of the RPPs.

Similarly, as the Rules are properly assumed to contribute to the achievement of the NEO and to
be consistent with the RPPs, it follows that a decision that is consistent with those Rules, the
scheme of those Rules and their object will contribute to the achievement of the NEO, and that
such a decision will (all else being equal) contribute to the achievement of the NEO to a greater
degree than a decision that is not consistent with the Rules, the scheme thereof or their object.

It follows that any error or deficiency in the AER's constituent decisions in a distribution
determination on the building blocks specified in clause 6.4.3 of the Rules that comprise a DNSP's
revenue allowances will (all else being equal) compromise the achievement of the NEO and
result in a decision that cannot properly be said to be a NEO preferable decision.

Unlawful decisions do not promote NEO and are not NEO preferable

A reviewable regulatory decision (including a distribution determination) made by the AER that is
not in accordance with law cannot be said to contribute to the achievement of the NEO or, thus,
constitute a NEO preferable decision for the purposes of section 16(1)(d) of the NEL. Rather, a
decision is properly said to be a NEO preferable decision where, of the range of decisions that
are in accordance with law, it is to be preferred on the basis that is makes the greatest
contribution to the achievement of the NEO. This is evident from reading section 16(1)(d) of the
NEL in its surrounding context and a consideration of the statutory intent of section 16(1)(d)
disclosed by relevant extrinsic material.*®

9 section 3 of the NEL provides that Schedule 2 to the NEL applies to the interpretation of the NEL. Clause 7 of
Schedule 2 to the NEL provides that the interpretation of a provision of the NEL that will best achieve the
purpose or object of the NEL is to be preferred to any other interpretation. Clause 8(2) of Schedule 2 to the NEL
provides that, in the interpretation of a NEL provision, consideration may be given to 'Law extrinsic material' to
provide an interpretation of an ambiguous or obscure provision, provide an interpretation that avoids a
manifestly absurd or unreasonable result if the ordinary meaning leads to such a result or confirm the
interpretation conveyed by the ordinary meaning of the provision. Clause 8(1) "Law extrinsic material" to mean
"relevant material not forming part of this Law" and sets out a non-exhaustive list of examples. After noting the
non-exhaustive nature of the list of "Law extrinsic material" set out in the definition of that term in clause 8(1) of
Schedule 2 to the NEL, the Tribunal has concluded that "[t]he extrinsic material to which regard may be had is
any material that may assist in the construction process": Application by Energex Limited (No 4) [2011] ACompT 4
at [23].
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Section 16(1)(d) of the NEL must be read and construed in the context of the related provisions
of the NEL introduced at the same time.”® These relevantly include section 71P(2a), (2b) and (2c)
of the NEL which provides (amongst other things) that the Tribunal:

e may only vary or set aside and remit a reviewable regulatory decision if satisfied that to
do so will or is likely to result in a materially preferable NEO decision (in respect of which
(amongst other matters) the establishment of a ground of review under section 71C(1)
of the NEL must not, in itself, be determinative);

e must consider the reviewable regulatory decision as a whole in assessing the extent of
contribution to the achievement of the NEO;

e must have regard to how the constituent components of the decision interrelate with
each other and with the matters raised as a ground for review; and

e must specify in any determination varying or setting aside and remitting the reviewable
regulatory decision the manner in which it has taken into account the interrelationship.

This alignment in the obligations of the AER and the Tribunal in respect of the making of the
preferable NEO decision reflects a deliberate policy intention that a reviewable regulatory
decision (including a distribution determination) by the AER make explicit how the NEO was
taken into account in making that decision and provide the Tribunal with a starting point for its
consideration. Specifically, the SCER made the following statement of intent in respect of the
relevant NEL amendments:>*

...the regulator will be required to provide an explanation of its decision-making process in its
final determination and how its overall decision will contribute to delivering the long term
interests of consumers as set out in the NEO and NGO. It is intended that this would provide both
an explanation of the reqgulator's decision-making considerations and the logic that underpins its
assumptions and approach, including the objectives and key interlinkages between components
of the regulatory decision.

It is intended that the record and the final determination will provide a clear starting point for
the Tribunal in considering the merits of the matter before it and will ensure that it is explicit how
the long term interests of consumers with regard to price, quality, reliability, safety and security
of supply were taken into account in the original regulatory process.

*% Statutes Amendment (National Electricity and Gas Laws - Limited Merits Review) Bill 2013 (SA).

> SCER 2013, Regulation Impact Statement Limited Merits Review of Decision-Making in the Electricity and Gas

Regulatory Frameworks Decision Paper, 6 June 2013, p. 40
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It is evident from a consideration of SCER's policy statements regarding the establishment of the
materially preferable NEO decision requirement for the grant of relief by the Tribunal on review
that a reviewable regulatory decision, including a distribution determination made by the AER,
that is not in accordance with law cannot be said to contribute to the achievement of the NEO
or, thus, constitute a NEO preferable decision for the purposes of section 16(1)(d) of the NEL.

In its Decision paper on the review of the merits review regime under the NEL, the SCER (now
COAG Energy Council) concluded in respect of the object of the limited merits review regime
under the NEL that:>?

... for the purposes of limited merits review applying to covered electricity and gas decisions in
Australia, SCER considers the objective is to ensure that a decision is correct, in the sense of being
made in accordance with the relevant law, or preferable, in the sense that, if there is a range of
decisions that are correct in law, the decision that is ultimately achieved is the best that could
have been made on the basis of the relevant facts.

SCER concluded that the then merits review regime under the NEL had failed to deliver this
policy objective in that error correction was occurring without apparent reference to how
addressing the error contributed to the NEO against the background of the complex issues
arising in reviewable regulatory decisions and the interrelationships between constituent
components of those decisions. Specifically, the SCER stated:

... SCER considers that the majority of the reviews taken to the Tribunal to date relate to
differences of opinion on components of a final decision. Consequently, the Tribunal's focus on
'error correction' in isolation was not appropriate for the highly complex interlinkages and
contentious nature of the issues for which reviews were sought by monopoly electricity and gas
network businesses.

The complexity of the issues being investigated has also led to situations where error correction
has occurred without apparent reference to how addressing the error contributes to the NEO or
NGO. For example, when considering the parameters that contribute to the rate of return that
network businesses are allowed, decisions made by the Tribunal have increased the rate of return
to about 10 per cent (noting there are some differences between different businesses). This
amount was higher than both the original decision and the allowed rate of return previous

2 SCER 2013, Regulation Impact Statement Limited Merits Review of Decision-Making in the Electricity and Gas

Regulatory Frameworks Decision Paper, 6 June 2013, p. 6

>3 SCER 2013, Regulation Impact Statement Limited Merits Review of Decision-Making in the Electricity and Gas

Regulatory Frameworks Decision Paper, 6 June 2013, p. 6
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jurisdictional regulators had set in their regulatory decisions. SCER considers such large changes,
without reference to the energy objectives, undermines confidence in the review framework.

While the rate of return for monopoly businesses rightly varies between business [sic] and
countries, making comparisons inappropriate, even if these decisions did support the NEO or the
NGO there has been inadequate public reporting of these aspects of the decision-making process.
SCER notes the notices published by the Tribunal outlining its process and reasoning behind its
decisions have not included reference to how the decisions are in the long term interests of
consumers with respect to price, quality, safety, reliability, and security of supply of electricity or
gas, respectively.

It is this lack of information about how the review process has considered the 'facts, law and
policy aspects of the original decision' that restricts the limited merits review regime in the full
delivery of the original and recently clarified policy intent and is likely to continue to do so in the
future if it is not addressed.

In addition, SCER recognises the intention in establishing the review regime was for the review
process to be used rarely and only to address issues with a material consequence in the context
of delivering the NEO or NGO, and meeting the review and pricing principles. However, the error
correction approach adopted by the Tribunal may be leading to more appeals than would
otherwise be the case.

The SCER emphasised that the intent of section 71P(2a) of the NEL is not to preclude the Tribunal
from varying or setting aside and remitting a reviewable regulatory decision where this is
necessary to deliver a correct decision; that is, a decision made according to law. Thus, the SCER
observed:**

For the purposes of limited merits review applying to the energy sector under the NEL and NGL,
the SCER is committed to ensuring that the approach adopted is consistent with wider
administrative law, where the objective is to ensure that administrative decisions are 'correct or
preferable'. That is, such decisions are:

e correct, in the sense that they are made according to law; or

e preferable, in the sense that, if there are a range of decisions that are correct in law, the
decision settled upon is the best that could have been made on the basis of the relevant
facts.

>* SCER 2013, Regulation Impact Statement Limited Merits Review of Decision-Making in the Electricity and Gas
Regulatory Frameworks Decision Paper, 6 June 2013, pp. 9-10
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It is not the intention of the SCER for limited merits review to result in decisions that are not
consistent with law. However, SCER recognises that a focus on error correction may lead to less
optimal outcomes, particularly in complex determination processes where there may be disputes
about many interlinked matters. In this context, 'error correction' means decisions that have
been made without due regard to the facts, law and policy aspects of the original decision or
decisions that should otherwise be 'preferable’ decisions, as defined above. As set out in the
consultation RIS, most decisions appealed under the limited merits review framework have been
on subjective matters, where there are a range of decisions that are correct in law. Consequently,
an undue focus on 'error correction’, as defined above, reflects a failure of the limited merits
review regime to deliver the policy intention.

It follows that a decision that is "correct”, in the sense that it is made according to law, is
properly construed as being a "preferable NEO decision" or "materially preferable NEO decision"
to a reviewable regulatory decision that is not in accordance with law.

The expression "according to law" may be construed as being a decision that the decision maker
is empowered to make by the NEL and the Rules, and which is otherwise consistent with the
requirements of the NEL and the Rules and of administrative law. However, the SCER recognised
that there may be decisions that meet those criteria, that the Tribunal might nevertheless
consider are attended by error in the manner in which the decisions are made, in that one or
more of the grounds of review in section 71C(1) of the NEL exist.

It is important to bear in mind, in that context, that the grounds for review in section 71C(1) of
the NEL are potentially very broad in their application, extend even beyond traditional
administrative law review grounds, are capable of applying to constituent decisions, and may
involve subjective considerations (particularly as to the exercise of discretions) about which
minds may reasonably differ. Accordingly, it is possible that the reviewable regulatory decision
under consideration has been made in accordance with law in the sense described above,
despite the existence of a ground of review. It is for that reason that section 71P(2a)(d) of the
NEL provides that the mere fact of the establishment of a ground for review under section 71C(1)
of the NEL must not determine whether a materially preferable NEO decision exists.

That situation may be contrasted with a decision that is not made in accordance with law, in the
sense that it is not consistent with the NEL and the Rules or the requirements of administrative
law (for example, a decision that results from a misconstruction of a provision of the NEL and the
Rules, with the consequence that the decision maker was not authorised by those provisions to
make the decision made). It could not be said that, where an error exists of that nature, the
decision might nevertheless be a "preferable NEO decision" or a "materially preferable NEO
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decision" which could not be varied or set aside to ensure that the decision made is in
accordance with the requirements of the NEL and the Rules and administrative law.

Such a construction is consistent with the SCER's summary of its policy position concerning the
intended effect of new sections 16(1)(d) and 71P(2a) of the NEL as follows:*>

[T]he regulator, in regulatory determination processes, and the Tribunal, in review processes,
must ... where there is discretion around a range of decisions, make the overall decision that, on
balance, it considers is materially preferable in terms of serving the long term interests of
consumers as set out in the NEO or NGO...

“Range of decisions”, in this context, means decisions that are in accordance with law. It does
not include decisions which are not in accordance with the NEL and the Rules and the
requirements of administrative law. Put another way, a reviewable regulatory decision that is not
made in accordance with law could not be regarded as a “NEO decision”, that is, a decision which
contributes to the achievement of the NEO.

Such a construction is also consistent with a presumption that the provisions of the NEL and the
Rules promote their statutory object, being the NEO. Insofar as concerns the Rules, this is, in
turn, consistent with the AEMC's express statutory obligation to make a Rule only if it is satisfied
that the Rule will or is likely to contribute to the achievement of the NEO® and its statutory
discretion to make a Rule that differs from a market initiated proposed Rule if the AEMC is
satisfied that the more preferable Rule will or is likely to better contribute to the achievement of
the NEO.”

Where there is discretion around a range of decisions, that is, there is more than one reviewable
regulatory decision that is in accordance with law, section 16(1)(d) of the NEL requires the AER to
make the decision that will or is likely to contribute to the achievement of the NEO to the
greatest degree (and section 71P(2a) of the NEL requires the Tribunal to vary or set aside and
remit the reviewable regulatory decision only if satisfied that to do so will or is likely to result in a
decision that is materially preferable in making a contribution to the achievement of the NEO).

>3 SCER 2013, Regulation Impact Statement Limited Merits Review of Decision-Making in the Electricity and Gas
Regulatory Frameworks Decision Paper, 6 June 2013, statement of "SCER's policy position" in the preamble to

that document
*® Section 88 of the NEL

>’ Section 91A of the NEL
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2.3 Elements of the draft decision not in accordance with law

As discussed in Section 2.2.4 above, ActewAGL Distribution contends that unless all the various
elements of the draft decision are each in accordance with law, the draft decision is incapable of
constituting a NEO preferable decision. As each of the elements of ActewAGL Distribution's
revised regulatory proposal are in accordance with law and reflect the RPPs, prima facie a
decision on the basis of its proposal is to be preferred in contributing to the achievement of the
NEO.

Some of the key contentions that ActewAGL Distribution advances in support of its position that
elements of the draft decision are not in accordance with law are discussed below. However,
these are just examples of the numerous errors of law made in the draft decision.”®

2.3.1 Opex (Chapter 3 of the revised regulatory proposal)

In its draft decision, the AER concluded that it was not satisfied ActewAGL Distribution's opex
forecast reasonably reflected the opex criteria. Accordingly, the AER rejected the opex forecast
included in ActewAGL Distribution's building block proposal. The AER determines a substitute
base opex for 2012/13 of $42.2 million (52013/14), as compared to ActewAGL Distribution's
actual opex in 2012/13 of $66.8 million ($2013/14), that is a reduction to ActewAGL
Distribution's base opex of 36.8 per cent.”®

The AER used economic benchmarking to derive the substitute base opex which it then relied on
to conclude that ActewAGL Distribution's actual expenditure in the 2012/13 base year was
inefficient and to determine an alternative opex forecast.

The AER's draft decision on base year opex is not in accordance with law for the reasons
discussed in Chapter 3 of the revised regulatory proposal, in particular in section 3.4.4.2. In
summary, this is because:

e the provisions of Part E of Chapter 6, which specify the procedure for the making of
distribution determinations, establish the submission of the regulatory proposal as the
starting point for that procedure.60 Similarly, clauses 6.5.6(c) and (d) and 6.12.1(d)(4) of the

*% See also as further examples: cost pass through (as the AER's materiality requirement is inconsistent with the
pass through regime established by the Rules (see section 11.5.2 of the revised regulatory proposal); and the

AER's application of the STPIS (see section 12.4.5.1 of the revised regulatory proposal)

* AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:
Attachment 7, p. 7-19, Table 7.4, and p. 7-26, Table A.1

% See clause 6.8 of the Rules
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Rules require the AER to assess a DNSP's proposed total forecast opex and provide for it to
make adjustments to that forecast only where it is not satisfied that that forecast reasonably
reflects the opex criteria;®

e the Rules further disclose that benchmarking is to be used as one only of a number of tools
to assess ActewAGL Distribution's base year opex proposal and do not contemplate that
such analysis will be given primacy.62

The AEMC has itself observed that benchmarking is no substitute for the role of a NSP's
proposal,63 however, the AER has, with only limited exceptions, put aside ActewAGL
Distribution's proposed base year opex and instead given primacy to benchmarking analysis in
making its decision on base year opex, relying on that analysis almost exclusively.

Before proceeding to rely on the results of benchmarking analysis, the AER should have
undertaken a detailed analysis of the actual expenditure incurred by ActewAGL Distribution in
the base year that comprised its proposed base year opex. This is particularly so given the size of
the AER's proposed reduction to base year opex justified by reference to that benchmarking
analysis.

2.3.2  Return on Debt (Chapter 8 of the revised regulatory proposal)

ActewAGL Distribution proposed its return on debt be calculated in accordance with the
approach proposed by the AER in its Rate of Return Guideline, with three exceptions that
ActewAGL Distribution proposed (see section 8.4.3 of the revised regulatory proposal). The AER
rejection of that proposal is not in accordance with law as summarised below.

In making the draft decision, the AER misconstrues the term 'efficient financing costs', and
therefore applies transitional arrangements that result in a return on debt that is not
commensurate with the efficient debt financing costs of the benchmark efficient entity, contrary
to the requirements of clause 6.5.2(b) and (h) of the Rules (see section 8.4.5.1 of the revised
regulatory proposal). Instead, the AER's 10 year trailing average portfolio approach should be
adopted immediately.

81 As discussed below in section 3.2.4, the AEMC affirms the scheme of the Rules disclosed by these provisions,
observing that the regulatory proposal is 'the procedural starting point' for the determination of the opex
allowance as '[t]he NSP has the most experience in how a network should be run'. See AEMC, 2012 Rule

Determination, p. 111
%2 Clause 6.5.6(e) of the Rules

63 AEMC, 2012 Rule Determination, p. 107
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Further, in assessing the proposal that the averaging period for use in calculating the prevailing
rate of return on debt in each of the regulatory years 2016/17, 2017/18 and 2018/19 of the
regulatory control period be nominated by ActewAGL Distribution prior to the occurrence of that
financial year, the AER has not provided reasons why its approach, as opposed to ActewAGL
Distribution’s proposed approach, contributes to the achievement of the NEO to the greatest
degree.64

It is not clear to ActewAGL Distribution why the nomination of averaging period before the
regulatory control period commences simplifies the annual updating process.65 However, this is
not a relevant consideration as the Rules do not operate to require a DNSP to nominate an
averaging period during the regulatory control period (see clauses 6.3.1(c)(3), 6.5.2(1) and
$6.1.3(9) and (9A)). In applying its self-determined conditions the AER has failed to comply with
the Rules (see section 8.4.5.2 of the revised regulatory proposal).

2.3.3  'True-up' for the transitional regulatory period (Chapter 9 of the revised regulatory
proposal)

The AER provides for an adjustment or ‘true-up’ in respect of the difference between the annual
revenue requirements (ARRs) for the transitional regulatory period for distribution and
transmission approved by the AER in its placeholder determination and the notional ARRs for the
transitional regulatory period determined in its draft decision. In performing this 'true-up’,
however, the AER makes a modification to the amount of the ARR that it approved in the
placeholder determination for the transitional regulatory period for ActewAGL Distribution's
distribution network to account for a change in the energy throughput forecast for 2014/15
accepted by the AER as between the placeholder determination and the draft decision. That
'true-up' modification is not in accordance with law.®® The transitional regulatory period 'true-
up' amount for the purposes of clause 11.56.4(h) and (i) of the Rules is in fact $27.6 million
(Snominal) and not $33.7 million as calculated by the AER (see section 9.5 of the revised
regulatory proposal).

& As required by section 16(1)(d) of the Law

&t appears the same amount of work is required by both ActewAGL Distribution and the AER, the difference is
when that work occurs. In any event, as there is an annual updating process it is not possible for the AER to

undertake all of the necessary work as part of its final determination.

® In Attachment F12 to the revised regulatory proposal, ActewAGL Distribution provides its detailed legal

reasoning and analysis in support of these contentions
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2.3.4 Metering Services (Chapter 14 of the revised regulatory proposal)

The AER's draft decision to classify the recovery of residual type 5 or type 6 meter capital costs as
a discrete, additional standard control service, and so provide for the transfer of a portion of
ActewAGL Distribution's metering RAB to the standard control services RAB during the
subsequent regulatory period and the smeared recovery of that RAB value through general
network tariffs from the general customer base, is not in accordance with law (see section
14.3.3.2 of the revised regulatory proposal) for reasons which include:

e the discretion conferred on the AER by the Rules in respect of the constituent decision on
classification is one to classify a distribution service or direct control service to be provided
by ActewAGL Distribution.” The AER is not empowered to classify the recovery of a
category or type of costs divorced from any service to be provided by ActewAGL
Distribution;

e the Rules prohibit the inclusion in the RAB for standard control services, and the recovery
through charges for those services, of the value of assets that are not used by ActewAGL
Distribution in the provision of standard control services;* and

e the Rules do not permit the addition to the RAB for standard control services during a
regulatory control period of the value of assets not previously included therein, however,
the AER expressly states that it seeks to effect just such a result through its classification of
the recovery of residual type 5 or type 6 meter capital costs as a standard control service
and its proposed B factor adjustment.®

2.4 Central focus on benchmarking in the AER’s opex draft decision does not
promote the NEO

In this section, ActewAGL Distribution submits that the AER’s primary focus on productive
efficiency through the application of its benchmarking allowance is not in the long term interests
of consumers. Furthermore, the sole reliance on benchmarking when it must have regard to
other opex factors would not be consistent with the NEO. Finally, there are significant broader
implications of the mechanistic use of benchmarking: it can lead to error in setting the opex
allowance and also increases the potential for opex allowances that are not achievable; both

®7 Clauses 6.2.1(a) and 6.2.2(a) of the Rules
% Clause 6.5.1(a) and S6.2.1(e)(8) of the Rules

% Clauses $6.2.1(e), including in particular paragraphs (6) to (8), and $6.2.3(e)
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instances are not in the long term interests of consumers including in particular for the reasons
discussed in Section 2.6 below.
2.4.1 Sole focus on productive efficiency is not in the long term interests of consumers

The AER states in its overview that it considers that the NEO covers all three aspects of efficiency.
Nonetheless, the AER has focused on short term productive efficiency at the expense of long
term dynamic efficiency:

. . . . . . 70
We consider productive efficiency is the most relevant for assessing cost forecasts

By choosing to accord greater weight to one dimension of efficiency over others, the AER has
erred in not having had equal regard to all of the relevant aspects of efficiency. In particular, its
fails to properly take into account allocative efficiency by proposing expenditure cuts that are
insufficient to serve consumers with a safe, secure and reliable electricity supply. Additionally,
the interests of consumers with which the NEO is concerned are their "long term" interests,
which necessitates a consideration of dynamic efficiency.

2.4.2 Benchmarking is only one several factors to be considered by the AER

The primacy that the AER has placed on its use of benchmarking to promote productive
efficiency is not in the long term interests of consumers and contrary to the NEO. The AER draft
decision states:

Benchmarking is central to our task of assessing expenditure forecasts. 7

However, benchmarking is only one of the nine expenditure factors that the AER has to have
regard to under the Rules.

The AER has chosen to add two other expenditure factors, both of which relate to benchmarking.
e The AER’s benchmarking data sets including, but not necessarily limited to:

(a) data contained in any economic benchmarking RIN, category analysis RIN, reset
RIN or annual reporting RIN

(b) any relevant data from international sources

(c) data sets that support econometric modelling and other assessment techniques
consistent with the approach set out in our Guideline

7® AER Draft Decision for ActewAGL Distribution, page 7-38

' AER, 2014, Draft decision ActewAGlL distribution Determination 2014-19 Attachment 7: Operating expenditure,
November, page 7-60

46 Revised Regulatory Proposal 2015-19 ActewAGL Distribution



Lictew/IGL 200

¥ o -
oYy Yjou

v/

as updated from time to time.

e economic benchmarking techniques for assessing benchmark efficient expenditure
including stochastic frontier analysis and regressions utilising functional forms such as
Cobb Douglas and Translog.

The AER’s inclusion of these two additional factors is further evidence of the primacy it has
accorded to its benchmarking analysis in assessing and forming its conclusion on the efficient
level of operating expenditure.

The AER effectively interprets any differences in benchmark outcomes as representing
differences in efficiency. Where benchmarking is not giving robust results, and where there is no
intuitive corroboration that differences are due to inefficiency (rather than unexplained factors),
then ActewAGL Distribution submits that basing the determination on benchmark outcomes may
violate the revenue and pricing principles as well as the expenditure criteria in the Rules, and
would not be consistent with the NEO.

In a leading academic paper prepared a NERA economist Graham Shuttleworth, he notes:’*:

..strictly speaking, the residual ...represents the costs that the model has “failed to
explain”. Interpreting it as “inefficiency” is unjustified, since it may be due to any
combination of omitted or even unique factors. ...The residual gap between the frontier
and any observation could, in principle, be due to any factor not contained in the model.
...The costs of each network depend on a large number of factors, some highly specific to
its location, or possibly even unique.

In contrast to claims by the AER, its benchmarking analysis does not enable it to ‘objectively
examine efficiency’.”® ActewAGL Distribution contends that it is extremely difficult to objectively

determine efficiency.

This difficulty is compounded by the fact that, as a consequence of changes in input costs,
production techniques and consumer preferences, what constitutes an efficient outcome is
constantly changing and cannot be directly observed. NERA (2014) opined on this’*:

72 See Attachment C30, Shuttleworth, G. 2005, Benchmarking of electricity networks: Practical problems with its
use for regulation, Utilities Policy, vol. 13, p.310-317.

73 AER, 2014, Draft decision ActewAGL distribution Determination 2014-19 Attachment 7: Operating expenditure,
November, page 7-60

7% See Attachment B1, NERA, 2014, Economic Interpretation of Clauses 6.5.6 and 6.5.7 of the National Electricity
Rules, Report for Ausgrid., pages 6-7
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A key consequence of the above definition of efficiency is that what constitutes an efficient
outcome will be constantly changing. ...

Figure [..] below illustrates the difficulty of determining whether or not a firm is efficient, if
the efficiency frontier cannot be directly observed. If the efficiency frontier is assumed to
be as depicted in the diagram on the left hand side, then a firm operating at the point
indicated would be considered not to be perfectly efficient. However, if the frontier it is
assumed to be as depicted in the right hand side diagram, then the same firm would be
considered to be perfectly efficient. If there is no external measure of where the efficiency
frontier lies, then there in no way of knowing which of these cases applies.
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A consequence of efficiency not being directly observable, and of always changing, is that the
provision of appropriate incentives within the regulatory regime will be a key component in
leading to outcomes that achieve dynamic efficiency, and are in the long-term interests of
consumers.

In addition, it is not realistic to expect each firm to be always operating on the efficiency
frontier.””

The economics textbook definition of efficiency is underpinned by the concept of perfect
competition. A perfectly competitive market ensures that firms are always producing at least
cost, and are constantly evolving to ensure that they continue to produce the optimal mix of
goods and services at least cost over time.

& Attachment B9, NERA, 2014, Economic Interpretation of Clauses 6.5.6 and 6.5.7 of the NER, Ausgrid, May,
pages 6 to 7 (of the unmarked version)
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In the real world there are constraints on firms constantly altering their mix of goods and services
and production processes, to take account of new technology and changes in consumer tastes.
Companies’ abilities to transform inputs into outputs efficiently will vary over time and will be
constrained by their specific operating environments. This is particularly true for firms operating
in industries that are capital intensive and where there are long-lived assets, such as
infrastructure businesses.

It is therefore unrealistic to expect a firm to always be operating on the efficiency frontier. Even if
a firm is on the efficiency frontier at one point in time, it is unlikely also to be on it a moment
later, as the frontier itself will have moved. In practical terms, efficiency is something that firms
may be constantly working towards, without ever actually achieving.

... Importantly, the attainment of perfect frontier efficiency is not directly observable. Under the
construct of a perfectly competitive market, whether or not a firm is operating on the efficiency
frontier can be deduced from observing whether or not it remains in business. Firms that are not
perfectly efficient will be undercut by firms that are, so that inefficient firms will no longer be
able to sell their output. However, in the real world firms operate in markets that are less than
perfectly competitive and so this external gauge of whether or not a firm is achieving frontier
efficiency is no longer available.

2.4.3 Broader implications of benchmarking

ActewAGL Distribution’s rejects the use the AER’s benchmarking analysis, for the reasons
articulated in detail in Chapter 3.

Furthermore, ActewAGL Distribution does not believe that the AER’s purported supporting
analyses — partial productivity indicators, category analysis, detailed review of labour and
vegetation management costs — are sufficiently robust to draw any confirmation or satisfactory
conclusions about ActewAGL Distribution’s efficiency. Rather the claimed supporting analyses
are highly selective, demonstrate little understanding of differences across DNSPs, and therefore
suffer from data reliability, and lack of normalisation of operating and environmental factors.

The reckless opex cuts proposed by the AER solely based on benchmarking results have broader
implications for the incentives faced by ActewAGL Distribution and therefore the achievement of
dynamic efficiency. In an expert report for ActewAGL Distribution, Mr. Greg Houston describes
how the AER’s proposed approach can lead to ActewAGL Distribution facing considerable costs in
the event that the company fails to achieve the benchmark level of opex. In explaining the
broader implications, Mr Houston notes that the AER’s approach is premised on the notion that
that expenditure above the ‘efficient level’ — as established through the benchmark —is always
undesirable. He presents two cases where this fails to be the case:

The benchmark is in error
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A critical requirement for the responsible use of a benchmark expenditure allowance is for the
benchmark to be a reasonable reflection of the ‘efficient level’ of expenditure for a DNSP.
Significant risks arise in circumstances where the opex allowance underestimates the efficient
level of expenditure, ie, the benchmark is too low.

Adoption of a benchmark that is too low not only fails to provide the right incentive to a DNSP,
but may encourage a DNSP to make decisions that are contrary to the long term interests of
consumers. Most notably, a benchmark opex allowance that is ‘too low’ encourages a DNSP to
spend less on opex than is efficient — because it bears more than 100 per cent of any expenditure
above the opex allowance.

These interactions inevitably cause significant attention to be given to the degree to which the
benchmark can be relied upon, and the risk of disconnect between the benchmark and actual
efficient levels of expenditure. The merits of the AER’s benchmarking approach are beyond the
scope of my report. Nevertheless, | note that the greater the uncertainty associated with the
benchmark level of opex, the greater the potential for benchmarking of businesses to have
detrimental outcomes for consumers.

The benchmark is not achievable

Even if the benchmark were assumed to be free of uncertainty, it does not follow that the
benchmark is achievable. | have already described circumstances where a business might not
respond to the incentives provided by the regulatory framework, a corollary of which is a DNSP
not being able to achieve its benchmark level of opex.

In the event that a business cannot achieve the benchmark, the end result is ultimately a loss of
revenue for the DNSP — revenue that the DNSP requires to maintain its network and ensure
reliable supply to its customers. This gives rise to the question of whether adherence to an
efficient but unachievable benchmark leads to recovery of the level of revenue that is consistent
with the long term interest of consumers. In my opinion, it does not. 7

2.5 Retrospective changes to the regulatory framework do not promote the NEO

The AER’s draft decision gives effect to a number of changes in its regulatory approach effected
by the draft decision that result in material financial losses for ActewAGL Distribution:

e The application of the change to the AER's regulatory approach to forecasting opex in
the (largely ex-post) setting of the notional revenue requirement for 2014/15.

7® See Attachment C1, HoustonKemp, 2015, Opex and the efficiency benefit sharing scheme, January, pages 25-26
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e Failure to give effect to the regulatory arrangements contemplated by the application of
the EBSS in the previous regulatory control period.

ActewAGL Distribution contends that these material financial losses arising from the
retrospective application of changes in the AER's regulatory approach will result in ActewAGL
Distribution's effective expenditure allowances for the subsequent regulatory period being
significantly lower than even the AER's estimate of efficient expenditure for that period. This
cannot be reconciled with the scheme of the regime, effected in the section 7A(2) RRP, that
ActewAGL Distribution be accorded a reasonable opportunity to recover its efficient costs of
achieving the opex and capex objectives and that prices support the maintenance of quality,
safety, reliability and security. It follows that a final decision, based on the draft decision, is
detrimental to the achievement of the NEO and cannot be said to be NEO preferable.

2.5.1 Retrospective change in opex allowance

In accordance with the requirements of the Rules, the AER's draft decision provides for an
adjustment or ‘true-up’ in respect of the difference between the ARR for the transitional
regulatory period for distribution and transmission approved by the AER in its placeholder
determination and the notional ARR for the transitional regulatory period determined in its draft
decision. This is covered in more detail in Chapter 9 of this revised regulatory proposal.

As ActewAGL Distribution's notional ARR for the transitional regulatory period is set (largely ex-
post) on the basis of the AER's changed regulatory approach to determining expenditure
allowances, in particular by reference to its economic benchmarking analysis, it follows that
ActewAGL Distribution’s total revenue requirement for the subsequent regulatory period will be
materially lower than that which would be consistent with the AER's estimate of efficient and
prudent opex in the SRP. This is illustrated in Figure 2.1 below.
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Figure 2.1 Retrospectivity and 2014/15 “true-up

14/15 15/16 16/17 17/18 18/19

Even if it was practicable having regard to safety, quality, security, and reliability considerations
for ActewAGL Distribution to reduce its opex to the extent contemplated by the opex allowances
proposed in the AER’s draft decision, this may take several years. A further discussion of this
point follows in Section 2.7.3.

Of particular relevance here is that close to seven months of the transitional regulatory period
have already elapsed and the majority of the transitional regulatory period will have elapsed by
the time the AER makes its distribution determination for the subsequent regulatory period in
late April 2015.

ActewAGL Distribution will therefore not have been afforded the opportunity to make changes in
the transitional regulatory period. The practical effect of the AER’s draft decision is that the opex
cuts would actually be greater than indicated in the draft decision because the decision is to be
backdated to July 2014.

Table 2.3 shows the impact of the AER’s draft decision to retrospectively apply the opex
allowance to the transitional regulatory period two scenarios:

e Scenario 1 - ActewAGL Distribution incurs the opex specified in the transitional
determination of $73.5 million for the transitional regulatory period compared to an

77 This illustration only covers the true-up for distribution services. Retrospective adjustment has also been

applied to transmission services, which ActewAGL Distribution rejects.
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opex allowance determined by the AER in the draft decision of $42.6 million —a
difference of $30.9 million. Given that the AER’s adjustment is retrospective, ActewAGL
Distribution will need to spend less than the AER’s estimate of the efficient level of opex
in the subsequent regulatory period to keep within the overall $220.3 million opex
allowance for the 2014-19 period. This results in an effective opex reduction of over 50
per cent for the subsequent regulatory period.

e Scenario 2 — Similar to Scenario 1 above, ActewAGL Distribution incurs the opex
allowance specified in the transitional determination of $73.5 million yet due to the
AER’s retrospective adjustment recovers $34.2 million less. To bring down opex to the
AER’s estimate of efficient levels, ActewAGL Distribution must also incur significant
restructuring costs of [c—i-c_]78 that are not currently part of the regulatory
allowance set by the AER and results in the AER’s allowance for 2014/15 being [c-i-c
I css than incurred. To operate within the overall $220.8 million opex
allowance for the 2014-19 period, ActewAGL Distribution would be required to operate
at opex levels significantly lower than the AER’s estimate of the efficient level. This
results in an effective opex reduction of over [c-i-c | ll]] for the subsequent
regulatory period.

78 Further details of this are covered in Section 2.7.3
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Table 2.4 Impact of the AER’s retrospective adjustment ($ million, 2013/14)

AER draft decision

ActewAGL Distribution's proposal 76.8 75.0 73.1 75.7 77.2 3779
AER's draft decision 42.6 43.3 44.2 44.9 45.7 220.8
Difference -34.2 -31.7 -28.9 -30.7 -31.5 -157.1
Implied reduction 44.6% 42.2% 39.5% 40.6% 40.8% 41.6%

Scenario 1: There is no time to adjust expenditure in year 1*

Forecast Actual ActewAGL 73.5 33.9 34.6 35.3 35.9 2133
Distribution to stay within overall

allowance

Implied reduction 4.4% 54.8% 52.06% 53.4% 53.5%

Scenario 2: Restructuring costs to transition business to AER's perceived efficiency level

Restructuring costs [ci<_

Forecast Actual ActewAGL [ci] (i (i (i [Cidl [ciJ)
Distribution to stay within overall

allowance*

Implied reduction [ fali | ] [ ali | %] [ c- %] [cic- %]

*Note: Both scenarios assume that overspending during 2014/15 is recovered smoothly over the remaining four

years of the regulatory period.

Both scenarios described above assume that ActewAGL Distribution could immediately transition
to an implied efficient level at the end of 2014/15. This is clearly unrealistic and therefore
inconsistent with clause 6.5.6(c) of the Rules.

Furthermore, failure to provide an adequate expenditure allowance, by retrospectively lowering
the opex allowance, and by not factoring in any restructuring costs is likely to lead to ActewAGL
Distribution operating with expenditure allowances that are well below the implied efficient
levels determined by the AER. This increases the risk that electricity cannot be provided in a safe,
secure and reliable manner, and therefore such an approach by the AER does not contribute to
the NEO.

As ActewAGL Distribution submits in section 2.7, opex reductions of this magnitude would be
devastating, and would severely impact its ability to provide satisfactory levels of service in the
future. The outcome would be a much higher rate of unplanned service interruptions due to
asset failure, affecting most of its consumers.
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2.5.2 Retrospective removal of the EBSS

The magnitude of opex cuts proposed by the AER in sole reliance on benchmarking results has
broader implications. In an expert report for ActewAGL Distribution, Mr. Greg Houston notes
that the AER’s approach leads to unanticipated and material financial losses:

The proposed opex arrangements set out in the draft decision retrospectively change the sharing
of cost overruns experienced in the 2009/10-2013/14 regulatory control period. The existing opex
arrangements set out prior to the start of the 2009/10-2013/14 regulatory control period clearly
intended that with the EBSS, the DNSP and consumers would share the benefits or fund the cost
of differences between the level of opex forecast and that actually incurred by the DNSP. 7
Further, the benefits or costs of any differences would be shared between the DNSP and its
customers on a 30:70, basis.

However, the AER’s draft decision of November 2014 now proposes that, for expenditure that
occurred between 1 July 2009 and 30 June 2014, ActewAGL must bear 100 per cent of the opex
costs in excess of the allowance determined by the AER. This retrospective change in the sharing
ratio has material financial consequences given that ActewAGL overspent its EBSS target level of
opex by 544.9 million (2013/14 dollars) during this period. To maintain the intended sharing
ratio of 30:70 would require the AER to add $36.7 million (2013/14 dollars) to ActewAGL’s
2014-15 revenues.

A failure to adjust revenue to achieve the sharing ratio operating under the 2008 EBSS increases
the level of uncertainty in the regulatory environment and, in so doing, substantially increases
the level of regulatory risk. Regulatory risk increases the prospect of investors’ expectations as to
the return on or of capital for a particular project not being met, and so increases a regulated
firm’s cost of providing capital, to the detriment of the long term interests of consumers.

In my opinion, retrospective changes to the regulatory framework that result in unanticipated
and material financial losses to a DNSP are unnecessary and inconsistent with the long term
interests of consumers as required by the NEO. go(emphasis added)

7 See AER, Electricity Distribution Network Service Providers Efficiency Benefit Sharing Scheme | Final Decision,
June 2008, page 23.

8 See Attachment C1, HoustonKemp, 2015, Opex and the efficiency benefit sharing scheme, January, page 26
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2.6 Relationships between constituent decisions
In this section, ActewAGL Distribution contends that:

e the AER’s opex draft decision undermines the incentive regime operated through the
efficiency benefits sharing scheme (EBSS);

e the AER’s opex and capex draft decision undermines the service target performance
incentive scheme (STPIS);

e the AER has erred in not taking into account the inter-relationship between its
constituent draft decisions on opex and capex in setting the expenditure allowances;
and

e the AER errs by making drastic reductions to opex and capex allowances, and when
combined with the retrospective removal of the EBBS, fails to adjust the equity beta for
the increased risk faced by investors. This is discussed in Chapter 8 of the revised
regulatory proposal.

Each of these interrelationships, and ActewAGL Distribution's contentions in support of the
proposition that the manner in which the draft decision addresses each of them is detrimental to
the achievement of the NEO, are discussed in turn below.

2.6.1 Implications of the opex draft decision on EBSS

The AER’s draft decision has substantial implications in relation to the incentives provided to
DNSPs. For reasons explained below, ActewAGL Distribution considers that the draft decision is
inconsistent with section 7A (3) of the NEL:

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

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

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

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

Furthermore, pursuant to clause 6.5.8 of the Rules:

The AER must, ....,develop and publish an incentive scheme or schemes (efficiency benefit
sharing scheme) that provide for a fair sharing [emphasis added by ActewAGL
Distribution) between Distribution Network Service Providers and Distribution Network
Users of:
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(1) The efficiency gains derived from the operating expenditure of Distribution
Network Service Providers for a regulatory control period being less than;
and

(2) The efficiency losses derived from the operating expenditure of Distribution
Network Service Providers for a reqgulatory control period being more than,

The forecast operating expenditure accepted or substituted by the AER for that
regulatory control period.

In the draft decision, the AER outlines that for the 2014-19 period it will not rely on the revealed
cost incurred by ActewAGL Distribution in the base year, 2012/13. Instead the AER has made a
substitute opex decision for the base year using results of its benchmarking analysis. ActewAGL
Distribution considers that it is inconsistent with fundamental principles of incentive based
regulation and the incentive framework as set out in the EBSS because:

(1) ActewAGL Distribution has had a strong incentive during the 2009-14 period to reveal its
efficient cost.

(2) It undermines the opportunity (and incentive) for businesses to implement efficiency
savings that in the short term require higher opex. By reducing the base year opex the
AER sends a signal to businesses that businesses cannot invest in higher expenditure in
the short term to achieve future efficiencies, because they run the risk that the AER will
refer to benchmarking and remove the benefit from future savings by allowing a lower
operating expenditure than the revealed costs. In other words, the adoption of an
allowance based on benchmarking fails to provide the right incentive to businesses to
incur expenditure that will result in future cost savings, to the long term interest of
consumers.

(3) Adoption of a benchmark opex that is too low encourages the businesses to make
decisions that are contrary to the long term interests of consumers by spending less on
opex than efficient.

(4) The proposed application of the EBSS by the AER is asymmetrical in relation to sharing of
efficiency gains, losses and risks. Even if a DNSP is able to outperform the benchmark, if
the allowance is based on a benchmark the sharing 30:70 between customers and
businesses cannot be achieved.
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In an expert report for ActewAGL Distribution, Mr. Greg Houston notes that departing from the
revealed costs approach to setting opex allowance does not reward the DNSPs for efficiency
gains and the proposed arrangements do not provide a continuous incentive:*!

the application of these proposed changes profoundly alters the incentives of network
businesses, relative to the original design objective....

the distortion to the incentive framework created in the draft decision cause ActewAGL to bear
the full cost of the opex over runs incurred during the 2009-14 period. Through its retrospective
change the sharing arrangements contemplated at the start of the 2009/10-2013/14 regulatory
control period, the draft decision alters the share of opex overruns between ActewAGL and its
customers from a 30:70 basis, to one where ActewAGL bears 100 per cent of its 544.9 million
(2013/14 dollars) opex cost overrun.

To maintain the intended sharing ratio of 30:70 would require the AER to add $36.7 million
(2013/14 dollars) to ActewAGL’s 2014-15 revenues...

The proposed changes give rise to incentive arrangements that are wholly inconsistent with the
principles set out in clause 6.5.8(c) of the rules. The deficiencies | have identified show that the
incentive arrangements sitting within the combination of measures proposed by the AER are
deeply flawed. In my opinion, the draft decision gives insufficient attention to the long term
incentives its create, and undermines the existing regulatory framework that, with the
introduction of the CESS, would otherwise have aligned the incentives on a DNSP to deliver long
term efficiency.

ActewAGL Distribution submits that the expert opinion demonstrates that the implications of the
AER’s opex draft decision and the AER’s decision in relation to the EBSS are not in the long term
interest of consumers.

2.6.2 Inter-dependency between opex and capex decisions on STPIS

The STPIS performance targets are related to ActewAGL Distribution's total forecast opex and
capex because the STPIS targets must be modified for any planned reliability improvements and
any other factors that are expected to materially affect network reliability performance.

In setting STPIS performance targets, the AER has not taken into account the requirement for
opex and capex forecasts to comply with regulatory obligations, as distinct from maintaining
reliability.

In an expert report for ActewAGL Distribution, Mr Greg Houston notes that the proposed opex
reductions undermine the STPIS incentive framework:

8 See Attachment C1, HoustonKemp, 2015, Opex and the efficiency benefit sharing scheme, January, page 17-25
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ActewAGL is subject to the national distribution service target performance incentive scheme
(STPIS). STPIS provides a financial incentive to ActewAGL to maintain and improve service
performance and is calibrated so the distributor retains the value of any incremental
improvements (or bears the cost of any incremental deteriorations) in service performance for a
period of 5 years. Under the STIPS, the DNSP retains approximately 25 per cent of the value of
any improvements in service performance as well as bearing 25 per cent of the value of any
reductions in service performance.

It follows that the STIPS closely aligns to the incentives provided through both the current, 2008
EBSS and the CESS. However, this alignment is destroyed by the proposed opex arrangements set
out in the draft decision. In particular, for so long as a DNSP’s actual opex is above the efficient
level suggested by the AER’s benchmarking analysis, it has a strong incentive to reduce service
performance so as to minimise the opex penalty. This distortion arises because, under the
incentives implied by the draft decision, a DNSP would bear 100 per cent of the cost being above
the level of the AER’s opex allowance. In contrast, under the STIPS, the DNSP would only bear 25
per cent of the value of the change in service performance.

It follows that, under the proposed opex arrangements, a DNSP would:

not have an incentive to incur any additional opex costs in order to improve service performance,
even if it was efficient to do so; and

have an incentive to reduce opex costs, even if it results in an inefficient deterioration in service
performance.

It is difficult to reconcile how the distortion between the incentives for service performance and

those that operate for opex, which could potentially result in inefficient levels of service

performance, could be in the long-term interests of consumers, or consistent with the NEO.*
2.6.3 Interdependency between the opex and capex draft decisions

Background to the AER’s draft decision

Under the Rules specifying the opex and capex factors, the AER is required to have regard to the
substitution possibilities between opex and capex.

In its capex draft decision, the AER makes a passing mention to substitution possibilities between
opex and capex.® In reaching its conclusions on setting a capex allowance, which has been

8 See Attachment C1, HoustonKemp, 2015, Opex and the efficiency benefit sharing scheme, January, page 26 and
27

8 AER Draft Decision, Attachment 6, Table 6.5, 6-29
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reduced by a drastic 35 per cent for the 2014-19 period, the AER did not assess, for any capex
category or project, whether the effect of the capex reduction would result in higher operating
costs.

In particular, the AER did not consider the implications for ActewAGL Distribution’s reactive
maintenance of its substantial reduction to ActewAGL Distribution’s replacement expenditure
(repex) allowance. This was despite ActewAGL Distribution having highlighted in its regulatory
proposal that a key driver of its proposed repex program is to reduce maintenance costs.

Similarly, in its opex draft decision, the AER makes a passing reference to substitution
possibilities between opex and capex expenditure.e‘4 In reaching its conclusions the opex
allowance, which has been reduced by an unprecedented 42.35 per cent for the 2014-19 period,
the AER did not assess whether ActewAGL Distribution may require investment in upgraded
systems and technology to close the perceived efficiency gap.

Rather, the AER makes harsh reductions to both the opex and capex allowances.
Risks of failing to consider the substitution possibilities between opex and capex

There are significant risks associated with regulators applying benchmarking or bottom-up
assessments to different sub-sets of total costs. These risks are recognised in a report prepared
by NERA economist Graham Shuttleworth:®

For each subset, companies may achieve the lowest costs only by spending money on other
subsets, eg, they may lower opex by investing in new capital equipment and vice versa. The
danger with such partial measures of “efficiency” is that the regulator combines the lowest (or
“most efficient”) costs for each subset from different companies, thereby producing an overall
estimate of costs which is simply infeasible and an unreasonable basis for setting targets.

Consideration of capex-opex trade-off by ActewAGL Distribution

The required trade-off analysis is usually undertaken with respect to refurbishment and
replacement of ageing and potentially unreliable equipment, where the ongoing maintenance,
repair, and fault costs (including loss of supply) can be compared with the capital cost of
refurbishment and replacement. An example of a capex-opex trade-off evaluation undertaken in
preparing the capex forecasts for the 2014-19 period is that relating to ActewAGL Distribution’s
decision to install fibreglass poles in backyards instead of wood poles to reduce life cycle costs of
maintenance of those assets.

8 AER Draft Decision, Attachment 7, Table 7.7, 7-23.

% See Attachment C30, Shuttleworth, G. 2005, Benchmarking of electricity networks: Practical problems with its
use for regulation, Utilities Policy, vol. 13, p.310-317
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The consideration of capex-opex trade-offs within ActewAGL Distribution’s total capex forecast is
a key component of ActewAGL Distribution’s top-down assessment process. This is discussed
further in Chapter 4.

Conclusion

In the absence of any changes to opex allowances resulting from the capex constituent decision,
and in the absence of any changes to the capex allowance despite reduced opex allowances
arising from the opex constituent decision, ActewAGL Distribution considers the final decision
will not contribute to the achievement of the NEO or be NEO preferable.

2.7 Implications of the draft decision for long term interests of consumers with
respect to reliability, security and safety

2.7.1 Overview

The magnitude of the proposed reductions in expenditure allowances by the AER in its draft
decision relative to those proposed by ActewAGL Distribution in its regulatory proposal for the
subsequent regulatory period and those allowed for previous regulatory periods is
unprecedented in regulation of electricity network businesses in Australia. The effect of these
reductions is exacerbated by the fact that the draft decision is retrospective in nature, which
means that one year of the five year period for which the AER is determining expenditure
allowances will be almost completed at the time of the AER’s final decision. The retrospective
nature of the draft decision is discussed in section 2.5 above.

In this section, ActewAGL Distribution:

e contrasts a comparison of historical regulatory allowances to the expenditure
allowances proposed in the draft decision with the growth in ActewAGL Distribution's
network and customer numbers to establish that, whereas the reductions proposed in
the draft decision result in expenditure allowances not seen for over 15 years in the case
of opex and 7 years in the case of capex, growth in ActewAGL Distribution's network and
customer numbers suggest expenditure required to achieve the opex and capex
objectives has increased over this time (in section 2.7.2 below);

e outlines the likely business model inherent in the AER's draft decision, i.e. required to
meet the expenditure allowances proposed by the AER in that Decision, and time
required to transition ActewAGL Distribution's business to that business model (in
section 2.7.3 below); and

e particularises the likely consequent effects of the draft decision on reliability, security
and safety (in section 2.7.4 below).
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ActewAGL Distribution contends that it is evident from the likely effects of the draft decision on
reliability, security and safety in particular that the proposed expenditure allowances in the draft
decision, if reflected in the AER's final decision, will deliver a short-term reduction in price at the
cost of a significant compromise to the long term interests of consumers with respect to
reliability, security and safety. As discussed in sections 2.2.1 and 2.2.4, this would be contrary to
the NEO, as it has been construed by the Tribunal and policy-makers and would, thus, be
detrimental to the achievement of the NEO and not constitute the NEO preferable decision.

In its revised regulatory proposal, by contrast, ActewAGL Distribution proposes sustainable opex
allowances, with the result that a final decision on the basis of that revised proposal would result
in sustainably low prices and the maintenance of consumers’ long term interests with respect to
reliability, security and safety. It follows that such a decision is to be preferred to the draft
decision in making a contribution to the NEO.

2.7.2  AER’s draft decision does not reflect realistic expectation of required expenditure

The AER’s draft decision proposes to reduce ActewAGL Distribution’s opex to levels not seen
since before 1999 and a capex allowance akin to that last seen in 2007/08, despite an
approximate 40 per cent increase in customer numbers, and close to a 40 per cent increase in
new assets new assets that now form part of ActewAGL Distribution’s electricity network. These
higher measures of output over the same period necessitate a higher level of opex to provide a
safe, reliable and secure supply of electricity.

The AER’s draft decision for standard control services is set in historical context in Table 2.5 and
illustrated in Figure 2.2.

Table 2.5 Historical comparison of opex and capex allowances against the AER’s draft decision

Standard control ActewAGL AER’s draft Lowest allowance
Distribution’s proposal decision, 2014-19 since

2014-19
Opex* $75.5m/annum $44.1/annum Before 1999
Capex S$74.6m/annum $54.3/annum 2007/08

*this excludes FiT, UNFT and the Energy Industry Levy (52013-14)
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Figure 2.2 Growth in RAB and Customer numbers
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ActewAGL Distribution cannot fathom how the AER can expect it to deliver safe, secure, reliable
and quality electricity distribution services with a 42 per cent reduction in its opex allowance and
a resultant allowance set at levels experienced over 15 years ago, in circumstances where there
has been an increase in scale, in terms of assets to maintain and customers to service, of
approximately 40 per cent.

During this period, there have been five regulatory reviews and the AER is now apparently
exercising its discretion as if past decisions may have been made in error.

Against this background, ActewAGL Distribution submits that the expenditure allowances
proposed in the draft decision do not reflect a realistic expectation of the expenditure required
to achieve the opex and capex objectives specified in clauses 6.5.6(a) and 6.5.7(a) respectively of
the Rules, as is required by clauses 6.5.6(c) and 6.12.1(4)(ii) and clauses 6.5.7(c) and 6.12.1(3)(ii)
respectively of the Rules.

The AER’s draft decision on opex allowances in particular cannot be reconciled with the factual
realities of ActewAGL Distribution's historical network pricing and reliability performance relative
to that of other DNSPs, again suggesting that the expenditure allowances proposed in the draft
decision do not reflect a realistic expectation of the expenditure required to achieve the opex
and capex objectives. ActewAGL Distribution consistently outperforms other Australian DNSPs in
terms of reliability, price and customer satisfaction.

In terms of price, ActewAGL Distribution’s network charges for residential customers are the
lowest in the country. In some cases, ActewAGL Distribution’s customers are paying less than
half what the customers of other DNSPs, including DNSPs deemed to be at the frontier of

Revised Regulatory Proposal 2015-19 ActewAGL Distribution 63




Lictew7IGL 20

for gou

efficiency defined by the AER, are paying for their electricity distribution services. This is
illustrated in the Figure 2.3 below.

Figure 2.3 Comparisons of residential network charges for residential customer consuming 7,000
kWh pa in 2014/15 (incl GST)
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Note: All prices include DUOS, TUOS and metering. GST inclusive. Source: Distribution network business websites
and AAD analysis

The opex reductions being proposed by the AER by relaying on its benchmarking results cannot
be reconciled with ActewAGL Distribution’s contention that it has the lowest tariffs for
residential customers in Australia. These contentions were presented at the AER’s pre-
determination conference on 9 December 2014.

During this conference, the AER stated that that despite this pricing evidence, ActewAGL
Distribution’s business tariffs were relatively high. Despite extensive research for public available
information that compares prices for business or commercial customers, ActewAGL Distribution
cannot locate any recent comparison of Australian business tariffs nor has the AER provided any
analysis or evidence that supports this claim.

ActewAGL Distribution notes that pricing comparisons for business customers are significantly
more challenging than those for residential customers. This is due to differences in customer
load profiles, the DNSP customer composition and the tariff suite offered. Regardless, to
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appreciate the full value of any DNSP’s tariff structure a range of factors needs to be taken into
account.

For example, ActewAGL Distribution’s non-domestic customers are able to select the network
that best meets their needs whereas other DNSPs constrain or determine which tariff applies. So
comparisons need to take in account that although a tariff may be cheaper it may not be
available to all customers. ActewAGL Distribution measures maximum demands on a 30 minute
basis whilst other DNSPs use instantaneous maximum demand.

Without consideration of each of these factors, an understanding the comparison of the price
and value provided to customers cannot be achieved.

In terms of reliability, ActewAGL Distribution has consistently been amongst the most reliable in
Australia and is, importantly, the most reliable in terms of unplanned interruptions in terms of
duration and frequency. The AER shows the performance of ActewAGL Distribution against other
jurisdictions in Figure 2.4 reproduced from its State of the Energy Market report for 2014.%°

8 AER, State of the Energy Market, 2014.
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Figure 2.4 System reliability performance: SAIDI and SAIFI
System reliability
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Lastly, ActewAGL Distribution delivers high rates of customer satisfaction as shown below.

Figure 2.5 Responses to customer service questions

How well do you think ActewAGL’s electricity service is performing in the following areas?
% of respondents who indicated ‘good’ or ‘very good’ performance

100% --------------- — oo s
=4 Reliability of
o electricity supply
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Source: Orima Research, ActewAGL Core Services Survey 2013

In summary, the contrast between:

e historical expenditure allowances, as compared to those proposed by the AER in the
draft decision, and the growth in ActewAGL Distribution's network and customer
numbers of the same period; and

e the proposed reduction in expenditure allowances and ActewAGL Distribution's relative
performance in respect of network pricing and reliability,

indicates that the expenditure allowances proposed in the draft decision do not reflect a realistic
expectation of the expenditure required to achieve the opex and capex objectives and the
benchmarking analysis on which those expenditure allowances are so heavily based requires
careful re-examination. As discussed at length in Chapter 3, ActewAGL Distribution considers
this benchmarking analysis is fundamentally flawed.

2.7.3 Likely business model inherent in the AER's draft decision

If the AER’s final decision reflects the expenditure allowances proposed in the draft decision,
ActewAGL Distribution would have to transition to lower levels of expenditure by effecting
drastic cost cuts within an injudicious period of time This would increase the risk profile of the
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business and, as ActewAGL Distribution contends in Chapter 8 of this revised regulatory
proposal, likely to increase the systematic risk for the industry and requires compensation via an
increase in the equity beta.

ActewAGL Distribution would have no choice but to adopt such an approach given the
retrospective nature of the AER’s final decision and the financial losses ActewAGL Distribution
would incur, in the absence of a transition to lower levels of expenditure.

To work within approved expenditure allowances, ActewAGL Distribution would have to quickly
adopt a fundamentally different business model: a “care and maintenance model”. This means
that current activities would be scaled back to the provision of essential business activities only,
which are required to maintain network reliability and public safety.

Operating such a business model is expected to have significant impacts on ActewAGL
Distribution’s current service levels, reliability and safety. The likely consequences on service
levels and safety are covered in section 2.7.3 below.

ActewAGL Distribution has analysed the impact to the business using a bottom-up approach
based on the following steps:

1. Resources for Service Delivery and other operational field type resources are derived
using the proposed Program of Works (PoW)

2. Support Staff are proportionately scaled back to align with the proposed PoW.
3. Based on steps 1 and 2, a new organisation would be developed

4. A further assessment of what roles and responsibilities could then be combined to
maximise efficiencies.

5. Evaluate reductions in support staff and management.
6. Assess reductions to Support Staff and both Branch and Section Managers.

7. Estimate level of corporate services and to be provided, and associated corporate staff
levels, under the care and maintenance model.

ActewAGL Distribution estimates that this would lead to about [cic ||| | ). and total

restructuring costs are estimated at [cic ||| N NI
I

The costs of the required restructuring programme are currently unfunded in the regulatory
allowances proposed by the draft decision. However, in an industry recognised as a largely fixed
cost business, the costs of moving to a theoretical efficient opex level determined by the AER
should commensurately be funded through the expenditure allowances determined by the AER.

The impact for ActewAGL Distribution’s employees arising from these staff reductions under the
“care and maintenance” model, required to meet the proposed expenditure cuts by the AER,
represents the initiation of a significant organisational change and redundancy program.
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The consultation provisions of the Enterprise Agreement (EA) specify a series of key minimum
requirements to be followed. As such, a Workplace Relations plan has been developed to
manage the timeline and people related risks associated with the proposals outlined above.

g 222 2 000
L J

Even if it were practicable (having regard to safety, quality, security of supply, and reliability
considerations) for ActewAGL Distribution to reduce its opex to the extent required by the opex
allowances proposed in the AER’s draft decision, effecting significant cost rationalisation
initiatives takes considerable time, rather than as one step change. There is considerable cross-
sector knowledge that demonstrates that transformation is a process, not an event.

ActewAGL Distribution draws on examples provided by leading strategy consulting firms and
academics in support of this view.
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Box 2.1 Process and Time for Major Transformations

Kotter (2007) argues that many major change initiatives fail miserably because managers do not realize transformation is a process,
not an event. It advances through stages that build on each other, and it takes years to complete. He states that many managers
are pressured to accelerate the process, which causes them to skip stages, but these shortcuts never work. Kotter sets out the
different stages of change — and the pitfalls unique to each stage —in order to boost a company’s chances for a successful

transformation:

“The most general lesson to be learned from the more successful cases is that the change process goes through a series
of phases that, in total, usually require a considerable length of time. Skipping steps creates only the illusion of speed and
never produces a satisfying result.” “Real transformation takes time, and a renewal effort risks losing momentum if there
are no short-term goals to meet and celebrate. Most people won’t go on the long march unless they see compelling
evidence in 12 to 24 months that the journey is producing expected results. Without short-term wins, too many people
give up or actively join the ranks of those people who have been resisting change.” (See Attachment B5, John Kotter,
Leading Change — Why Transformation Efforts Fail, Harvard Business Review, 1995 (republished in Best of HBR, January
2007)

McKinsey & Company (2011) explain the various stages of effecting major organisational transformations effectively. The article
promotes a system of 5A’s being: Aspire, Assess, Architect, Act and Advance. The fourth step (Act) relates to managing the

transformation process. The authors suggest that an effective management process is likely to take several years:

“To keep energy levels high through the long haul of implementation, make sure everyone understand how their
contribution fits into the big picture. A powerful way to do this is to structure the program at three levels: a
transformation headline that sums up your aspiration and the rationale behind it, a few broad performance and health
themes that typically run for two to three years, and the specific initiatives that further these themes, each taking a few
months or so to complete” (See Attachment B6, McKinsey & Company, Insights into Organisation — How do | Transform

my Organization’s Performance, June 2011)

Bain establishes characteristics of successful transformations tracked by Bain. The second of these characteristics is that the

organisations ‘tackle the transformation one chunk at a time.’

“Even though they have to move swiftly within a narrow window, successful leaders do not take off in a dozen directions
simultaneously. They realise that they cannot replace top management, and simplify processes, and overhaul
communication, all at once.” (See Attachment B7, Bain & Company, Company Transformation — More a Science than an
Art, Undated)

Therefore, ActewAGL Distribution does not believe that it is either efficient or prudent to
attempt to transform the business model and expenditures within one regulatory control period.
Otherwise, any short-term reductions will result in long-term damage. Furthermore, the
damage-— to the business, the network, quality of service and security of supply — would have to
be repaired in due course, with the resultant potential for higher whole-of-life cost.

This would not serve the long term interests of consumers and a decision that delivers such an
outcome could not be said to be a NEO preferable decision.
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As a result, in Chapter 3 of this revised regulatory proposal, ActewAGL Distribution proposes the
establishment for a glide path to a new lower level of expenditure. Even where such a glide path
is established, however, the effects of the AER's proposed expenditure allowances (including
those on reliability, security and safety discussed in section 2.7.4 below) are such that a final
decision giving effect to those allowances could not be said to contribute to the achievement of
the NEO or constitute NEO preferable decision.

2.7.4 Likely consequent effects of draft decision on reliability, security and safety

Against the background of the implications of the draft decision for the operation of ActewAGL
Distribution's business discussed above, ActewAGL Distribution considers that the AER’s draft
decision on opex and capex will have potentially dire consequences for the reliability, security
and safety of supply, and the reliability, safety and security of the distribution system, for
consumers in the ACT.

In response to a question from stakeholders®” on how the AER has assessed ActewAGL
Distribution’s ability to meet safety and reliability standards, the AER responded that it had not
directly tested this. Instead, the AER noted that this was addressed by implication by the
benchmarking analysis because, if “frontier” firms can meet safety and reliability standards with
the benchmarked levels of opex, then ActewAGL Distribution should also be able to do so.

The AER’s response was that the proposed expenditure allowance is sufficient for the frontier
firm is based on a false premise that its benchmarking analysis can be relied upon, and
adequately takes into account the environmental factors that affect ActewAGL Distribution's
costs. The inadequacy of the benchmarking, and the fact that the AER cannot observe the
efficient expenditure level from the analysis therefore undermines the validity of its reasoning
and conclusion.

It is evident from the AER’s draft decision that it has not conducted any risk assessment of the
proposed expenditure cuts on safety, security and reliability of supply, and safety, security and
reliability of the distribution system. ActewAGL Distribution submits that the AER needs to carry
out a detailed engineering review, and a comprehensive risk assessment of its decision, if it is to
be satisfied that a final decision based on the draft decision is to be preferred in making the
greatest contribution to the achievement of the NEO (as required by section 16(1)(d) of the NEL).

ActewAGL Distribution draws on external advice from AECOM® to substantiate its contention
that the proposed expenditure allowances would have potentially dire consequences for the

8 AER pre-determination conference, Canberra 9 December 2014.

% See Attachment B8. AECOM, The Impact of the AER’s Draft Decision on ActewAGL’s Service and Safety

Performance, January 2015
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reliability, security and safety of supply, and the reliability, safety and security of the distribution
system, for consumers in the ACT. In order to provide this advice, AECOM have reviewed how
work management is prioritised and managed by ActewAGL Distribution.

In contrast, the AER relied on limited engineering reviews done by its own staff, did not carry out
any site visits to ActewAGL Distribution and set expenditure allowances using desk-top analysis
and REPEX models that are flawed (see Chapter 3 for more details on a critique of the AER’s opex
benchmarking analysis, and Chapter 4 for more details on a critique of the AER’s capex
modelling). AECOM'’s report concludes that:®

A forced reduction in REPEX and OPEX of the scale suggested by the AER would have a
significant impact on the level of service ActewAGL is able to provide to its customers,
potentially including an impact on safety levels associated with its assets. (Executive
Summary, page i).

This overall conclusion is supported by a number of analyses and observations including with
respect to:

e the principle of lowest mean annual cost of delivery;

e the impact of reduced replacement capex;

e the impact of capex reductions on opex requirements;
e the impact of opex reductions on levels of service; and
e the impact of opex reductions on safety levels.

These analyses are discussed further below.

¥ See Attachment B8. AECOM, The Impact of the AER’s Draft Decision on ActewAGL’s Service and Safety

Performance, January 2015.
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Lowest mean annual cost of delivery

AECOM explains the principle of achieving the lowest whole-of life cost as follows:

The principle involved in achieving the lowest whole-of-life cost is illustrated in Figure 1
[below], which shows the mean total annual cost as a yellow line, the contributory direct
costs (blue) and cost of service interruption (red). The lowest mean annual cost is the
‘economic optimum’ for a critical asset. Cost premiums could be applied to meet higher
reliability targets (higher levels of service) or as a higher cost of risk (lower levels of

service).

Premium Paid to Premium Paid to
meet reliability target meet cost target

Economic

Optimum
2

g
H
3
£

Direct Cost

ActewAGL optimises its costs by balancing intervention (maintenance) costs with asset risk over
the lifetime of the asset. The value of risk that accrues to a given asset escalates every year as
the asset ages and deteriorates. Eventually the annual cost of risk is high enough to warrant the
REPEX required to replace the asset and therefore reduce the risk cost to the level it would be for
a new asset.

A software tool (Riva) is used to determine the optimal combination of replacement,
refurbishment and inspection costs that enables the asset to deliver acceptable levels of service
over its life, and therefore identify the strategy that provides the least mean annual cost.

The timing of renewal can be deliberately scheduled away from the economic optimum:

- Early renewal can be scheduled for risk reasons, generally for critical assets that should
not be allowed to fail, where the total cost of ownership is accepted as being higher
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than the least cost for strategic (risk) reasons. In practice, this strategy involves a cost
premium being paid to achieve a higher reliability target.

- Late replacement can be done for budget reasons, where renewal is delayed past the
point that represents the least cost timing because funds are not available for the asset
concerned at the time required (the asset is a low priority). The risk cost includes:

e higher than optimal intervention costs (unplanned replacement generally
comes at a higher cost than when planned)

e higher maintenance costs (a higher rate of inspections, more frequent
temporary repairs and costs associated with repairs and other interventions
that would not have been necessary if the assets were renewed at the optimal
time)

e the cost to customers (and ActewAGL) of service interruptions.

In practice, a late replacement policy for a critical asset implies a devaluation of the value of the
service and an increase in the cost of interruptions for customers and ActewAGL...

A reduction in funds available for management of ActewAGL’s assets, whether capital for
renewal or operational for maintenance and emergency management, will force an increase in
the tolerance for risk by ActewAGL (and its customers), and reduce the level of service able to be
delivered.

Impact of reduced repex

AECOM states that the effect of a reduced repex budget is to defer asset replacement or
renewal. AECOM notes that:

The impact of an extended deferral of asset replacement will be:
- asteadily increasing rate of service interruptions
- often a decrease in public safety
- anincrease in the backlog of unfunded works
- anincrease in future service costs...

In particular, AECOM assesses the impact of reduced repex on underground cables and opines
that:

% see Attachment B8. AECOM, The Impact of the AER’s Draft Decision on ActewAGL’s Service and Safety
Performance, January 2015 page 4to 6
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ActewAGL’s actual experience with its cables enables standardised deterioration curves to be
adapted based on specific conditions and experience in the ACT, and this has been used to derive
the underground cable REPEX projections included in ActewAGL’s submission.

The AER, in contrast, has derived theoretical remaining lives for these cables in its calibrated
model that are more than double ActewAGL’s assessment (for underground cables rated up to
11kV), which significantly affects REPEX budget projections.

If the AER’s determination prevails and their life estimates are proven incorrect, there will be a
significant increase in service interruptions caused by cable failures....

The increased risk associated with funding constraints also means that average asset condition
will deteriorate more in the future than would otherwise be the case. The effect will be that
current consumers will have their cost of service reduced, but future consumers will have to pay
more (to replace badly deteriorated assets) while receiving an inferior level of service compared
to current consumers...

A reduction in funds available would force a delay in the renewal program, therefore increasing
the risk of service interruption for those customers involved. The significant reduction proposed
by the AER would substantially increase the risk of service interruption faced by ActewAGL’s
customers...

Customers unable to accept a decline in level of service or an increased risk of service
interruption will have to invest in contingency measures. The forced reduction in funding will
therefore increase supply costs for some customers, and force the remainder to accept a lower

. 91
level of service.

Impact of capex reductions on opex requirements

AECOM further assesses the impact of capex reductions on opex requirements. For example,
AECOM note:

A forced delay in ActewAGL’s renewal program will force an increase in the risk of failure and an
increase in maintenance and repair costs. Unplanned interventions come at a significantly higher
cost to the service provider, and often at a higher cost to both the customers affected and
ActewAGL...

A number of comparisons of strategic alternatives have been provided by ActewAGL to the AER
in its submissions, generally to demonstrate cost optimisation or prioritisation. Figure 3 in this
report is one of those, using underground cables:

°! See Attachment B8. AECOM, The Impact of the AER’s Draft Decision on ActewAGL'’s Service and Safety
Performance, January 2015 page 15 to 16
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- The optimal strategy is shown to be selective cable replacement (rather than reactive
repair work), a strategy that was estimated to be 56% of the cost of the ‘do nothing’
option.

- If REPEX funding were not to be available, then the higher cost option (using OPEX)
would have to be followed, increasing the total cost of ownership of the assets involved
by an estimated 78%.

- If the OPEX required were also not available, ActewAGL would be faced with an
unacceptable long-term loss of service to customers affected by cable failures, or a need
to transfer funds from another lower priority application (thereby potentially forcing
other customers to deal with loss of service).

Impact of opex reductions on levels of service

Using data provided by ActewAGL Distribution, AECOM assess that a 42 per cent reduction is
opex is likely to lead to:

- Anincreased response time, to more than double current performance, therefore
increasing the total customer minutes of service interruption and delivering a reduction
in level of service.

- Areduction in ActewAGL’s ability to carry out planned maintenance by more than
33%.

- Avicious cycle of increasing numbers of unplanned faults because planned
maintenance would not be carried out, causing further increases to response times.

If renewal capital budgets are reduced, and operational budgets also reduced to the extent
determined by AER, the impact will be far more dramatic.

ActewAGL will be faced with aging assets failing more frequently, an inability to carry out
planned maintenance, and steadily worsening response times. The cumulative impact will be a
drastically lower level of service for customers. %

Furthermore, ActewAGL Distribution contends that the opex and capex cuts proposed in the
AER’s draft decision correspond to a level of reliability that would:

%2 5ee Attachment BS. AECOM, The Impact of the AER’s Draft Decision on ActewAGL’s Service and Safety
Performance, January 2015 page 18

% See Attachment B8. AECOM, The Impact of the AER’s Draft Decision on ActewAGL'’s Service and Safety
Performance, January 2015, page 20 to 21
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e bein breach of ActewAGL Distribution’s obligations under the Supply Standards Code;
and

e would incur penalties under STPIS.

These cuts are inconsistent with Section 7A(2) of the NEL, since the resultant expenditure
allowances do not provide “a reasonable opportunity to recover at least the efficient costs the
operator incurs in... complying with a regulatory obligation.” They are also inconsistent with the
opex and capex objectives in clauses 6.5.6(a)(2) and 6.5.7(a)(2) respectively of the Rules to
“comply with all applicable regulatory obligations or requirements associated with the provision
of standard control services.”

On more than one occasion in its draft decision, the AER elects to quote stakeholder opinions
that customers would prefer poorer network reliability at a corresponding lower price.94
Regulatory obligations in relation to reliability are set by the ACT Government in the Supply
Standards Code and do not represent a constituent decision under the AER’s determination.
Accordingly, the appropriate response by the AER to such statements in stakeholder submissions
would be to simply note that assessments of potential changes to regulatory obligations in
relation to reliability are outside the scope of the AER determination. The fact that the AER elects
to highlight these opinions in its draft decision suggests the AER is entertaining the question of
whether regulatory obligations are appropriate and a willingness to put at risk ActewAGL
Distribution’s ability to meet its regulatory obligations in relation to reliability.

Impact of opex reductions on safety levels

ActewAGL Distribution has a duty of care under the WHS Act 2011 and meet safety requirements
under the Utilities Act 2000 (ACT). AECOM'’s reports states that:

The Utilities Act 2000 (ACT) imposes specific technical, safety and reliability obligations (Section
5.3), and the NER v66 specifies factors that must be considered in relation to capital expenditure,
including safety and security of supply.

Section 4 in Part 5 of the Utilities Act provides that the obligation does not apply if:

1) The events or conditions are outside the control of the electricity distributor and prevent
the electricity distributor from complying with this Code; and

2) The consequences of the events or conditions are not due to the electricity distributor’s
actions or lack of actions.

% AER 2014, Draft decision — ActewAGL distribution determination 2015-16 to 2018-19, p. 66-67, p. 11-18.
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The implication is that, if ActewAGL can be shown to have been prevented from undertaking
necessary preventive action by a third party, the obligation and potential liability could be placed
with that party....

There are many safety issues considered in the planning of ActewAGL’s REPEX program. These
would be affected by the significant budget cuts proposed by the AER:

The low voltage cast iron pothead replacement program, required to reduce safety risk for our
workers and the public from explosive failures (Figure 17)[below cic].

In 2014, two cast iron
potheads failed
explosively, one nearly
hitting a lineman.

ActewAGL has about 500
of these, with 116
classified as high risk of
causing injury because
they are located close to
public areas such as
schools and child care
centres.

They have become a
recognised safety risk in
the industry, and
although past failure rates have been low, they are aging and are now considered to be a
significant threat to public and staff safety.

ActewAGL proposes to phase this class of asset out of service, prioritising by risk to the
public.

- Failure of pole-top hardware and cross-arms is the most common form of failure on the
overhead distribution system, causing overhead conductors to sag excessively or fall to
the ground. The risk to public and worker safety can be significant in such an event.

- Replacement of deteriorating cross-arms and pole-top hardware, and installation of
vibration dampers, armour rods, and preformed distribution ties on rural high voltage
overhead lines located in high bushfire risk areas is required to minimise the role that
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these assets can play in starting bushfires which are a significant threat to life and
property (refer to Figure 18).”

2.8 Procedural fairness

2.8.1 Overview

In this section, ActewAGL Distribution sets out its contentions in support of the proposition that
ActewAGL Distribution was denied a reasonable opportunity to make submissions on the
determination in responding to the draft decision in breach of the AER's procedural obligations.
ActewAGL Distribution contends that the AER's breach of its procedural obligations in respect of
the draft decision, by hindering meaningful scrutiny and submission on that Decision, renders it
less likely that its final decision will contribute to the achievement of the NEO.

2.8.2 Legal context

Under section 16(1)(b) of the NEL, the AER must, in performing or exercising any function or
power that relates to the making of a distribution determination, ensure that the regulated
network service provider to whom the determination will apply (here, ActewAGL Distribution) is,
in accordance with the Rules, informed of material issues under consideration by the AER and
given a reasonable opportunity to make submissions in respect of the determination before it is
made.

Even if section 16(1)(b) of the NEL was qualified in the manner for which the AER has on occasion
contended, the AER would have a common law obligation to consult on any material change in
its analysis before relying on that analysis in its final decision. A failure to consult in those
circumstances would likely constitute a breach of its common law obligation to accord
procedural fairness and render its final decision not in accordance with law.

2.8.3 Summary of ActewAGL's contentions on procedural fairness

ActewAGL Distribution contends that, in order to discharge its obligation to provide ActewAGL
Distribution with a reasonable opportunity to make submissions in respect of the determination
before it is made in accordance with the AER's obligation under section 16(1)(b) of the NEL and
its common law obligation to accord procedural fairness through publication of and consultation
on the draft decision, the AER was required to provide ActewAGL Distribution with the
information, reports, models, data and other material on which the AER relied in reaching its
conclusions in, and making, the draft decision.

% See Attachment B8. AECOM, The Impact of the AER’s Draft Decision on ActewAGL'’s Service and Safety
Performance, January 2015, page 22
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Without access to this material, ActewAGL Distribution is unable to fully and properly
understand the AER's reasoning and conclusions, cannot properly scrutinise and assess the basis
for those conclusions and, accordingly, cannot meaningfully respond to that reasoning and those
conclusions.

In order for ActewAGL to be accorded a meaningful opportunity to be heard on the draft
decision, therefore, ActewAGL Distribution requested all relevant information, reports, model,
data and any other material relevant to the draft decision.”®

Despite reassurances by the AER that all relevant information would be provided at the time the
draft decision was released,” it became apparent that there were gaps in the information that
ActewAGL Distribution was provided with by the AER at the time of publication of the draft
decision, which it needed if it was to properly review and evaluate the reasoning and conclusions
of the AER in that Decision in preparing its revised regulatory proposal. A further request was
made by ActewAGL Distribution to the AER on 5 December 2014 and a response provided by
email on 10 December 2014.%

This delay in the provision of the material on which the AER relied in making its draft decision
materially prejudiced the preparation of ActewAGL Distribution's revised regulatory proposal. It
reduced the (already limited) time afforded to ActewAGL Distribution under the Rules to prepare
its revised regulatory proposal and respond, in particular, to the significant, unanticipated
change in the AER's regulatory approach to forecasting opex (which unanticipated change of
regulatory approach it was the object of the Better Regulation program required by the AEMC's
2012 Rule amendments to avoid).

In Table 2.6 ActewAGL distribution summarises the relevant aspects of its regulatory proposal
and the AER’s draft decision, and its contentions in support of the proposition that ActewAGL
Distribution was denied a reasonable opportunity to make submissions on the determination in
responding to the draft decision in breach of the AER's procedural obligations and to the
detriment of the achievement of the NEO.

% | etter from David Graham, Director, Regulatory Affairs and Pricing at ActewAGL Distribution to Mr Warwick
Anderson, General Manager Network Regulation of the AER dated 19 November 2014.

%7 | etter from Michelle Groves, CEO, AER to David Graham, Director, Regulatory Affairs and Pricing at ActewAGL
Distribution dated 20 November 2014

% | etter from Usman Saadat, Manager Regulatory Affairs of ActewAGL Distribution to Mr Warwick Anderson,
General Manager Network Regulation of the AER dated 5 December 2014 and email of response from Kurt
Stevens of the AER to Bjorn Tibell, Senior Financial Advisor of ActewAGL Distribution dated 10 December 2014.
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Table 2.6. Summary of procedural issues in the AER’s decision making

Opex
P - The AER has not complied with the procedural requirements of the NER and has

denied ActewAGL Distribution an opportunity to provide comment on the AER’s
benchmarking techniques in advance of publication of the draft decision.
ActewAGL Distribution submits that the AER's Annual Benchmarking Report
neither disclosed the economic benchmarking techniques or analysis on which
the AER relies in its draft decision, nor was that Report published by the deadline
stipulated by the NER. As a consequence, ActewAGL Distribution has been
denied the opportunity to be heard on the development of those techniques and
that analysis in advance of publication of the draft decision.

- Itis apparent that the AER did not pro-actively take the necessary steps to
engage with the ACT's Technical and Safety Regulators about relevant technical
and safety obligations. ActewAGL Distribution enquiries indicate that it is unlikely
that that the ACT's Technical and Safety Regulator made any submission to the
AER on the Draft Annual Benchmarking Report and the AER was obscure when
challenged on its consultation process.

- The AER provided embargoed version of documents on notice(under notice from
ActewAGL Distribution by way of letter dated 17 November 2014)

- The AER changed its preferred benchmarking methodology after it had consulted
with DNSPS on a draft annual benchmarking report. This is covered further in
Chapter 3.

- The AER is unable to provide additional information requested that would further
ActewAGL Distribution’s ability to assess all the necessary information prior to
submitting its revised regulatory proposal. This included:

- Vegetation management costs for all DNSPS;

- Deloitte, NSW Distribution Network Service Providers Labour Analysis. This is
cited, for example, at footnotes 153 and 154 of Attachment 7 to the draft
decision.

Capex
- The AER undertook a limited scope internal engineering review of ActewAGL

Distribution’s major augex and repex projects and programs.

- The AER did not provide any reports relating to its internal engineering review of
ActewAGL Distribution’s major augex and capex projects and programs.

- Inapplying a capitalised overhead adjustment factor of 2.75% based on the
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historical trend over the past five years, the AER has not taken into account the
change in ActewAGL Distribution’s cost allocation model (CAM) which was
approved by the AER in June 2013 and came into effect on 1 July 2014.

- At a meeting with ActewAGL Distribution staff on 18 December 2014, the AER
stated that it had ‘assumed that what ActewAGL Distribution is allocating to
capex and opex has remained the same’ because ‘nothing in the regulatory
proposal demonstrated a change in capitalisation.” ActewAGL Distribution has
not changed its capitalisation policy. An explanation of the CAM change and its
impact on capitalised overheads had previously been provided in ActewAGL
Distribution’s 3 October 2014 response to the AER’s information request of 17
September 2014 (capex) and 23 September 2014 (opex).

- The AER’s consolidated capex model contains figures that are inconsistent with
the AER’s draft decision in respect of each capex category. In a meeting with
ActewAGL Distribution staff on 18 December 2014, the AER stated that it had
applied the ‘same [percentage reduction] factor across the system’ rather than
doing a ‘bottom up build model.” This is not consistent with the approach
referenced in the draft decision which was to ‘make reductions...to projects.””

- The AER also acknowledged a ‘lack of clarity’ around ActewAGL Distribution’s
non-network capex forecasts at the 18 December 2014 meeting with ActewAGL
Distribution staff. The AER stated it would ‘ideally would have done an
information request, but in the interest of time frames, didn’t.’

Demand and . . . . . .
consumption - Failed to provide any written econometric advice received by the AER from
forecasts external advisors

ActewAGL Distribution does not consider that the AER’s conduct in publishing and consulting on
the draft decision complies with its procedural requirements and detracts therefore from the
achievement of the NEO.

* For example, in the AER’s discussion on augex, page 6-31 the AER states “Based on this engineering review, we

made reductions to the following projects....”
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3 Operating expenditure

3.1 Introduction and overview

In this Chapter, ActewAGL Distribution submits that the AER’s draft decision on operating
expenditure (opex) is not in accordance with law, involves a material error, or material errors, of
fact and/or an incorrect exercise of discretion.

Therefore, the AER's draft decision on opex does not contribute to the achievement of the NEO
and, thus, does not result in a draft decision on opex or an overall draft decision that contributes
to the achievement of the NEO to the greatest degree as required by Section 16(2)(d) of the NEL.

The AER’s draft decision is detrimental to the long term interests of consumers. If implemented,
the draft decision will adversely impact the ability of ActewAGL Distribution to provide safe,
reliable and secure supply at an efficient price.

In determining an unrealistic, reckless and unsustainably low opex allowance, the AER has not
complied with the procedural requirements of the Rules and has denied ActewAGL Distribution
procedural fairness.

The AER has acted contrary to the scheme of the Rules by failing to rely on ActewAGL
Distribution’s proposal as the basis for its considerations. Instead, the AER has incorrectly
exercised its discretion by placing primacy on the outcomes of its benchmarking analysis and
determining a substitute opex allowance. The economic benchmarking analysis in the most
recent annual benchmarking report is just one of a number of opex factors and benchmarking
analysis is not a substitute for the role of ActewAGL Distribution's proposal.

Expert reports commissioned by ActewAGL Distribution demonstrate in no uncertain terms that
the AER’s benchmarking analysis is, however, fundamentally flawed and cannot be relied on to
set opex allowances. The Australian data set upon which the model draws is internally
inconsistent, with the inclusion of international data exacerbating this problem.

The econometric model adopted by the AER is neither sufficiently robust nor does it properly
take account of justifiable and important environmental variables. All unexplained differences in
the AER’s benchmarking results are considered as inefficiency compared to “frontier” firms. This
is a gross simplification and an error. For example, ActewAGL Distribution has identified that the
AER fails to understand that ActewAGL Distribution must operate and maintain, relative to the
Victorian urban Distribution Network Service Providers (DNSPs):

e 36% more sub transmission lines;

e 40% more zone substation transformer capacity;
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e 108% more 11kV-33kV distribution lines;

e 32% more distribution transformer capacity; and,

e 38% more low voltage line.

e 41% more poles per customer;

e 20% more route length per customer for an equivalent circuit length;
e 36% more overhead line length per customer.

Additionally, in an attempt to compensate for the lack of environmental variables, the AER
applies a series of ad-hoc post-modelling modelling adjustments. However, these adjustments do
not offset the need for a reliable data set and, regardless, have been calculated incorrectly. The
AER’s benchmarking analysis and result is therefore an example of ‘garbage in — garbage out’
modelling.

In its mechanistic application of benchmarking, the AER has also retrospectively abandoned its
efficiency benefit sharing scheme (EBSS) and the use of a revealed cost approach to identifying
efficient base year expenditure. In doing so, the AER has destroyed a key pillar of the incentive
regime which breaches the regulatory contract, resulting in large financial losses, and increases
in regulatory risk and unpredictability.

ActewAGL Distribution rejects the AER’s draft decision and submits that the use of a revealed
cost approach, in conjunction with an appropriate rate of change and step changes, is a superior
approach to determining the opex allowance. ActewAGL Distribution’s overarching response to
the AER’s draft decision and revised proposal is shown in Table 3.1. Unless otherwise specified,
all financial information in this chapter is stated in real 2013/14 dollar terms.

Table 3.1 Overview of ActewAGL Distribution’s response to the AER’s draft decision ($ million,

2013/14)
Component Regulatory AER’s draft Position on draft Revised proposal
proposal decision decision

Base + zero based 335.4 210.0 Does not accepted 315.5
opex

Rate of change 9.8 8.9  Does not accepted 11.6
Step change 35.3 1.4  Does not accepted 44.1
Total 377.3 220.3  Does not accepted 371.2
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In its regulatory proposal, ActewAGL Distribution proposed total forecast standard control
service opex of $377.3 million ($2013/14) for the 2014-19 period (excluding debt raising costs).
This total opex forecast was comprised of:

e Base opex for the 2014/19 period of $224.7 million based on adjusted actual opex incurred
in the 2012/13 revealed cost base year, excluding maintenance and vegetation
management;

e Zero-based category specific forecasts for network maintenance and vegetation
management expenditure of $110.7 million, including $3.1 million for real price growth and
$0.4 million for output growth;

e Step changes, which resulted in an increase to base opex for the 2014/19 period of $35.3
million; and

e Forecast changes in input prices, which resulted in an increase to base opex for the
2014/19 period of $6.7 million, (not including maintenance and vegetation management,
for which real price growth was incorporated into the zero-based forecast).

In its draft decision, the AER concludes that it is not satisfied ActewAGL Distribution's opex
forecast reasonably reflected the opex criteria. Accordingly, the AER rejects the opex forecast
included in ActewAGL Distribution's building block proposal. The AER substitutes ActewAGL
Distribution's total opex forecast for the 2014-19 period with the AER's total opex forecast for
that period, which it considers reasonably reflected the opex criteria.'® The AER’s draft decision
represents a reduction in total opex of $157 million from that proposed by ActewAGL
Distribution of $377.3 million to $220.3 million.

The AER's draft decision in respect of opex is contained in Attachment 7 to the draft decision and
is summarised in the following table extracted from the AER's draft decision.'

100 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-7

10 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-7, Table 7.1

85 Revised Regulatory Proposal 2015-19 ActewAGL Distribution



Lictew7IGL 20

for gou

Table 3.2 AER draft decision on total opex ($ million, 2013/14)

S million (nominal) 2014/15  2015/16  2016/17 2017/18  2018/19 Total
ActewAGL Distribution proposal 76.7 74.9 73.0 75.6 77.1 377.3
AER draft decision 425 43.2 44.1 44.8 45.6 220.3
Difference -34.2 -31.7 -28.9 -30.7 -31.5 -157.0

In assessing ActewAGL Distribution's forecast opex, the AER has compared that forecast to its
own estimate of forecast opex. As ActewAGL Distribution's forecast opex materially exceeds the
AER's own estimate of forecast opex, the AER concludes that ActewAGL Distribution's proposed
total forecast opex does not reasonably reflect the opex criteria and uses its own estimate as a

substitute forecast.'®

The key areas of difference between ActewAGL Distribution's forecast opex and that of the AER
with respect to the starting base, rate of change and step changes are as follows:'%

e the AER considered that ActewAGL Distribution’s 2012/13 base year opex did not represent
that which would be incurred by an efficient and prudent service provider and therefore
substituted ActewAGL Distribution’s 2012/13 base year opex of $66.8 million with its own

forecast of $42.2 million, a reduction of 36.8 per cent1°4;

e the AER adopted a higher rate of change than that proposed by ActewAGL Distribution due
to its estimation of a higher forecast of output change, however, in dollars terms the
forecast opex attributed to the rate of change in the AER's forecast is similar to that
proposed by ActewAGL Distribution because the AER's higher rate of change is applied to a

1
lower base opex.'®

192 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-16

193 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, pages 7-17 to 7-21

104 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-19, Table 7.4 and page 7-26, Table A.1 and discussed further in Section 3.4.2

195 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-20
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e the AER considered that a step change adjustment to base opex of $1.4 million for
increased costs associated with new regulatory obligations satisfied the opex criteria, as
compared to ActewAGL Distribution's proposed step change adjustment of $35.3 million.

With respect to the base year opex reduction, the AER on the advice of Economic Insights Pty Ltd
(Economic Insights), used the results from its preferred benchmarking model, the Cobb Douglas
stochastic frontier analysis model, as the starting point for derivation of the AER's substitute
base opex. It then made the following adjustments:

e the provision of a further 30 per cent allowance for those operating environment
differences the AER conceded were not captured in its preferred benchmarking model; and

e adoption of a weighted average of all networks with efficiency scores of 0.75 (75 per cent)
or above (i.e. CitiPower, Powercor, United Energy, SA Power Networks and AusNet) rather
than the most efficient service provider (CitiPower) in assessing ActewAGL Distribution's
efficiency.'®

The end result of the approach is an unprecedented reduction in ActewAGL Distribution’s opex
allowance. The opex allowance is lower than the forecast and actual opex in each and every year
of the last two regulatory control periods, a period of 10 years. This drastic reduction can be seen
in Figure 3.1, extracted from the AER's draft decision.'”’

106 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-19

197 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-8, Figure 7.1
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Figure 3.1 AER draft decision compared to ActewAGL Distribution's past and proposed opex
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In this Chapter 3, ActewAGL Distribution outlines the legal and regulatory framework applicable
to setting the opex allowance (in Section 3.2) and the relevant background to the AER's draft
decision on opex (in Section 3.3) and then proceeds to respond to:

o the AER's detailed analysis of ActewAGL Distribution's base opex set out in Appendix A to
Attachment 7 of the draft decision, in Section 3.4;

e the AER's draft decision on the opex rate of change set out in Appendix B to Attachment 7,
in particular its draft decision on the price change component of the rate of change, in
Section 3.5;

e the AER's draft decision on step change adjustments to base opex in Appendix C to
Attachment 7, in Section 3.6; and

o the AER's draft decision on ActewAGL Distribution's forecasting methodology for
determining the opex forecast for the 2014-19 period set out in Appendix D to Attachment
7, in Section 3.7.

Finally, ActewAGL Distribution addresses the imperative for establishment of a transition path, in
the event that the AER is minded to make a final decision on opex that is substantively similar to
its draft decision, in Section 3.8.

88 Revised Regulatory Proposal 2015-19 ActewAGL Distribution



Lictew/IGL 200

5
{“@ v You
v/

ActewAGL Distribution response to the AER's draft decision on debt raising costs covered in in
Chapter 8.

The discussion and conclusions set out in this Chapter are supported by a four expert reports
attached to this revised regulatory proposal:

e Attachment C1: HoustonKemp 2015, Opex and the efficiency benefit sharing scheme
e Attachment C2: Advisian 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT)

e Attachment C3: CEPA 2015, Benchmarking and setting efficiency targets for the Australian
DNSP’s: ActewAGL Distribution

e Attachment C4: Huegin 2015 Huegin’s response to Draft Determination on behalf of NNSW
and ActewAGL, Technical response to the application of benchmarking by the AER

In addition to the expert reports, this Chapter is supported by other supporting information, as
indicated in the text and included as attachments to the revised regulatory proposal.

3.2 The relevant legal and regulatory framework for setting the opex allowance

3.2.1 The NEO and the RPPs

The AER must perform or exercise a function or power under the NEL or the Rules that relates to
the making of a distribution determination in a manner that will or is likely to contribute to the
achievement of the NEO (NEL, Section 16(1)(a) and Section 2(1) definition of 'AER economic
regulatory function or power'). Further, in making a distribution determination, if there are 2 or
more decisions that will or are likely to contribute to the achievement of the NEO, the AER must
make the decision that it is satisfied will or is likely to contribute to the achievement of the NEO
to the greatest degree (NEL, Section 16(1)(d) and Sections 2(1) and 71A definitions of 'reviewable
regulatory decision').

The NEO is set out in Section 7 of the NEL and reads as follows:

The objective of this Law is to promote efficient investment in, and efficient operation and use of,
electricity services for the long term interests of consumers of electricity with respect to-

(a) price, quality, safety, reliability and security of supply of electricity; and
(b) the reliability, safety and security of the national electricity system.

Economic efficiency, including efficient investment in the system with which the provider
provides services, is thus the ultimate objective of the regulatory regime established by the NEL
and Rules. The interests of consumers of electricity with which the NEO is concerned are those in
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obtaining lower prices (than would otherwise be the case), increased quality, safety, reliability

and security of supply and the increased reliability, safety and security of the national electricity
108

system.

The phrase 'long term' is concerned with the period over which the full effects of the AER's
decision will be felt.!®® The comments of the Tribunal on the phrase 'long term' in considering the
objective of Part XIC of the TPA (now the CCA), being the 'long term interests of end-users', are
apposite. It relevantly observed:'*°

In considering how these elements may combine, it may be the case, for example, that very low
prices are in the short-term interests of end-users. Over the long-term, however, sustainably low
prices (which may be higher than the “very low prices” referred to above) are more likely to
enhance their interests, as the long-term interests of end-users are likely to suffer in an
environment characterised by short-lived operators who fall over soon after the customer signs
with them, as distinct from one in which reliable service-providers offer competitive, but
sustainable, services. Moves that enhance the quality and diversity of service may be subject to a
similar analysis.

The NEO is, thus, concerned with the long term interests of consumers in sustainably low prices,
and the maintenance or enhancement of quality, safety, reliability and security, rather than the
pursuit of price reductions in the short-term at the expense of their other interests. This has
been recognised by the Tribunal in the following terms:'**

As notes at the outset, customers will benefit in the long run if resources are used efficiently, ie if
investors receive a return on efficient investment which covers the opportunity cost of the capital
required to deliver the services. While consumers might benefit today from the lowest possible
prices which do not provide an adequate return on investment, such prices are not in their long
term interests... If those prices were sustained, they would not generally support the allocation of
sufficient resources including capital, to maintain and increase the supply of the affected service

108 Australian Competition Tribunal, 2004, Re Seven Network Limited (No 4), December, page 25 [121], in

discussing the objective of Part XIC of the Trade Practices Act 1974 (Cth) (TPA) (now the Competition and
Consumer Act 2010 (Cth) (CCA)), being the long term interests of end-users', on which the NEO was modelled.

109 Australian Competition Tribunal, 2004, Re Seven Network Limited (No 4), December, page 25 [120] and

Attachment C6, Australian Competition Tribunal, 2009, Application by Chime Communications Pty Ltd (No 2),
page 15, in discussing the objective of Part XIC of the TPA (now the CCA), being the long term interests of end-
users', on which the NEO was modelled.

10 506 Australian Competition Tribunal, 2004, Re Seven Network Limited (No 4), December, page [121]25

" See Australian Competition Tribunal, 2008, Re Application by ElectraNet Pty Limited (No 3), page [251]

90 Revised Regulatory Proposal 2015-19 ActewAGL Distribution




Lictew/IGL 200

N

for You
v/

in accordance with the value the consumers place on it. This would be contrary to the promotion
of efficient investment and the long term interests of consumers.

In addition, the AER must take into account the RPPs when exercising a discretion in making
those parts of a distribution determination relating to direct control network services (NEL,
Section 16(2)(a)). The RPPs in Section 7A can be taken to be consistent with and to promote the
objectives in Section 7. The principles are themselves stated normatively in the form of what is
intended to be achieved."

The RPPs are set out in Section 7A of the NEL and relevantly include:

(2) A regulated network service provider should be provided with a reasonable opportunity to
recover at least the efficient costs the operator incurs in-

(a) providing direct control network services; and
(b) complying with a regulatory obligation or requirement or making a regulatory
payment.

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

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

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

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

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

The Tribunal has had cause to consider the first of these principles and has stated as follows with
respect to the intent and operation of that RPP:!*

"2 see Australian Competition Tribunal, 2009, Application by Energy Australia and Others (with Corrigendum),

page[79]

3 see Australian Competition Tribunal, 2009, Application by Energy Australia and Others (with Corrigendum),

page[81-82]
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It might be asked why the NEL principles require that the regulated NSP be provided with the
opportunity to recover at least its efficient costs. Why 'at least'? The issue of opportunity is
critical to the answer. The regulatory framework does not guarantee recovery of costs, efficient
or otherwise. Many events and circumstances, all characterized by various uncertainties,
intervene between the ex ante regulatory setting of prices and the ex post assessment of
whether costs were recovered. But if, as it were, the dice are loaded against the NSP at the
outset by the regulator not providing the opportunity for it to recover its efficient costs (eg, by
making insufficient provision for its operating costs or its cost of capital), then the NSP will not
have the incentives to achieve the efficiency objectives, the achievement of which is the purpose
of the regulatory regime.

Thus, given that the regulatory setting of prices is determined prior to ascertaining the actual
operating environment that will prevail during the regulatory control period, the regulatory
framework may be said to err on the side of allowing at least the recovery of efficient costs. This
is in the context of no adjustment generally being made after the event for changed
circumstances.

3.2.2 Constituent decision on opex

The constituent decisions on which the distribution determination for ActewAGL Distribution for
the subsequent regulatory control period is predicated relevantly include:'*

e adecision on the annual revenue requirement for ActewAGL Distribution for each
regulatory year of the regulatory control period to which the determination relates; and

e adecision in which the AER either accepts ActewAGL Distribution's total opex forecast for
that regulatory control period or does not accept that forecast, in which case the AER must
determine an estimate of ActewAGL Distribution's required opex for that period.

Clause 11.56.4(c) of the Rules provides that, for the purpose of making a distribution
determination for ActewAGL Distribution for the subsequent regulatory control period, the AER
must determine (amongst other things) the annual revenue requirement for ActewAGL
Distribution for each regulatory year of the subsequent regulatory control period and its total
revenue requirement for the subsequent regulatory control period, as if the subsequent
regulatory control period comprised the transitional regulatory control period and all of the
regulatory years of the subsequent regulatory control period and the transitional regulatory
control period were not a separate regulatory control period. That Clause further provides, for
the avoidance of doubt, that the AER must determine a notional annual revenue requirement for
the regulatory year that comprises the transitional regulatory control period.

Y National Electricity Rules, Clauses 6.12.1(2) and (4)
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The annual revenue requirement for ActewAGL Distribution for each regulatory year of the 2014-
19 regulatory control period must be determined using a building block approach, under which
the building blocks relevantly include the forecast opex for that year as accepted or amended by
the AER in making the distribution decision.™

3.2.3 The opex criteria, opex objectives and opex factors

The AER is required to accept ActewAGL Distribution's forecast opex where it is satisfied that the
forecast opex for the regulatory control period reasonably reflects the following criteria (opex
criteria) in Clause 6.5.6(c) of the Rules, being:

o the efficient costs of achieving the opex objectives specified in Clause 6.5.6(a) of the Rules
(opex objectives);

e the costs that a prudent operator would require to achieve the opex objectives; and

e arealistic expectation of the demand forecast and cost inputs required to achieve the opex
objectives.

Similarly if the AER is not so satisfied and, accordingly, does not accept ActewAGL Distribution's
forecast of required opex, the AER must estimate ActewAGL Distribution's required opex that it
is satisfied reasonably reflects the opex criteria taking into account the matters specified in
Clause 6.5.6(e) of the Rules (opex factors) (Clauses 6.5.6(d) and 6.12.1(4)(ii) of the Rules). The
opex objectives in Clause 6.5.6(a) of the Rules are to:

o meet or manage the expected demand for standard control services over the regulatory
control period;

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

e to the extent that there is no applicable regulatory obligation or requirement in relation to:
(a) the quality, reliability or security of supply of standard control services; or

(b) the reliability or security of the distribution system through the supply of standard
control services,

e to the relevant extent:
(a) maintain the quality, reliability and security of supply of standard control services; and

(b) maintain the reliability and security of the distribution system through the supply of

Y5 National Electricity Rules, Clauses 6.4.3(a)(7) and (b)(7)
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standard control services; and

e maintain the safety of the distribution system through the supply of standard control
services.

In deciding whether or not it is satisfied that the forecast opex for the regulatory control period
reasonably reflects the opex criteria, the AER must have regard to the opex factors specified in
Clause 6.5.6(e) of the Rules, including, relevantly:

e the most recent annual benchmarking report that has been published under Clause 6.27
and the benchmark operating expenditure that would be incurred by an efficient DNSP over
the relevant regulatory control period;

e the actual and expected operating expenditure of the DNSP during any preceding regulatory
control periods;

o the extent to which the operating expenditure forecast includes expenditure to address the
concerns of electricity consumers as identified by the DNSP in the course of its engagement
with electricity consumers;

o the relative prices of operating and capital inputs;
e the substitution possibilities between operating and capital expenditure;

o whether the operating expenditure forecast is consistent with any incentive scheme or
schemes that apply to the DNSP under Clauses 6.5.8 or 6.6.2 to 6.6.4;

e the extent the operating expenditure forecast is referable to arrangements with a person
other than the DNSP that, in our opinion, do not reflect arm’s length terms;

o whether the operating expenditure forecast includes an amount relating to a project that
should more appropriately be included as a contingent project under Clause 6.6A.1(b);

o the extent to which the DNSP has considered and made provision for efficient and prudent
non-network alternatives;

e any relevant final project assessment conclusions report published under 5.17.4(0o),(p) or
(s); and

e any other factor we consider relevant and which we have notified the DNSP in writing, prior
to the submission of its revised regulatory proposal under Clause 6.10.3, is an operating
expenditure factor.

Under Clause 6.27 of the Rules, the AER must prepare and publish an annual benchmarking
report the purpose of which is to describe the relative efficiency of each DNSP in providing direct
control services over a 12 month period (Clause 6.27(a)).

Clause 6.27(c) provides that, subject to paragraphs (d) and (e), the AER must publish an annual
benchmarking report at least every 12 months. Clause 6.27(d) and (e), in turn, provide that the
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first annual benchmarking report must be published by 30 September 2014 and the second
annual benchmarking report by 30 November 2015.

Clause 8.7.4 (excluding Clause 8.7.4(a)) applies in respect of the preparation of an annual
benchmarking report (Clause 6.27(b)). Clause 8.7.4 relevantly provides:

(b) In the course of preparing a network service provider performance report, the AER:

(1) must consult with the network service provider or network service providers
to which the report is to relate; and

(2) must consult with the authority responsible for the administration of
relevant jurisdictional electricity legislation about relevant safety and technical
obligations; and

(3) may consult with any other persons who have, in the AER's opinion, a proper
interest in the subject matter of the report; and

(4) may consult with the public.
(c) A network service provider to which the report is to relate:

(1) must be allowed an opportunity, at least 30 business days before publication
of the report, to submit information and to make submissions relevant to the
subject matter of the proposed report; and

(2) must be allowed an opportunity to comment on material of a factual nature
to be included in the report.

3.2.4 The scheme of the Rules in respect of opex allowances

Significantly, the scheme of the Rules is that ActewAGL Distribution's proposal is the starting
point for the AER to determine its opex allowance. This is evident from the provisions of the
Rules discussed above. It is also evidenced by the AEMC's 2012 Rule Determination, wherein the
AEMC relevantly stated:''®

The NSP's proposal is necessarily the procedural starting point for the AER to determine a capex
or opex allowance. The NSP has the most experience in how a network should be run, as well as
holding all of the data on past performance of its network, and is therefore in the best position to
make judgments about what expenditure will be required in the future. Indeed, the NSP's
proposal will in most cases be the most significant input into the AER's decision.

18 50 Attachment C5, AEMC, 2012, Rule Determination, National Electricity Amendment (Economic Regulation

of Network Service Providers) Rule 2012, November, page 111
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It is only where the AER is not satisfied that ActewAGL Distribution's forecast opex for the
regulatory control period reasonably reflects the opex criteria that the Rules permit the AER to
determine on its own estimate of ActewAGL Distribution's required opex. While the analysis
performed by the AER may be relevant to both the assessment of whether ActewAGL
Distribution's proposal is reasonable and the determination of an appropriate substitute in the
event that the AER decides that proposal is not reasonable, and the AER may permissibly
approach both exercises by determining its own forecast of expenditure based on the material
before it, it is not permissible for the AER to set aside ActewAGL Distribution's proposal and
replace it with its own. Thus, the AEMC stated in establishing the provisions of Chapter 6A of the
Rules on which the provisions of Chapter 6 are based:'"’

In exercising its judgement the AER must also have regard to the information provided in the
TNSP's proposal and the other evidentiary considerations specified in the Rule. That is, the AER is
not at large in being able to reject the TNSPs forecast and replace it with its own. It must also
provide reasons in terms of the decision criteria and the factors for both a rejection of the
forecasts and their replacement with forecasts that it considers do meet the requirements of the
Rule.

This remains the AEMC's view following the 2012 Rule amendments. It relevantly stated, in its

2012 Rule Determination:**®

The Commission remains of the view that the AER is not "at large" in being able to reject the
NSP's proposal and replace it with its own. The obligation to accept a reasonable proposal,
reflects the obligation that all public decision-makers have to base their decisions on sound
reasoning and all relevant information required to be taken into account. ... To the extent the
AER places probative value on the NSP's proposal, which is likely given the NSP's knowledge of its
own network, then the AER should justify its conclusions by reference to it, in the same way it
should regarding any other submission of probative value.

While express reference to 'the circumstances of the relevant [DNSP]' was removed from Clause
6.5.6(c)(2) by the 2012 amendments to the Rules, the AER must still have regard to ActewAGL
Distribution's circumstances in making its decision on ActewAGL Distribution's required opex.
This is a necessary consequence of the opex criteria, which require a consideration of the costs of
achieving the opex objectives. The AEMC explained the position in its 2012 Rule Determination

117 See Attachment C6, AEMC, 2006, Rule Determination, National Electricity Amendment (Economic Regulation

of Transmission Services) Rule 2006 No. 18, November, page 53

18 5ee Attachment C5, AEMC, 2012, Rule Determination, National Electricity Amendment (Economic Regulation

of Network Service Providers) Rule 2012, November, page 112
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119
as follows:

The Commission is of the view that the removal of the "individual circumstances" Clause does not
enable the AER to disregard the circumstances of a NSP in making a decision on capex and opex
allowances... Should the phrase remain it appears that the AER's interpretation of it may restrict
it from utilising appropriate benchmarking approaches to inform its decision making.

The Commission considers that the removal of the "individual circumstances" phrase will clarify
the ability of the AER to undertake benchmarking. It assists the AER to determine if a NSP's
proposal reflects the prudent and efficient costs of meeting the objectives. That necessarily
requires a consideration of the NSP's circumstances as detailed in its regulatory proposal.

Under the first expenditure criterion the AER is required to accept the forecast if it reasonably
reflects the efficient costs of achieving the opex objectives. These include references to the costs
to meet demand, comply with applicable obligations, and maintain quality, reliability and
security of supply of services and of the system. These necessarily require an assessment of the
individual circumstances of the business in meeting these objectives. So to the extent that
different businesses have higher standards, different topographies or climates, for example,
these provisions lead the AER to consider a NSP's individual circumstances in making a decision
on its efficient costs.

While the opex factors contemplate that the AER will have regard to economic benchmarking
analysis, in the form of the annual benchmarking report published under Clause 6.27 of the
Rules, in assessing ActewAGL Distribution's forecast of required opex, the Rules do not envisage
that the AER will give primacy to such analysis. Rather, the economic benchmarking analysis in
the most recent annual benchmarking report is just one of a number of opex factors and
benchmarking analysis is not a substitute for the role of ActewAGL Distribution's proposal. That
this is the statutory scheme established by the Rules is evidenced by the AEMC's 2012 Rule
Determination, wherein the AEMC relevantly stated:'*°

Benchmarking is but one tool the AER can utilise to assess NSPs' proposals. It is not a substitute
for the role of the NSP's proposal.

The AER correctly observes, in its draft decision,** that it has a discretion with respect to the

19 50 Attachment C5, AEMC, 2012, Rule Determination, National Electricity Amendment (Economic Regulation

of Network Service Providers) Rule 2012, November, page 107

120 506 Attachment C5, AEMC, 2012, Rule Determination, National Electricity Amendment (Economic Regulation

of Network Service Providers) Rule 2012, November, page 107

12 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,
pages 7-10
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relative weight to be accorded to the opex factors. As the AER notes, the AEMC relevantly
observed in its 2012 Rule Determination:**

As mandatory considerations, the AER has an obligation to take capex and opex factors into
account, but this does not mean that every factor that will be relevant to every aspect of every
regulatory determination the AER makes. The AER may decide that certain factors are not
relevant in certain cases once it has considered them.

The AER's discretion is not, however, unlimited. In determining the relative weight to accord to
the opex factors, the AER must exercise its discretion reasonably, in a manner that will
contribute to the achievement of the NEO and having regard to the RPPs. It cannot, for example,
ascribe weight to one of those factors and none to another of those factors in circumstances
where this is not reasonable on the balance of the evidence before it.

The AER is required to exercise judgment in deciding whether it is satisfied that the forecasts
reflect the opex criteria, having regard to the opex factors. The formulation of the statutory test
for acceptance of ActewAGL Distribution's required opex by reference to whether the forecast
'reasonably reflects' the opex criteria introduces a significant leeway of choice for the AER, albeit
one that is constrained by the mandatory agenda established by the opex criteria, while the
requirement that the AER be 'satisfied' affords it some leeway in deciding whether to accept a
forecast as reasonable.’” Further, as the opex criteria and the opex objectives by reference to
which those criteria are specified are evaluative and subjective in nature, the AER is required to
exercise judgment in deciding whether the criteria are satisfied.”* In exercising that discretion
and judgment, the AER must do so in a manner that will contribute to the achievement of the
NEO and having regard to the RPPs.

122 506 Attachment C5, AEMC, 2012, Rule Determination, National Electricity Amendment (Economic Regulation

of Network Service Providers) Rule 2012, November, pages 115

123 See, for example, Attachment C7, Williams SC, N. and Higgins, R., 2006, Memorandum of Advice In the matter

of the draft National Electricity Amendment (Economic Regulation of Transmission Services) Rule 2006, October
(which was provided to the AEMC during the making of Attachment 10, Rule Determination National Electricity
Amendment (Economic Regulation of Transmission Services) Rule 2006 No. 18, and opines on the provisions of
Chapter 6A of the Rules governing opex and capex forecasts on which Clauses 6.5.6 and 6.5.7 of the Rules were
based) at [36], [44] and [74.3]

124 As above at [64] and [74.2]
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3.3 Background

3.3.1 AER's stated approach to assessing expenditure forecasts

In 2013, following the significant changes to the NER in 2012, the AER undertook a Better
Regulation program. As part of that program, in November and December 2013, the AER
published a number of Guidelines (together with Explanatory Statements) relevant to its
assessment of a DNSP's expenditure proposal. Relevantly, in November 2013, as required by
Clause 6.2.8(a) of the NER, the AER published the following:

o the AER's Better Regulation Expenditure Forecast Assessment Guideline for Electricity
Distribution, November 2013 (Expenditure Forecast Assessment Guideline); and

o the AER's Better Regulation Expenditure Forecast Assessment Guideline - Explanatory
Statement, November 2013 (Expenditure Forecast Assessment Explanatory Statement).

The Expenditure Forecast Assessment Guideline specifies the approach that the AER proposes to
use to assess the forecasts of opex and capex that form part of a DNSP's regulatory proposal and
the information the AER requires for the purpose of that assessment.'*> The Guideline is not
mandatory and does not bind the AER or the DNSPs; however, if the AER makes a distribution
determination which is not in accordance with the Guideline, the AER must state its reasons for
departing from the Guideline in that determination.'*®

3.3.1.1 AER's approach to assessing opex forecasts

In its Expenditure Forecast Assessment Guideline, the AER states that it prefers to follow a "base-
step-trend" approach to assessing most opex.™>’ Under this approach, the AER uses a "revealed
cost" approach to assessing opex in the 'base year' (usually the penultimate regulatory year of
the regulatory control period preceding that to which the distribution determination relates). It
assesses whether opex in the base year is efficient and, if necessary, adjusts the DNSP's revealed
costs to remove inefficient costs. The AER then accounts for any changes in efficient costs in the
base year and each year of the forecast regulatory control period.

The AER states that, typically, it will adjust base year opex by applying an annual rate of change
for each year of the forecast regulatory control period (which accounts for changes in real prices,

125 National Electricity Rules, clause 6.4.5(a)

128 National Electricity Rules, clause 6.2.8(c)

127 See Attachment C8, AER, 2013, Expenditure Forecast Assessment Guideline, November, page 22
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output growth and productivity in that period).128 In addition, step changes may be added or

subtracted for any other costs not captured in base opex or the rate of change that are required

for forecast opex to meet the opex criteria in the Rules.'?

In describing its proposed general approach to assessing a DNSP's forecast expenditure, the AER
states in its Expenditure Forecast Assessment Guideline:

We will typically compare the DNSP's total forecast with an alternative estimate that we develop
from relevant information sources. To calculate this alternative estimate we will consider a range
of assessment techniques. Some of our techniques will assess the DNSP's forecast at the total
level; others will assess components of the DNSP's forecast. Our estimate is unlikely to exactly
match the DNSP's forecast. However, by comparing it to the DNSP's forecast, we can form a view
as to whether or not we consider the DNSP's forecast reasonably reflects the expenditure criteria.
Therefore, if a DNSP's total capex or opex forecast is greater than the estimates we develop using
our assessment techniques, and there is no satisfactory explanation for this difference, we will
form the view that the DNSP's estimate does not reasonably reflect the expenditure criteria. In
this case, we will substitute our own estimate that does reasonably reflect the expenditure
criteria. If our estimate demonstrates that the DNSP's forecast reasonably reflects the
expenditure criteria, we will accept the forecast. Whether we accept a DNSP's forecast or do not
accept it, we will provide the reasons for our decision. When we develop alternative estimates as
a means of assessing a DNSP's proposal, we will generally develop an efficient starting point or
underlying efficient level of expenditure. We then adjust this for changes in demand forecasts,
input costs and other efficient increases or decreases in expenditure, allowing us to construct a
total forecast that we are satisfied reasonably reflects the expenditure criteria. For recurrent
expenditure, we prefer to use revealed (past actual) costs as the starting point for assessing and
determining efficient forecasts. If a DNSP operated under an effective incentive framework,
actual past expenditure should be a good indicator of the efficient expenditure the NSP requires
in the future. The ex-ante incentive regime provides an incentive to improve efficiency (that is, by
spending less than the AER's allowance) because DNSPs can retain a portion of cost savings
made during the regulatory control period. However, the incentive to spend less than our
allowance must not be to the detriment of the quality of the services the DNSP supplies.

128 500 Attachment C8, AER, 2013, Expenditure Forecast Assessment Guideline, November, page 23 and

Attachment C9, AER 2013, AER Explanatory Statement: Expenditure Forecast Assessment Guideline, November,
page 61

129 500 Attachment C8, AER, 2013, Expenditure Forecast Assessment Guideline, November, page 23 and

Attachment C9, AER, 2013, AER Explanatory Statement: Expenditure Forecast Assessment Guideline, page 61
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Consequently we apply various incentive schemes (such as the efficiency benefit sharing scheme
(EBSS), the service target performance incentive scheme (STPIS) and the capital expenditure
sharing scheme (CESS)) to provide DNSPs with a continuous incentive to improve their efficiency
in supplying electricity services to the standard demanded by consumers.

While we examine revealed costs in the first instance, we must test whether DNSPs have
responded to the incentive framework in place. That is, we must determine whether or not the
DNSP's revealed costs are efficient. For example, whether the DNSP's past performance was
efficient relative to its peers and whether the DNSP has improved its efficiency over time. For this
reason, we will assess the efficiency of base year expenditures using our techniques, beginning
with economic benchmarking and category analysis, to determine if it is appropriate for us to
rely on a DNSP's revealed costs.

Our approach for both opex and capex will place greater reliance on benchmarking techniques
than we have in the past. We will, for example, use benchmarking to assist us in determining the
appropriateness of revealed costs. We will also benchmark DNSPs across standardised

. . . . . 130
expenditure categories to compare relative efficiency.

In describing its approach to assessing opex in its Expenditure Forecast Assessment Guideline,
the AER states:

We prefer a 'base-step-trend' approach to assessing most opex criteria. However, when
appropriate, we may assess some opex categories using other forecasting techniques, such as an
efficient benchmark amount. We will assess opex categories forecast using other forecasting
techniques on a case-by-case using the assessment techniques outlined in Section 2.4. We will
also assess whether using alternative forecasting techniques in combination with a 'base-step-

trend' approach produces a total opex forecast consistent with the opex criteria. 81

The AER discusses its approach to assessing opex in Section 5 of its Expenditure Forecast
Assessment Explanatory Statement. The AER states:

Consistent with past practice, we prefer using a revealed cost approach to assess most opex cost
categories (which assumes opex is largely recurrent). Specifically we intend to use the 'base-step-
trend' approach. If a NSP has operated under an effective incentive framework, and sought to

130 gee Attachment C8, AER, 2013, Expenditure Forecast Assessment Guideline, November, pages 7-8 and

Attachment C9, AER, 2013, AER Explanatory Statement: Expenditure Forecast Assessment Guideline, November,
page 42

131 See Attachment C8, AER, 2013, Expenditure Forecast Assessment Guideline, November, page 22
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maximise its profits, the actual opex incurred in a base year should be a good indicator of the
efficient opex required. However, we must test this, and if we determine that a NSP's revealed
costs are not efficient, we will adjust them to remove inefficient costs. Details of our base year
assessment approach are below. Once we have assessed the efficient opex in the base year we
then account for any changes in efficient costs in the base year and each year of the forecast
regulatory control period. There are several reasons why efficient opex in a regulatory control
period could differ from the base year. Typically, we will adjust base year opex for:

e output growth
e real price growth
e productivity growth.

An annual 'rate of change' will incorporate these factors. Any other costs base opex and the rate
of change do not compensate can be added as a step change. When assessing step changes
particular consideration must be given to whether the costs are already compensated for
elsewhere in the opex forecast. 132

The AER states in its Expenditure Forecast Assessment Explanatory Statement that it may adjust
base opex to remove inefficient costs for two reasons, being:

e a DNSP's recurrent expenditure is inefficient compared to its peers; and/or

e a DNSP's base year expenditure is not reflective of efficient recurrent expenditure due to
a one-off factor in the base year.m

In deciding whether a DNSP's expenditure is inefficient, the AER states it will consider:

e the results of its expenditure review techniques, including economic benchmarking,
category analysis and detailed engineering review; and

134
e the DNSP's regulatory proposal and stakeholder submissions.

The AER states in its Expenditure Forecast Assessment Guideline that it will assess opex for the

132 500 Attachment C9, AER, 2013, AER Explanatory Statement: Expenditure Forecast Assessment Guideline,

November, page 61

133 See Attachment C9, AER, 2013, AER Explanatory Statement: Expenditure Forecast Assessment Guideline,

November, page 93

13% 5ee Attachment C9, AER, 2013, AER Explanatory Statement: Expenditure Forecast Assessment Guideline,

November, page 93
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forecast regulatory control period by applying an annual rate of change for each year of the
forecast regulatory control period where the annual rate of change for year t is:

Rate of changey = output growthy + real price growth; - productivity growth;

In respect of determining the efficient opex in the base year using various assessment
techniques and the relationship with the productivity growth element of the rate of change, the
AER states in the Expenditure Forecast Assessment Explanatory Statement:

We need to be able to decompose our productivity change measure into the sources of
productivity change to separately apply the base year adjustment and productivity forecast. We
propose to do this by:

having regard to the partial factor productivity (PFP) differential in the base year together with
information from category analysis benchmarking to gauge the scope of inefficiency to be
removed by the base year adjustment

using the PFP change of the most efficient business (or highly efficient businesses as a group) to
gauge the scope of further productivity that may be achieved by individual businesses—this
assumes that relevant drivers (such as technical change and scale change) and their impact
remain the same over the two periods considered (historical versus forecast).

For some NSPs, future productivity gains may be substantially different from what they achieved
in the past. For example, inefficient NSPs may significantly improve productivity

and become highly efficient at the end of the sample period. This would reduce the potential for
them to make further productivity gains in the following period. Similar issues apply to the
productivity change achieved by the industry as a whole. If the group includes both efficient and
inefficient NSPs, the industry-average productivity change may be higher than what an individual
NSP can achieve. To the extent inefficient NSPs are catching up to the frontier, the industry
average productivity change will include both the average moving closer to the frontier and the
movement of the frontier itself. By decomposing productivity change into catching up to the

frontier and frontier shift we can account for these. *°

3.3.1.2 AER's benchmarking assessment techniques

The assessment techniques the AER states that it will use for assessing opex and capex include

135 5ee Attachment C8, AER, 2013, Expenditure Forecast Assessment Guideline, November, page 23

138 See Attachment C8, AER, 2013, Expenditure Forecast Assessment Guideline, November, section 2.4.1
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economic benchmarking, category benchmarking and aggregated category benchmarking.
respect of economic benchmarking, the Expenditure Forecast Assessment Guideline states:

Economic benchmarking applies economic theory to measure the efficiency of a DNSP's use of
inputs to produce outputs, having regard to operating environment factors. It will enable us to
compare the performance of a DNSP with its own past performance and the performance of
other DNSPs. We will apply a range of economic benchmarking techniques, including (but not
necessarily limited to):

e multilateral total factor productivity
e data envelopment analysis

e econometric modelling.

In respect of category level benchmarking, the Expenditure Forecast Assessment Guideline
states:

We will benchmark across DNSPs by expenditure categories on a number of levels including:
e total capex and total opex

e  high level categories (drivers) of expenditure (for example customer driven capex or
maintenance opex)

e subcategories of expenditure.
We may benchmark further at the following low levels:

e  unit costs associated with given works (for example, the direct labour and material cost
required to replace a pole)

e unit volumes associated with given works (for example, kilometres of conductor

replaced per year). 139

In respect of aggregated category benchmarking, the Expenditure Forecast Assessment Guideline
states:

137 5ee Attachment C8, AER, 2013, Expenditure Forecast Assessment Guideline, November, section 2.4.1

138 5ee Attachment C8, AER, 2013, Expenditure Forecast Assessment Guideline, November, page 13

139 See Attachment C8, AER, 2013, Expenditure Forecast Assessment Guideline, November, page 13
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In addition to detailed category benchmarks we are likely to use aggregated category
benchmarks, which capture information such as how much a DNSP spends per kilometre of line
length or the amount of energy it delivers. We intend to improve these benchmarks by capturing
the effects of scale and density on DNSP expenditures.”"

In its Expenditure Forecast Assessment Explanatory Statement, the AER states in respect of
economic benchmarking and category analysis techniques:'*

We consider the new assessment techniques will assist the AER's assessment of whether NSPs
proposed expenditure is at efficient levels in the following ways:

e Economic benchmarking techniques assist in assessing the efficiency of NSPs relative to
their performance across time and against other NSPs. These techniques develop an
efficient production frontier. From this, we can measure a NSP's relative productive
performance in terms of its distance from that frontier. The techniques can control for
the effects of scale, input mix, and operating environment factors for in measuring
technical efficiency (that is, distance from the frontier).

e Category or driver-based analysis will assist in determining an efficient level of
expenditure in a particular category of expenditure. The techniques included in this
analysis include benchmarking, modelling and engineering reviews. We can use this
analysis to contrast and compare factors influencing expenditure across NSPs.

In addition, in respect of economic benchmarking, the Expenditure Forecast Assessment Explanatory
Statement states:

Economic benchmarking applies economic theory to measure the efficiency of a NSP's use of
inputs to produce outputs, having regard to environmental factors. It will enable us to compare
the performance of a NSP with its own past performance or the performance of other NSPs.

We propose to take a holistic approach to using economic benchmarking techniques, but intend
to apply them consistently. We will determine which techniques to apply at the time of
determinations, rather than specify economic benchmarking techniques in our Guideline. This will
allow us to refine our techniques over time.

In determinations, we will use economic benchmarking models based on their intended use, and
the availability and quality of data. Some models could be used to cross-check the results of other

149 50 Attachment C8, AER, 2013, Expenditure Forecast Assessment Guideline, November, page 13

141 e Attachment C9, AER, 2013, AER Explanatory Statement: Expenditure Forecast Assessment Guideline,

November, page 13
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techniques. At this stage, it is likely we will apply multilateral total factor productivity (MTFP),
data envelopment analysis (DEA) and an econometric technique to forecast opex. We anticipate
including economic benchmarking in annual benchmarking reports.

We are likely to use economic benchmarking to (among other things):

1. measure the rate of change in, and overall efficiency of, NSPs. This will provide an
indication of the efficiency of historical expenditures and the appropriateness of their
use in forecasts.

2. develop a top down total cost forecast of total expenditure.
3. develop a top down forecast of opex taking into account:

4. the efficiency of historical opex

the expected rate of change for opex.142

The AER expands on its approach to economic benchmarking in Attachment A to the Expenditure
Forecast Assessment Guideline and outlines its economic benchmarking data requirements in
Attachment B to the Expenditure Forecast Assessment Guideline.

3.3.2 AER's annual benchmarking report

In purported compliance with its obligation under Clause 6.27 of the Rules to publish an annual
benchmarking report, the AER published its first annual benchmarking report for distribution,
Electricity distribution network service providers Annual benchmarking report, on 27 November
2014 (Annual Benchmarking Report).

To this end, consistent with its stated approach in its Expenditure Forecast Assessment Guideline
and Expenditure Forecast Assessment Explanatory Statement, for the purposes of assessing a
DNSP's expenditure forecasts (including opex forecasts) for their forthcoming regulatory control
periods, the AER sought benchmarking analysis information from DNSPs. Specifically, the AER
issued final regulatory information notices for economic benchmarking requirements on 28
November 2013. ActewAGL Distribution provided information to the AER in response to its
benchmarking regulatory information notice.

The AER then released a Draft Electricity distribution network service providers Annual
benchmarking report (Draft Annual Benchmarking Report) to ActewAGL Distribution and other
DNSPs on a confidential basis for comment in August 2014.

142 50 Attachment C9, AER, 2013, AER Explanatory Statement: Expenditure Forecast Assessment Guideline,

November, pages 78-79 and AER, 2014, ActewAGL Network Information - RIN responses, accessed on 17 January
2015, < http://www.aer.gov.au/node/24311>
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The AER's subsequent publication of its Annual Benchmarking Report post-dated the stipulated
statutory date of 30 September by close to two months and, thus, coincided with publication of
the draft decision. At the same time, the AER published its draft decision and the accompanying
Economic Insights report, titled Economic Benchmarking Assessment of Operating Expenditure
for NSW and ACT Electricity DNSPs and dated 17 November 2014 (Economic Insights Report),
which contains substantial additional economic benchmarking analysis not reflected in the Draft
Annual Benchmarking Report on which the AER consulted and on which the AER relies in the
draft decision.

While the AER provided ActewAGL Distribution with a copy of the Annual Benchmarking Report
and the Economic Insights Report prior to their publication, under cover of a letter from Ms
Paula Conboy, Chair of the AER, dated 18 November 2014, their provision to ActewAGL
Distribution nonetheless post-dated the stipulated statutory date for publication of the Annual
Benchmarking Report by in excess of 6 weeks and pre-dated publication of the draft decision by
only 9 days.

Further, it is unclear whether and the extent to which the AER discharged its obligation under
Clause 8.7.4(b)(2) of the Rules to consult with 'the authority responsible for the administration of
relevant jurisdictional electricity legislation' in respect of the ACT (ACT's Technical and Safety
Regulator) about relevant safety and technical obligations in preparing the Annual Benchmarking
Report.

3.4 Base year opex

3.4.1 Overview

The AER concluded that the main difference between its opex forecast and ActewAGL
Distribution's forecast was the portion of opex in the base year that was efficient.'® The AER's
detailed analysis of ActewAGL Distribution's base year opex is contained in Appendix A to
Attachment 7 to the draft decision.

In this Section 3.4, ActewAGL Distribution briefly outlines its base year opex proposal (in Section
3.4.2) and the AER's draft decision on base year opex (in Section 3.4.3) and then details
ActewAGL Distribution's response to that draft decision (in Section 3.4.4) and sets out its revised
proposal (in Section 3.4.5).

143 AE R, 2014, Draft decision ActewAGL distribution determination 2015-16 to 2018-19 Overview, November,

page 51
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In ActewAGL Distribution's response to the AER's draft decision on base year opex (in Section
3.4.4), it contends as follows:

e In preparing the benchmarking analysis relied on by the AER in making that draft
decision, the AER has not complied with the procedural requirements of the Rules and
has denied ActewAGL Distribution procedural fairness. This is discussed further in
Section 3.4.4.1;

e The AER's draft decision on base year opex is not in accordance with law, involves a
material error, or material errors, of fact and/or an incorrect exercise of discretion,
and/or is unreasonable for the reasons discussed in Sections 3.4.4.2 to 3.4.4.11 below;
and

e The AER's draft decision on base year opex does not contribute to the achievement of
the NEO and, thus, does not result in a draft decision on opex or an overall draft decision
that contributes to the achievement of the NEO to the greatest degree as required by
Section 16(2)(d) of the NEL. This is discussed further in Section 3.4.4.12.

3.4.2 ActewAGL Distribution's proposal

ActewAGL Distribution used a combination of zero-based and base year approaches in
forecasting its total opex for the 2014-19 period included in its building block proposal. The
2012/13 base year amount (incorporating adjustments and excluding network maintenance) was
$43.5 million. Prior to excluding network maintenance the amount was $67.8 million.** The AER
in its draft decision calculated its own proposed base year opex of $66.8 million.***

3.4.3 AER draft decision

In assessing base year opex, the AER has regard to two opex factors in addition to the opex
factors specified in Clause 6.5.6(e)(4) to (10) of the Rules. Those factors are:

e the AER's benchmarking data sets including, but not limited to:

(a) data contained in any economic benchmarking RIN, category analysis
RIN, reset RIN or annual reporting RIN;

1% ActewAGL, 2014, Regulatory Proposal, 2015-19 Subsequent regulatory control period, Distribution services

provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June (resubmitted

10 July), page 224

%5 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-19, Table 7.4
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(b) any relevant data from international sources; and

(c) data sets that support econometric modelling and other assessment
techniques consistent with the approach in the AER's Expenditure
Forecast Assessment Guideline,

as updated from time to time; and

e economic benchmarking techniques for assessing benchmark efficient expenditure
including stochastic frontier analysis and regressions utilising functional forms such as
Cobb Douglas and Translog. 146

The AER concludes that its calculation of ActewAGL Distribution's base opex in the 2012/13 base
year of $66.8 million ($2013/14) is materially inefficient.*” Accordingly, it adopts a substitute
base year opex for 2012/13 of $42.2 million, 36.8 per cent lower than the AER’s calculation of
base year opex, for the purpose of forecasting opex for the 2014/19 period.148 In doing so the
AER abandoned the use of the Efficiency Benefit Sharing Scheme (EBSS) and revealed cost
approach in informing efficient base year opex.

The AER engaged Economic Insights to assist with the application of economic benchmarking and
advise on:

e whether the AER should make adjustments to base opex for the NSW and ACT DNSPs
based on the results from economic benchmarking models; and

e the productivity change to be applied to forecast opex for the NSW and ACT DNSPs. **°

In its report, Economic Insights use a range of economic benchmarking methods to assess the

196 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, pages 7-11 and 7-24

47 ActewAGL Distribution notes the AER’s use of an 18 month lagged CPl in calculating this figure. The AER has

not explained its logic for this approach for the purposes of cost escalation and ActewAGL Distribution contends
that the most recent available estimates of CPI should be used to provide the most accurate real opex estimate.
198 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,
November, page 7-19

199 Economic Insights, 2014, Economic Benchmarking Assessment of Operating Expenditure for NSW and ACT
Electricity DNSPs, November, page iv. While the draft decision refers to an Economic Insights Report of October
2014 (see for example, footnote 35 of Appendix 7), the 17 November 2014 report is the report provided on the

AER's website in connection with the draft decision.
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relative opex cost efficiency of Australian DNSPs, including a Cobb Douglas stochastic frontier
analysis opex cost function model (CD SFA), Cobb Douglas and Translog least squares
econometrics (LSE) opex cost function models and multilateral total factor productivity (MTFP)
and multilateral partial factor productivity (MPFP) indexes.™

On the basis of the raw benchmarked efficiency scores developed by Economic Insights using
these five assessment techniques (set out in Table A.2), the AER found that ActewAGL
Distribution is on average about 40 per cent as efficient as the most efficient service providers in
the NEM (CitiPower and Powercor) on the five different measures.”! The AER cited with
approval Economic Insights' conclusion that the similar results from the application of the
differing methods to differing datasets engenders confidence in the results*>* and concludes that

. . . 153
the economic benchmarking results reinforce each other.

On the advice of Economic Insights, the AER used results from its preferred CD SFA
benchmarking model as a starting point for determining an alternative estimate of ActewAGL
Distribution's base year opex.154 The CD SFA model relies upon four variables to determine a raw
efficiency score:

e  Customer numbers;
e Circuit length;

e Ratched maximum demand; and

3% Economic Insights, 2014, Economic Benchmarking Assessment of Operating Expenditure for NSW and ACT

Electricity DNSPs Report, November, page iv and AER, 2014, Draft decision ActewAGL Distribution determination
2015-16 to 2018-19 Overview, November, pages 7-52 to 7-61.

B AE R, 2014, Draft decision ActewAGL distribution determination 2015-16 to 2018-19 Overview, November,

page 52 and AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating
expenditure, November, pages 7-26 and 7-27

132 AF R, 2014, AER Draft decision ActewAGL distribution determination: Overview, November, page 52 and AER,

2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,
November, page 7-28, referring to Economic Insights, 2014, Economic Benchmarking Assessment of Operating

Expenditure for NSW and ACT Electricity DNSPs, November, pages 46 to 47.

153 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-33

3% AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, pages 7-19 and 7-27
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e Proportion of underground cabling.

While application of ActewAGL Distribution's raw efficiency score compared to the frontier using
this model would dictate a reduction to ActewAGL Distribution's base opex of 61 per cent, the
AER determined on making three adjustments to the "raw" benchmarking results (which imply a
base opex of $26.0m), on the recommendation of Economic Insights, as follows:

e Rather than using the NEM frontier service provider, CitiPower, as the benchmark for
efficiency comparisons, the first adjustment is to set a lower benchmark based on the
weighted average of the efficiency scores of the most efficient service providers in the
NEM, specifically those service providers with efficiency scores of 0.75 or above (i.e.
CitiPower, Powercor, United Energy, SA Power Networks and AusNet). This reduces the
benchmark efficiency target by 9 percentage points to 0.86 from 0.95 and increases
substitute base opex by +52.7 million.”* In recommending the making of this
adjustment, Economic Insights states that it 'allows for limitations of the models with
respect to the specification of outputs and inputs, data imperfections and other
uncertainties™® in recognition that 'all models are by definition a simplification of reality

and may not capture all relevant effects'.”’

e The second adjustment is to modify the benchmark efficiency target to account for
operating environment factors specific to the ACT.™® The AER concedes that Economic
Insights' benchmarking models do not account for all differences in the operating

% The AER is satisfied that an adjustment should be made for

five significant operating environment factors affecting ActewAGL Distribution's relative

performance, specifically capitalisation policy, standard control services connections,
backyard reticulation, taxes and levies, and occupational health and safety regulations,
and concludes that the combined impact of these adjustments on ActewAGL

environments of DNSPs.

35 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, pages 7-27 to 7-28

138 Economic Insights, 2014, Economic Benchmarking Assessment of Operating Expenditure for NSW and ACT

Electricity DNSPs, November, pages v and 47

7 Economic Insights, 2014, Economic Benchmarking Assessment of Operating Expenditure for NSW and ACT

Electricity DNSPs, November, page 47

158 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-27

39 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, pages 7-32 to 7-33
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Distribution is a 27.7 per cent margin on input use relative to the comparison service

180 The AER also concedes that there are several other factors that could, at

providers.
least collectively, impact materially on ActewAGL Distribution's relative performance,
such as topography and planning regulations.'®* The AER accepts that the impact of
other factors of this kind is difficult to quantify and determines on allowing for this
through the addition of a 30 per cent (rather than 27.7 per cent) operating environment
adjustment,162 which effectively reduces the benchmark efficiency target by 20

percentage points to 0.66 and increases substitute base opex by +58.6 million.'®

¢ The third adjustment is made because the Cobb Douglas Stochastic Frontier Analysis
model efficiency score represents ActewAGL Distribution's average efficiency for the
2006 to 2013 benchmarking period and involves the application of a trend to move the
substitute base opex from a forecast of the average amount for the 2006 to 2013 period
to a forecast for 2012/13, which increases substitute base opex by +$4.9 million.***

This results in the AER's substitute base year opex of $42.2 million that is illustrated as a waterfall
chart in Figure 3.2.

160 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-33

181 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-33

182 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-33

163 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, pages 7-27 to 7-28

184 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, pages 7-27 and 7-28
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Figure 3.2 AER’s process in making adjustments to the substitute base opex for ActewAGL

Distribution
45 1 42.2m
40 -
35 -
= 30 - +2.7m
S - T Movement
o from
< Change the
= 20 SFA frontier . average
£ to be a Operating results to
Y15 weighted factor 2013
g differences results
10 average of adjustment
top quartile
5 efficiency
0 score range
CD SFA Initial AER's Substitute
Value Base Opex

The AER states that it considered that other simpler benchmarking techniques, such as partial
performance indicators, corroborate those results.'®

The AER also states it used category analysis and detailed reviews of expenditure categories to
investigate potential sources of inefficiency or high costs that might explain the gap in
performance between ActewAGL Distribution and its peers.

On the basis of its category analysis, the AER’s finds that:

Broadly, however, our analysis suggests that on the majority of the category analysis
measures ActewAGL appears to have high costs relative to most other service providers.
... ActewAGL's expenditure is recorded as 'high' when its costs appear above its peers and
‘comparable’ where the gap is less distinct. 'Very high' indicates a substantial gap

165 AER, 2014, Draft decision ActewAGL distribution determination 2015-16 to 2018-19 Overview, November,

page 52 and AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating
expenditure, November, pages 7-29 to 7-30 and 7-61 to 7-64

113 Revised Regulatory Proposal 2015-19 ActewAGL Distribution




Lictew7IGL 20

for gou

between other service providers. We consider these results are consistent with and
support the findings of our economic benchmarking techniques. 166

The AER develops the following table to summarise these outcomes: 167

ActewAGL

Labour Very High
Total overheads High
Total corporate overheads Comparable
Total network overheads Comparable
Maintenance Very High
Emergency response Comparable
Vegetation management Very High

It concludes that the existence of systemic issues within ActewAGL Distribution is the likely
reason why it has high expenditure on category analysis for most significant expenditure
categories.168

The AER further concludes that its detailed review of ActewAGL Distribution's labour and
vegetation management categories of expenditure tended to support this view as well.'*

186 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-31

187 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-31, Table A.4

168 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-31

189 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-31
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As a consequence of its detailed review of ActewAGL Distribution’s labour and workforce
practices, including a comparison of its practices with those of other service providers where
relevant, the AER concludes that ActewAGL Distribution's practices are inefficient in the
following respects:170

e ActewAGL Distribution has significantly lower proportions of outsourcing than its more
efficient peers;

e workplace structure, culture and performance issues have been identified in respect of
ActewAGL Distribution by its own consultant;

e large increases in the number and cost of permanent employees occurred during and in
the lead up to the 2009-14 regulatory control period;

e restructuring has led to an outlay of costs with little evidence of corresponding
quantifiable benefit; and

e ActewAGL Distribution's enterprise bargaining agreement contains, in some instances,
more restrictive provisions on labour engagement and management than those of its
peers.

The AER further concludes that the increase in ActewAGL Distribution's vegetation management
expenditure, from $2.6 million ($2013/14) in 2008/09 to $5.4 million (52013/14) in 2012/13
reflects the following inefficiencies:'’*

e the engagement of contractors primarily on an hourly rate basis rather than a work
volume basis, with no foreshadowed change to this practice; and

e alack of prudent operational risk management, resulting in a largely reactive approach
to maintaining vegetation.

The AER concluded that it was satisfied that the result of its detailed review supports the overall
benchmarking results.'”?

170 Ag R, 2014, Draft decision ActewAGL distribution determination 2015-16 to 2018-19 Overview, November,

page 52 and AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating
expenditure , November, pages 7-32 and 7-77 to 7-89

71 AE R, 2014, Draft decision ActewAGL distribution determination 2015-16 to 2018-19 Overview, November,

page 52 and AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating
expenditure , November, pages 7-33 and 7-77 to 7-89

72 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-68
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3.4.4 ActewAGL Distribution's response

The AER has relied heavily upon the use of its econometric benchmarking model in reaching its
conclusion that ActewAGL Distribution’s proposed opex does not reasonably reflect the opex
criteria. The AER has then used the outcomes of the econometric model to mechanistically
calculate a substitute estimate of efficient opex in the base year.

ActewAGL Distribution contends as follows in response to the AER's draft decision on base year
opex:

e In preparing the benchmarking analysis relied on in the making of that draft decision,
the AER has not complied with the procedural requirements of the Rules and has denied
ActewAGL Distribution procedural fairness. This is discussed further in Section 3.4.4.1
below;

e The AER's draft decision on base year opex is not in accordance with law, the AER has
made an error of fact or errors of fact in its findings of fact material to the making of
that decision, in making that decision the AER has incorrectly exercised its discretion in
all the circumstances and/or the AER's decision was unreasonable in all the
circumstances; and

e The AER's draft decision on base year opex does not contribute to the achievement of
the NEO and, thus, does not result in a draft decision on opex or an overall draft decision
that contributes to the achievement of the NEO to the greatest degree. This is discussed
further in Section 3.4.4.12 below.

ActewAGL Distribution contends that the AER's draft decision on base year opex is not in
accordance with law, involves a material error, or material errors, of fact and/or an incorrect
exercise of discretion, and/or is unreasonable for the following reasons:

¢ In making that decision, the AER has acted contrary to the statutory scheme established
by the Rules in that, whereas the statutory scheme contemplates that the AER will use
ActewAGL Distribution's proposal as the starting point, assess it and, if necessary, make
adjustments to that proposal, and will use benchmarking as 'but one tool the AER can
utilise to assess NSPs' proposals',173 the AER has, with only limited exceptions, put aside
ActewAGL Distribution's proposed base year opex and instead given primacy to
benchmarking analysis in making its decision on base year opex, relying on that analysis

almost exclusively to assess ActewAGL Distribution's base opex and deterministically

173 5ee Attachment C5, AEMC, 2012, Rule Determination, National Electricity Amendment (Economic Regulation

of Network Service Providers) Rule 2012, November, page 107
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applying it to derive a substitute base opex estimate. This is discussed further in Section
3.4.4.2 below.

e The AER’s mechanistic use of benchmarking is otherwise incorrect or unreasonable. The
benchmarking model used by the AER suffers from flaws and does not provide robust
results. As a consequence, it is not suitable for use in calculating ‘efficient expenditure’
in the way that the AER attempts to do in its draft decision. Given its current state of
development, the appropriate role of the AER’s benchmarking model is as a tool for
identifying significant areas of expenditure anomaly between businesses which can then
be subject to detailed investigation. The AER has instead used benchmarking
mechanistically and in a manner inconsistent with international precedent. This is
discussed further in Section 3.4.4.3.

e The use of benchmarking and retrospective abandonment of the EBSS undermines the
incentives of the regulatory regime and creates a framework within which perverse
incentives exist. The abandonment of the use of the revealed costs approach represents
a significant divergence from the regulatory regime in operation during the 2009-14
period and increases the regulatory risk to ActewAGL Distribution and the industry more
broadly. This is discussed further in Section 3.4.4.4.

e The AER's economic benchmarking analysis does not produce a reliable estimate of
ActewAGL Distribution's efficient base opex due to numerous technical flaws in the
econometric model adopted by the AER. In particular:

o the Australian data set is immature and inconsistent and cannot be relied upon;

o theinternational data is not comparable with the Australian data and limits the
analysis that can be undertaken

o the model selection has not been justified;

o important environmental variables have been omitted from the econometric
model and the AER’s after modelling adjustments are arbitrary and
unsubstantiated;

o the AER’s frontier adjustment from the midpoint of 2009 to 2013 has been
calculated incorrectly; and

o the efficiency frontier has been applied incorrectly.
These matters are discussed further in Section 3.4.4.5.

e The alternative models developed by Professor Newbery are superior to those
developed by Economic Insights as they undertake greater normalisation of the data and
more accurately take into account ActewAGL Distribution’s operating environment. The
results from these alternative models indicate that there is a much tighter range of
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efficiency scores. The impact on ActewAGL Distribution’s base year opex allowance
range from lower opex reductions, and for some models, higher implied base year opex.
These outcomes:

o highlight the inconsistency in results generated by different benchmarking
models and identify the risk of placing reliance on a single model as done by the
AER; and

o affirm that the only correct and reasonable use of benchmarking is as an
informative tool to identify areas for further investigation, and that it is
incorrect and unreasonable to accord the weight to benchmarking that the AER
accords it in its draft decision.

This is discussed further in Section 3.4.4.6.

e The AER's supporting PPl analysis fails to corroborate the benchmarking outcomes.
Rather, the PPI analysis is a repetition of many of the technical flaws of the econometric
modelling and fails to recognise limitations identified previously by the AER with respect
to data quality, the one-dimensional nature of PPI analysis and the assumed linear
relationship between inputs and outputs. These failings are discussed further in Section
3.4.4.7.

e The AER's supporting category analysis, as with the PPl analysis, is flawed. The simplistic
analysis of opex categories in isolation, without further detailed investigation, is
incapable of corroborating the benchmarking analysis. This is discussed further in
Section 3.4.4.8.

e The AER considers it has undertaken a detailed review of ActewAGL Distribution’s labour
costs. However, a more thorough investigation demonstrates that the AER’s analysis
does not support its claims of inefficient labour levels, costs, outsourcing practices,
redundancy provisions and organisational arrangements. This is discussed further in
Section 3.4.4.9.

e The AER's detailed review of vegetation management assesses base year opex of its own
construction rather than the total opex proposed by ActewAGL Distribution.
Nevertheless, the AER’s conclusions are based on incorrect and unsupported claims
regarding contracting arrangements. The AER also concludes performance has
deteriorated when actual performance has improved. The AER’s flawed analysis is
discussed further in Section 3.4.4.10.

e The AER's direct comparison to Jemena suffers from the same analytical flaws as the
AER’s benchmarking, PPl and category analysis. The direct comparison with Jemena
provides no new forms of analysis or insight and therefore produces the same unreliable
results. The AER’s direct comparison analysis is discussed in Section 3.4.4.11.
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The AER has not applied a variety of analytical approaches which independently substantiate its
claim of ActewAGL Distribution’s inefficiency. Rather, each of the analytical techniques are
variations on a common theme and are based on the same non-comparable data. As such, the
AER’s conclusions do not reinforce one another but are merely a repetition of the same errors.

The flawed and unreasonable approach adopted by the AER in its draft decision has led to
proposed cuts in ActewAGL Distribution’s opex of an unprecedented magnitude. The AER
comments in its draft decision that the percentage reduction ‘may seem large’."”* Clearly, the
reductions do not only ‘seem large’, but are large. Such a substantial reduction in opex below
current levels raises substantial concerns about whether they are realistic and achievable, and
whether ActewAGL Distribution will be able to recover its efficient cost of providing safe and

reliable distribution services.

3.4.4.1 The AER’s benchmarking analysis procedures are not in accordance with law

The AER has not complied with the procedural requirements of the Rules and has denied
ActewAGL Distribution an opportunity to provide comment on the AER’s benchmarking
techniques in advance of publication of the draft decision.

The scheme of the Rules is that the economic benchmarking techniques the AER will employ, and
the primary economic benchmarking analysis to which it will have regard, in making a
distribution determination will be disclosed in the most recently published annual benchmarking
report. This is reflected in the requirement under Clause 6.5.6(e)(4) of the Rules for the AER to
have regard to, amongst other opex factors, the most recent annual benchmarking report that
has been published under Clause 6.27 and the benchmark opex that would be incurred by an
efficient DNSP over the relevant regulatory control period.

The Rules further contemplate, against the background of the short period provided by the Rules
for submission of a revised regulatory proposal, that:

e consultation on the AER's economic benchmarking techniques to be employed, and
analysis to which it will have regard, in making a distribution determination will, thus,
occur in the course of the consultation on the relevant annual benchmarking report
required by Clause 8.7.4(b)(1) and (c) of the Rules; and

e the first such annual benchmarking report for distribution would be published by 30
September 2014 and, thus, a reasonable period in advance of the first of the AER's draft

7% AE R, 2014, Draft decision ActewAGL distribution determination 2015-16 to 2018-19 Overview, November,

page 52 and AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating

expenditure, November, page 7-26
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distribution determinations to be made in accordance with the Rules as amended by the
AEMC in 2012.

However, the AER's Annual Benchmarking Report neither disclosed the economic benchmarking
techniques or analysis on which the AER relies in its draft decision nor was that Report published
in accordance with the timeline stipulated by Clause 6.27(d) of the Rules, with the consequence
that ActewAGL Distribution has been denied the opportunity to be heard on the development of
those techniques and that analysis in advance of publication of the draft decision that the Rules
intend is to be afforded in consultation on the Annual Benchmarking Report.

The benchmarking techniques and analysis on which the AER relies in its draft decision but which
were not included in the Draft Annual Benchmarking Report provided to ActewAGL Distribution
for comment on 5 August 2014 (or the category analysis metrics and supporting data and
analysis provided for comment on 15 August 2014) and, thus, on the development of which
ActewAGL Distribution was not consulted in advance of the draft decision include:

e in addition to the multilateral total factor productivity ('MTFP'), partial factor
productivity and category analysis included in the Draft Annual Benchmarking Report
(and the category analysis metrics), analysis involving the application of two further
benchmarking techniques, specifically stochastic frontier analysis (which is the AER’s
preferred technique) and least squared estimation regression analysis, in three further
models; and

e adjustments to its benchmarking analysis to address deficiencies in that analysis in
accounting for ActewAGL Distribution's operating environment.

The process adopted by the AER in developing and applying its benchmarking analysis relied
upon in its opex draft decision therefore denied ActewAGL Distribution the opportunity to be
heard on those matters in advance of the AER's draft decision that was contemplated by the
Rules.

While the AER sought to ameliorate this injustice by providing ActewAGL Distribution with a copy
of its Annual Benchmarking Report, and the Economic Insights Report detailing the primary
benchmarking techniques and analysis on which the AER relies in the draft decision, in advance
of the publication of that decision under cover of a letter from Ms Paula Conboy, Chair of the
AER, dated 18 November 2014, this allowed ActewAGL Distribution only 9 additional calendar
days to review and assess those techniques and that analysis rather than the period of 2 months
contemplated by the Rules. Moreover, ActewAGL Distribution was unable to provide comment
to the AER on the further benchmarking techniques and adjustments upon which it relies in its
draft decision.
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This is particularly concerning given that the terms of reference for the Economic Insights
Report175 suggests that the AER had ample opportunity to communicate to NSW and ACT DNSPs
that a separate benchmarking analysis was being prepared for the purposes of their distribution
determination processes and consult on a draft of that Report.

ActewAGL Distribution considers that, where the AER chose to rely on another benchmarking
report or other benchmarking analysis, the scheme of the Rules required the AER to provide
ActewAGL Distribution with an opportunity to submit information, make submissions and
comment on that additional material in advance of publication of the draft decision, if that
material were to be relied on in that decision.

In addition, it is unclear whether the AER discharged its obligation under Clause 8.7.4(b)(2) of the
Rules to consult with the ACT's Technical and Safety Regulator about relevant technical and
safety obligations in preparing its Annual Benchmarking Report.

In correspondence with the AER dated 17 November 2014, ActewAGL Distribution:

e noted the essential nature of such consultation in circumstances where the AER intends
to rely on economic benchmarking analysis to disallow around 42 per cent of ActewAGL
Distribution's forecast opex, so compromising its ability to ensure the continued
maintenance of the quality, reliability, security and safety of its distribution system and
services; and

e requested that the AER confirm either that it had consulted with the ACT's Technical and
Safety Regulator about relevant technical and safety obligations in preparing the Annual
Benchmarking Report, in which case ActewAGL Distribution requested the AER provide it
with details of the nature and timing of that consultation, or that it would consult with
that Regulator prior to publication of that Report.

The AER did not respond directly to ActewAGL Distribution’s questions, in its letter of 17
November 2014, asking whether the AER had consulted with the ACT's Technical and Safety
Regulator in preparing the Annual Benchmarking Report, as required for compliance with its
obligation under that Clause. There is no mention of such consultation in the draft decision and,
as that analysis did not appear in the Draft Annual Benchmarking Report, that consultation could
not have occurred in the course of preparing the Annual Benchmarking Report (as the Rules
contemplated it would). This is notwithstanding that, for the reasons already discussed, the
scheme of the Rules is that the AER will consult with that Regulator in developing the economic

17 provided to ActewAGL Distribution by the AER on 8 December 2014, in response to ActewAGL Distribution's

request of 5 December 2014 for the information, analyses and models relied on by the AER in making the Draft

Decision, and the terms of reference for its benchmarking consultants.
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benchmarking techniques to be employed, and analysis to which it will have regard, in making a
distribution determination for ActewAGL Distribution.

In correspondence dated 18 November 2014, Ms Paula Conboy, Chair of the AER, purported to
respond to this request by informing Mr Michael Costello, CEO of ActewAGL Distribution, that:

Following consultation the report has been amended where necessary to address issues raised in
submissions, including those submissions made by the relevant technical and safety regulators.

It is unclear from this statement what steps the AER took to engage with the ACT's Technical and
Safety Regulator about relevant technical and safety obligations. Ms Conboy's statement
suggests that the AER may have merely invited the ACT's Technical and Safety Regulator to
comment on the Draft Annual Benchmarking Report, rather than taking steps to ascertain
through engagement with technical and safety regulators the differences in the relevant
technical and safety obligations applicable across jurisdictions and the implications of this for
required expenditure. It is also unclear whether the ACT's Technical and Safety Regulator made
any submission to the AER on the Draft Annual Benchmarking Report; no mention is made of
such a submission in the Annual Benchmarking Report itself.

In any event, Clause 8.7.4(b)(2) of the Rules requires the AER to take active steps to ascertain
through engagement with technical and safety regulators the differences in the relevant
technical and safety obligations applicable across jurisdictions and the implications of this for
required expenditure. To the extent that the AER merely invited the ACT's Technical and Safety
Regulator to comment on the Draft Annual Benchmarking Report, this would not suffice to
discharge the AER's obligation under that Clause.

Ms Conboy's statement would appear to confirm, however, that the AER did not consult the
ACT's Technical and Safety Regulator on the adequacy of ActewAGL Distribution's base year opex
where adjusted as recommended by Economic Insights on the basis of the additional economic
benchmarking analysis included in the Economic Insights Report (but not the Annual
Benchmarking Report) for achieving continued compliance with relevant technical and safety
obligations.

ActewAGL Distribution contends that, in light of the procedural deficiencies in the AER's
development and application of the benchmarking techniques and analysis relied upon in the
draft decision, the AER should undertake a further, discrete consultation process in respect of
those techniques and that analysis that enables adequate time for their thorough review and
assessment before proceeding to rely on them in making its final decision (particularly if the AER
intends to rely on them deterministically, as it has done in its draft decision) or, failing that,
should not proceed to rely on them in making that final decision.

122 Revised Regulatory Proposal 2015-19 ActewAGL Distribution




Lictew/IGL 2

3.4.4.2 The draft decision on base year opex is contrary to statutory scheme under the Rules

ActewAGL Distribution considers that the AER's draft decision on base year opex is contrary to
the statutory scheme established by the Rules. Whereas the statutory scheme contemplates that
the AER will use ActewAGL Distribution's proposal as the starting point, assess it and, if
necessary, make adjustments to that proposal, and will use benchmarking as 'but one tool the
AER can utilise to assess NSPs' proposals',176 the AER has, with only limited exceptions, put aside
ActewAGL Distribution's proposed base year opex and instead given primacy to benchmarking
analysis in making its decision on base year opex, relying on that analysis almost exclusively to
assess ActewAGL Distribution's base opex and deterministically applying it to derive a substitute

base opex estimate.

The AER makes numerous references in the draft decision to the adoption of a 'cautious
approach' to, rather than a mechanistic, application of benchmarking results, informed by a
number of different assessment techniques and its detailed consideration, and the balance, of
the qualitative and quantitative evidence before it.”” In fact, however, the only detailed
consideration of ActewAGL Distribution's proposed base year opex that appears in the draft
decision relates to the AER's detailed review of labour practices.'’® Section 3.4.4.9 responds
directly on this matter and demonstrates that the AER has incorrectly concluded that ActewAGL
Distribution is inefficient. The remainder of the techniques employed and evidence considered
by the AER is in the nature of benchmarking techniques and analysis, whether the benchmarking
techniques and analysis developed by Economic Insights or the 'more simplistic' PPI measures or

category analysis, which the AER has concluded have “limited use”.t’

This cannot be reconciled with the statutory scheme established by the Rules. The provisions of
Part E of Chapter 6, which specify the procedure for the making of distribution determinations,
establish the submission of the regulatory proposal as the starting point for that procedure.lgo

176 5ee Attachment C5, AEMC, 2012, Rule Determination, National Electricity Amendment (Economic Regulation

of Network Service Providers) Rule 2012, November, page 107

1 See, for example, AER, 2014, Draft Decision ActewAGL Distribution Determination 2014-19 Attachment 7:

Operating expenditure, November, pages 7-17 to 7-19 and 7-33 to 7-34

78 The AER also conducted a detailed review on ActewAGL Distribution’s vegetation management practices in

the base year. However, ActewAGL Distribution did not propose a base year approach for vegetation
management costs. See section 3.7.

17 see Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 32

180 national Electricity Rules, clause 6.8
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The ENA made this point in its response to AER Draft Expenditure Forecast Assessment
Guidelines where it stated that:

the NSP’s proposal will be the procedural starting point for the AER to determine an expenditure
allowance, and that the NSP’s proposal will, in most cases, be the most significant input into the
AER’s decision.™

Similarly, Clauses 6.5.6(c) and (d) and 6.12.1(d)(4) of the Rules require the AER to assess a DNSP's
proposed total forecast opex and provide for it to make adjustments to that forecast only where
it is not satisfied that that forecast reasonably reflects the opex criteria. As discussed above in
Section 3.2.4, the AEMC affirms the scheme of the Rules disclosed by these provisions,
observing that the regulatory proposal is 'the procedural starting point' for the determination of
the opex allowance as '[t]he NSP has the most experience in how a network should be run',*®
and that, unless the AER concludes that the regulatory proposal is of no probative value (which it
observed would be an unlikely conclusion given the DNSP's knowledge of its own network), ‘then

the AER should justify its conclusions by reference to it 18

The Rules further disclose that benchmarking is to be used as one only of a number of tools to
assess ActewAGL Distribution's base year opex proposal and do not contemplate that such
analysis will be given primacy. Benchmarking is the subject of one only of a number of opex
factors to which the AER is required to have regard184 and the AEMC has itself observed that
benchmarking is no substitute for the role of a NSP's proposal.’® While the AER correctly
observes in its draft decision that it has a discretion with respect to the relative weight to be
accorded to the opex factors,*®® its decision to accord primacy to its benchmarking analysis

181 5ee Attachment C82, ENA, 2012, Submission on the Draft Guidelines and Explanatory Statement, September,

page 3

182 50e Attachment C5, AEMC, 2012, Rule Determination, National Electricity Amendment (Economic Regulation

of Network Service Providers) Rule 2012, November, page 111

183 See Attachment C5, AEMC, 2012, Rule Determination, National Electricity Amendment (Economic Regulation

of Network Service Providers) Rule 2012, November, page 112

184 National Electricity Rules, clause 6.5.6(e)

185 See Attachment C5, AEMC, 2012, Rule Determination, National Electricity Amendment (Economic Regulation

of Network Service Providers) Rule 2012, November, page 107

186 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-10
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almost to the exclusion of ActewAGL Distribution's proposal is an incorrect exercise of discretion
and unreasonable in all the circumstances.

The AER does not appear to have concluded in its draft decision that ActewAGL Distribution's
proposal as to base year opex is of no probative value (and, in any event, ActewAGL Distribution
considers such a conclusion would not be in accordance with law and unreasonable in all the
circumstances for the reasons foreshadowed by the AEMC). Accordingly, as required by Chapter
6 of the Rules and contemplated by the extrinsic material, the AER should have justified its draft
decision on base year opex by reference to ActewAGL Distribution's proposal. That is, before
proceeding to rely on the results of benchmarking analysis, the AER should have undertaken a
detailed analysis of the actual expenditure incurred by ActewAGL Distribution in the base year
that comprised its proposed base year opex. This is particularly so given the size of the AER's
proposed reduction to base year opex justified by reference to that benchmarking analysis and
its recognition of environmental variables not accounted for in the benchmarking analysis
(discussed further in Section 3.4.4.5).

ActewAGL Distribution does not consider the review of labour practices categories suffices to
render the AER's draft decision justified by reference to ActewAGL Distribution's proposal in
accordance with the statutory scheme, particularly given the deficiencies in that review
identified in Section 3.4.4.9 below. Similarly, Section 3.4.4.10 addresses deficiencies in the AER’s
review of vegetation management.

3.4.4.3 The AER’s mechanistic use of benchmarking is inappropriate

The AER has applied benchmarking in an inappropriate manner which is contrary to the intented
use of benchmarking, fails to recognise the limitations of benchmarking and is in contrast with
international precedent. The AER’s application of benchmarking is therefore not in accordance
with law. ActewAGL Distribution contends that:

e The primary value of benchmarking, once reliable data sets and models have been
established, is to serve as a tool to identify significant areas of expenditure anomaly
between businesses which are then subject to further detailed investigation;

e In contrast, the AER’s approach is one that is mechanistic, despite claiming that
benchmarking has been used cautiously;
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e The AER’s mechanistic use of benchmarking in the draft decision is at odds with the
intended use of benchmarking foreshadowed by the AEMC, Productivity Commission,
the ACCC and the AER itself;*®’

e The AER has failed to recognise the general limitations of benchmarking; and

e Undue weighting that is attached to benchmarking results by the AER to set expenditure
allowance is not in line with international best practice.

First, ActewAGL Distribution submits that the primary value of benchmarking, once reliable data
sets and models have been established, is to serve as a support tool in identifying significant
areas of expenditure anomaly between businesses.

Once these anomalies have been identified further technical engineering analysis can be
undertaken to investigate and understand the underlying explanation of the anomaly. Moreover,
the data sets and the models themselves will remain in a state of development given the early
stages of data collection and the use of benchmarking processes in Australian electricity
regulation. Consequently, as the benchmarking results using Australian RIN data do not yet
provide robust results the use of benchmarking as a diagnostic tool to identify areas for further
detailed investigation rather than as a means of deriving a numeric estimate of efficient
expenditure is even more appropriate.

As a result, ActewAGL Distribution has consistently contended that benchmarking cannot be
used to drive regulatory allowances, when data and models are still in their infancy. ActewAGL
Distribution has stated that:

ActewAGL Distribution does not support the use of benchmarking techniques to
mechanistically set expenditure allowances. Rather, we support the view of industry,
international experts and the Productivity Commission, that benchmarking is a useful
‘tool’ or ‘filter’ to be used to identify significant variations between businesses, or
particular anomalies in expenditure proposals that require greater scrutiny. In other
words, benchmarking should be used to support, rather than drive regulatory
decisions.'®®

87 The views of these organisations are expanded upon in Attachment C12 Benchmarking background as

additional evidence.

188 see Attachment C13, ActewAGL Distribution, 2013, Response to Expenditure forecast assessment guidelines

issues paper, March, page 1
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ActewAGL Distribution has also expressed this view in a submission to the Productivity

. . . . .. . 189
Commission’s inquiry into electricity network framework regulation.

Second, in contrast with ActewAGL Distribution’s position, the AER has applied benchmarking in
a mechanistic manner as the primary input into its opex decision.

The AER states several times in its draft decision that it has not applied its benchmarking model
mechanistically and refers to the adjustments it has made to the ‘raw’ benchmarking numbers.
The ‘adjustments’ the AER has made reflect specific factors that it considered should be taken
into account (and which are not adequately captured by its model), and are simply amounts
added to the initial benchmarking figures. As the base year opex estimate used by the AER can
be directly calculated from the initial benchmarking values it is clearly being derived
mechanistically. As such, the AER’s claim that is has not applied benchmarking mechanistically is
incorrect.

Third, the mechanistic application of benchmarking by the AER in the draft decision is in contrast
with the use of benchmarking foreshadowed by agencies such as the AEMC, Productivity
Commission, the ACCC and the AER itself. A summary of the views of these agencies is provided
in Table 3.3.

Table 3.3 Use of benchmarking envisaged by relevant agencies prior to the AER’s draft decision

Organisation Viewpoint on how benchmarking should be used

AEMC The AEMC has considered the use of benchmarking as part of its 2011 review into the use
of total factor productivity190 and its subsequent rule change in relation to the economic
regulation of network service providers.191 The AEMC concluded that benchmarking is
but one tool available to the AER and that the role of the DNSP’s regulatory submission

. . . . . . . . . 192
remains as the prime information for consideration as discussed in Section 3.2.4.

In addition, advice to the AEMC by Prof. Littlechild regarding the rule change identified

189 see Attachment C14, ActewAGL Distribution, 2012, Response to Electricity Network Regulatory Frameworks

Draft Report, November, page 23

190 5ee Attachment C15, AEMC, 2011, Final Report: Review into the use of total factor productivity for the

determination of prices and revenues, June

191 See Attachment C5, AEMC, 2012, Rule Determination, National Electricity Amendment (Economic Regulation

of Network Service Providers) Rule 2012, November, page 107

192 506 Attachment C5, AEMC, 2012, Rule Determination, National Electricity Amendment (Economic Regulation

of Network Service Providers) Rule 2012, November, page 107
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the limitations of benchmarking and stressed the importance of its cautious use:

| would say that it would be good regulatory practice for a regulator to consider
what if any insights benchmarking could provide in the particular price control
under consideration, and to take this into account where appropriate. But as just
noted, the circumstances of individual networks can vary greatly, and in my
experience there is always an element of unexplained variation where judgement is
required. To require the [AER] to undertake benchmarking therefore runs the risk of
forcing the regulator to attach more weight to benchmarking than the

. 193
circumstances allow.

Productivity The use of benchmark was then assessed by the Productivity Commission in its 2013
Commission inquiry into electricity network regulatory frameworks. The Productivity Commission
found that: ***

...benchmarking is not yet sufficiently reliable and robust to directly set regulated

revenue allowances.

The Productivity Commission also found that benchmarking should not be relied on as

the exclusive basis for making a determination but rather should be used as a diagnostic
195

tool:
In any of the next rounds of regulatory determinations, the Australian Energy
Regulator should not use aggregate benchmarking as the exclusive basis for making
a determination. Instead, it should use aggregate benchmarking as a diagnostic
tool in responding to business cost forecasts
AER/ACCC The ACCC and AER considered the role of benchmarking via their Regulatory

Development Branch and reached the following conclusion: 1%

193 5ee Attachment C16, Littlechild, S., 2012, Advice to the AEMC on Rule Changes, February, page 16

1% see Attachment C17, Australian Government Productivity Commission, 2013, Electricity Network Regulatory

Frameworks: Electricity Network Regulatory Frameworks: Productivity Commission Inquiry Report Volume 1,
April, page 29

1% see Attachment C17, Australian Government Productivity Commission, 2013, Electricity Network Regulatory

Frameworks: Electricity Network Regulatory Frameworks: Productivity Commission Inquiry Report Volume 1,
April, page 324

19 5ee Attachment C18, ACCC/AER Regulatory Development Branch, 2013, Economic Benchmarking Model:

Technical Report, page 20
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Economic benchmarking and other assessment techniques will be used to make a
preliminary assessment of the proposal. This is a ‘first pass’ at the expenditure
assessment .... It is designed to identify areas of the expenditure forecasts that

warrant further investigation.

The AER has also indicated in its Expenditure Forecast Assessment Guideline for
distribution businesses in November 2013 that the role of benchmarking is to identify
areas for further detailed investigation which is counter to the mechanistic approach it

then adopted:197

For this first pass assessment, we will likely use high level techniques such as
economic benchmarking and category analysis to determine relative efficiency and
target areas for further review. We will, however, also use these techniques beyond
the first pass assessment. The first pass assessment will indicate the extent to which
we need to investigate a DNSP's proposal further. Typically, we will apply predictive
modelling, trend analysis and governance or methodology reviews before using
more detailed techniques such as cost benefit analysis and project or program

reviews.

197 see Attachment C8, AER, 2013, Better Regulation: Expenditure forecast assessment guidelines for electricity

distribution, November, pages 11 to 12
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Furthermore, the process intended by the AER is illustrated in Figure 3.3 which shows the role of
benchmarking as an input into more detailed assessment.

Figure 3.3 AER’s intended assessment process198

proposal o

Detailed
assessment
% ‘ AER draft

DNSP regulatory Benchmarking First pass
assessment
! A I
AER issues paper

v

DNSP revised
proposal

Detailed
assessment
‘ AER final decision ‘ :

determination

As part of the review process, the AER envisaged the use of engineering consultants:

This detailed review may involve engineering review of proposed cost categories and/or review
and refinement of the assessment techniques used in the first-pass. However, a well defined first-
pass assessment methodology could streamline the assessment of opex and capex and facilitate

. . 199
a more targeted use of engineering consultants.

However, in its draft decision the AER has departed significantly from this process and relied
extensively upon its benchmarking results in order to mechanistically derive a numeric estimate
of efficient opex. The AER has not undertaken a detailed engineering review of ActewAGL
Distribution’s operating expenditure and instead relies primarily on the outputs of its
benchmarking analysis.

1% See Attachment C8, AER, 2013, Better Regulation: Expenditure forecast assessment guidelines for electricity

distribution, November, page 12

1% 5ee Attachment C18, AER, 2012, Better Regulation: Expenditure forecast assessment guidelines for electricity

distribution and transmission businesses, December, page 34
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Of the 52 queries received by ActewAGL Distribution, only eight were at least peripherally
related to base-year operating expenditure. The AER, in developing its draft decision, has not
undertaken any direct consultation with engineering staff from ActewAGL Distribution to
attempt to understand the underlying drivers for the anomalies between the AER’s econometrics
and ActewAGL Distribution’s proposal. Instead, the AER has placed primary importance on the
outcomes of its benchmarking analysis.

Fourth, the AER has failed to recognise the general limitations of benchmarking and the need for
its cautious application rather than the mechanistic use to set regulatory expenditure
allowances. These limitations include:

e That the AER has attempted to estimate productivity which it has assumed is equivalent
to efficiency. Mr Glyde and Mr Mudge states that they are:*®

highly concerned that the AER has effectively conducted an analysis designed to provide one
measure of relative productivity and then inferred that the productivity score assessed under
this analysis is an appropriate basis to determine the efficient opex of Australian DNSPs. The
clear flaw in this approach is that it measures one parameter (productivity) and arbitrarily
applies it to determine another variable (efficient opex), without appropriate consideration of
the pitfalls in doing so.

e There is no single ‘right’ benchmarking model. There is no consensus on either the
identification or the quantification of inputs and outputs of the electricity distribution
industry. For example, while the AER has chosen three output variables (customer
numbers, circuit length and ratcheted maximum demand) other regulators adopt
different variables, for instance the German regulator uses 11 output variables, while
the Swedish regulator uses three variables, including “installed capacity of
transformers”.”* This matter is identified by Mr Blair in his expert report where he

states: 2%

...academic conversation around this topic illustrates the challenge in applying
techniques suited to production scenarios where the outputs can be both defined
and measured (bank transactions, airline passenger miles, products from a factory,

20 g Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page 1

21 gae Attachment C19, WIK-Consult, 2011, Cost Benchmarking in Energy Regulation in European Countries,

December, pages 32 and 51

22 5ae Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, page 11
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patients treated, etc) to the electricity distribution scenario where products delivered
are not so easily counted, let alone identified.

This view is consistent with the Productivity Commission which states that there are:’®

divergent views about the appropriate inputs and outputs of electricity network
businesses.

This matter relates directly to model specification as discussed further in Section 3.4.4.5
and illustrated in Section 3.4.4.6 where ActewAGL Distribution outlines alternative
models which provide differing results to those the AER has relied so extensively upon.

e Failure to take into account dynamic and allocative efficiency. The AER considers the use
of benchmarking as primarily assisting in “forming a view on the productive efficiency of
distributors.”*** This effectively focuses on estimation of a least cost unsustainable
production function. However, a focus on productive efficiency ignores dynamic and
allocative efficiency contrary to the NEO and the long term interests of consumers. Mr
Houston investigated the role of efficiency in the NEO and states:

the NEO is structured so as to encapsulate all three dimensions of efficiency that are
familiar to economists, ie, productive, allocative and dynamic. ...by its reference to

the ‘long term’ interests of consumers, the NEO is structured so as to clarify that the
balance of emphasis is to be given to the long term, dynamic dimension of efficiency.

The importance of appropriately recognising these three elements of efficiency are
discussed further in Sections 3.4.4.4 in the discussion of incentives and 3.4.4.5 in relation
to establishment of the efficiency frontier.

e Econometric benchmarking that focuses narrowly on opex will not capture the effect of
cost allocation between opex and capex. Measures of benchmarking productivity should
ideally capture total outputs (opex and capex). As such, the AER’s approach potentially
distorts the estimation of the cost function as in the long-run, there is a trade-off
between the two cost classes, and in the short-run, there are differences in DNSPs
approach to cost allocation and capitalisation. To accurately compare the productive
efficiency of firms, both cost classes must be taken into account. ActewAGL Distribution
discusses this matter further with particular reference to capitalisation policies in

293 5ee Attachment C17, Australian Government Productivity Commission, 2013, Electricity Network Regulatory

Frameworks: Electricity Network Regulatory Frameworks: Productivity Commission Inquiry Report Volume 1,
April, page 147

2% AF R, 2014, Electricity distribution network service providers - Annual benchmarking report, November, page 10
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Section 3.4.4.5. The issue was also identified by Mr Blair in his expert report205 and

Professor Newbery.”®

e Inadequate adjustment for inclusion of operating and environmental considerations will
lead to unreliable results of efficiency. The AER has failed to fully recognise unique
environmental factors as discussed further in Section 3.4.4.5.

Fifth, the AER applies benchmarking in a manner inconsistent with international experience.
Different international regulators adopt different approaches and models. However, even in
jurisdictions where benchmarking has been used for a series of regulatory control periods, no
regulator places the same degree of reliance on a single model as the AER. Professor Newbery
looks to the examples of Ofgem and Ofwat in the United Kingdom (generally considered leaders
intheir sectorszm) and finds that for which he notes:

It is important to bear in mind that both Ofgem and Ofwat consider their proposals as
‘packages’ (i.e. financing, incentives, expenditure allowance) and that looking at a single
‘block’ does not tell the whole story of how the allowances are set...

In its recently published final proposals for the electricity distribution price control from 2015
(RIIO-ED1), Ofgem focused on total expenditure (totex) allowances and does not provide
opex-specific efficiency targets. Ofgem stated that it used a tool-kit approach to
benchmarking, recognising that there is no definitive answer for assessing comparative
efficiency. It placed a 50% weight on a bottom-up process/ activity assessment of the
companies’ historical and forecast expenditure. Two totex models were each given 25%
weightings. Ofgem noted that the different approaches each have their advantages and
disadvantages “[t]he advantage of totex models is that they internalise opex and capex
trade-offs, are relatively immune to cost categorisation issues and they give an aggregate
view of efficiency...

During its most recent price control review (PR14), Ofwat used base-opex and capex models,
and totex based econometric models to determine the allowances for companies. Ofwat
used two different techniques for its modelling, COLS and RE(GLS) models. All the models

% see Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, pages 48 to 50

2% goe Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, pages 10 to 14

27 see Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 44
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were weighted together before the frontier (upper quartile) was estimated to avoid cherry-

picking the efficient companies across the models and setting an implausible target. 208

The approach of the AER is in contrast with Ofgem and Ofwat as the AER relies on a single model
which it applies in a mechanisitic manner. Neither Ofgem nor Ofwat place such a heavy reliance
on an single model despite their extensive experience in the use of benchmarking techniques.

The AER and ACCC Regulatory Development Branch also undertook an investigation of regulatory
practices in other countries in regard to benchmarking opex and capex in energy networks. The
investigation found that there were a range of benchmarking methods used and that the choice
of model appeared to relate to the intended application and data quality and availability. The
investigation also noted with respect to the SFA approach adopted by the AER and Economic
Insights that: 209

None of the seven international regulators covered in this report has undertaken Stochastic
Frontier Analysis (SFA), possibly due to the intensive data requirements of the technique.

In conclusion, ActewAGL Distribution considers the AER’s mechanistic use of benchmarking to be
inappropriate. The mechanistic use of benchmarking is counter to the use of benchmarking as a
tool to identify areas for further investigation and contrary to the AER’s own previous position on
its appropriate use. In addition, the AER has applied benchmarking in a manner inconsistent with
the intentions of the AEMC, Productivity Commission and the ACCC. It has also failed to
recognise its limitations and has applied benchmarking in a manner inconsistent with
international precedence, for example, Ofgem only places a 50 per cent weighting on its two
totex models in stark contrast to the approach of the AER which relies extensively on the
outcomes of a single model. ActewAGL Distribution therefore considers that the AER’s
mechanistic application of benchmarking is not in accordance with law.

3.4.4.4 Inconsistency of benchmarking with the regulatory incentive regime

The AER has abandoned the use of the revealed cost approach to set efficient base year opex
and the use of its Efficiency Benefits Sharing Scheme (EBSS). This represents a retrospective
change that breaks the regulatory contract, significantly increases regulatory risk and destroys
the incentives contained in the regulatory framework. Instead, the AER relies on the outcomes of

2% gee Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, pages 46 to 48

2% 5ee Attachment C20, AER/ACCC, 2012, Regulatory Practices in Other Countries: Benchmarking opex and capex

in energy networks, May, pages 2-5

134 Revised Regulatory Proposal 2015-19 ActewAGL Distribution



Lictew/IGL 200

¥ o -
oYy Yjou

v/

its econometric model as the primary input into the determination of its draft opex allowance
and fails to comprehend the impact on incentives this approach entails.

ActewAGL Distribution sought independent advice from Mr Greg Houston on regulatory
incentives and the implications of the AER’s decision for ActewAGL Distribution and the
regulatory framework more broadly. Mr Houston identifies a number of critical implications for
incentives to reduce opex arising from the AER’s shift to abandon the EBSS. In particular, Clause
6.5.8(c) of the Rules provides detailed guidance as to the incentive regime that is intended to
operate for a DNSP in relation to opex. For example, in developing an EBSS, the AER is required
to have regard to:

e the need to ensure that benefits to electricity consumers likely to result from the
scheme are sufficient to warrant any reward or penalty under the scheme for DNSPs;

e the need to provide DNSP with a continuous incentive, so far as is consistent with
economic efficiency, to reduce operating expenditure;

e the desirability of both rewarding DNSPs for efficiency gains and penalising DNSPs for
efficiency losses;

e any incentives that DNSPs may have to capitalise expenditure; and

e the possible effects of the scheme on incentives for the implementation of non-network
alternatives.

In relation to this, Mr Houston concludes that:**°

In my opinion, the incentive framework implied by the AER’s draft decision in relation to
ActewAGL departs substantially from these specified requirements.

Mr Houston also states that his analysis: ***

... Shows that the AER’s proposed approach to setting the opex allowance and its associated
abandonment of the EBSS has profound, negative consequences for the efficiency incentives
faced by a DNSP.
The economic framework that applies to ActewAGL Distribution’s electricity network is based on
the concept of “incentive regulation”.212 This approach is underpinned by the second RPP in the

National Electricity Law:

1% 5ee Attachment C1, Houston Kemp, 2015, Opex and the efficiency benefit sharing scheme, January, page 22

21 gee Attachment C1, HoustonKemp, 2015, Opex and the efficiency benefit sharing scheme, January, page 22
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A regulated network service provider should be provided with effective incentives in order to
promote economic efficiency with respect to direct control network services the operator
provides. The economic efficiency that should be promoted includes—

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

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

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

Accordingly, the Rules prescribe an incentive based approach: building blocks with add-ons. The
building block approach incentivises DNSPs to outperform the efficient and prudent costs as part
of the regulatory determination process. The add-ons complement the building blocks and
provide an additional layer of incentives through either requiring, or allowing, the AER to
develop and publish an incentive scheme to provide incentives to:

e provide a fair sharing of efficiency gains and losses (Efficiency Benefits Sharing Scheme -
EBSS)** with regard to providing a continuous incentive to reduce operating
expenditure, so far as consistent with economic efficiency;

e maintain and improve performance (the Service Target Performance Incentive Scheme -
STPIS)™ taking into account the need to ensure that the incentives are sufficient to
offset any financial incentive the DNSP may have to reduce costs at the expense of
service levels;

e implement efficient non-network alternatives, manage expected demand or efficiently
connect embedded generators (demand management and embedded generation

. . . 215
connection incentive scheme);”™ and

e contribute to the achievement of the national electricity objective (small-scale incentive
scheme).”*®

12 see Attachment C21, AER, 2012, AER submission to the Productivity Commission Inquiry to Electricity Network

Regulation, April, page 4

213 National Electricity Rules, clause 6.5.8(a)

2% National Electricity Rules, clause 6.6.2(a)

213 National Electricity Rules, clause 6.6.3(a)

218 National Electricity Rules, clause 6.6.4(a)
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The Rules also provides a capital expenditure incentive mechanism, a requirement for the AER to
make and publish guidelines and for the AER to have regard to the need to provide effective
incentives to promote economic efficiency in the provision of standard control services. The
incentive framework reveals the efficient costs of DNSPs.

The AER’s June 2008 Efficiency Benefit Sharing Scheme (EBSS) sets out the approach to providing
a continuous incentive for ActewAGL Distribution over the 2009-14 regulatory control period to
improve the efficiency of its operating expenditure. By being subject to a continuous incentive to
reduce expenditure, businesses are provided with a strong incentive to reveal efficient costs. This
has been acknowledged by the AER in its 2008 EBSS final decision:*"’

In order for the EBSS to provide a continuous incentive, the AER considers forecast opex in the
following regulatory control period should be based on actual opex in either the penultimate or
antepenultimate regulatory year in the current regulatory control period.

Similarly the AER also states:

Since the EBSS is designed to provide incentives for DNSPs to reveal their efficient level of opex,
the AER considers it is reasonable to expect the actual opex in the base year of a requlatory
control period to be the best indicator of the efficient level of opex available when determining
forecast opex for the following regulatory control period.

Mr Houston has also investigated these incentives and concluded, in alignment with the AER,
that the arrangements create operating expenditure efficiency incentives and that ActewAGL
Distribution has had a strong incentive to reveal its efficient opex during the 2009-14 regulatory
control period.

ActewAGL Distribution has been operating under this incentive framework since 2009 and has
made efficient expenditure decisions with the expectation that this incentive will continue to
apply in subsequent periods. During the last regulatory control period ActewAGL Distribution has
experienced efficiency “losses”. Opex exceeded the forecast allowance for the 2009-14
regulatory control period. However, ActewAGL Distribution considers these expenditures to be
efficient and driven by the regulatory incentives of the regime.218

7 see Attachment C22, AER, 2008, Electricity distribution network service providers Efficiency benefit sharing

scheme: Final decision, June, page 9

28 Mr Houston has also investigated situations where a DNSP may not respond to incentives and increase

operating expenditure. He identified unforeseen events; investment in future efficiencies; misalignment of
operating and capital incentives; and improvements in service quality. See Attachment C1, HoustonKemp, 2015,

Opex and the efficiency benefit sharing scheme, January, pages 13 to 16
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By abandoning the EBSS and the use of revealed cost, the AER’s draft decision retrospectively
undermines the incentive based framework and creates regulatory risk and uncertainty. This

view is supported by Mr Houston’s expert report. In particular, he notes that abandoning the
EBSS and the incentive arrangements proposed are inconsistent with the NEO, and not in the
long term interest of customers because they:

e undermine the incentive for DNSPs to reduce future opex costs, by discouraging
businesses from efficiently incurring expenditure to restructure;

e do not provide a continuous incentive when outturn opex is below benchmark levels,
and so encourage DNSPs to defer efficiency improvements;

e increase the incentive to capitalise expenditure when opex is above benchmark levels
while providing an incentive to substitute capex for opex when below benchmark levels;

e frustrate the incentive to procure demand management services since the penalty for
spending additional opex is over three times greater than the reward offered under the
CESS for deferring network investments; and

e obstruct the incentive to improve service performance since the penalty for spending
additional opex is substantially greater than the reward provided for improved service

performance under the STIPS. 219

Mr Houston concludes:

In my opinion, the efficiency incentives implied by the opex arrangements set out in the draft
decision given undesirable weight to short term, allocative efficiency considerations, such that
the achievement of long term dynamic efficiency is undermined. Such an outcome cannot be
consistent with the NEO and, in particular, its emphasis on the ‘long term’ interests of
consumers.””°

Further, Mr Houston states that:

In my opinion, an unanticipated, retrospective change to the regulatory framework that imposes
a substantial material negative financial loss to a DNSP materially increases the regulatory risk
applying to all network service providers. This cannot be consistent with the NEO. | calculate
that, to maintain the intended sharing ratio of 30:70 in net present value terms, would require

1% see Attachment C1, Houston Kemp, 2015, Opex and the efficiency benefit sharing scheme, January, page 30

220 gae Attachment C1, HoustonKemp, 2015, Opex and the efficiency benefit sharing scheme, January, page 30
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the AER to add $36.7 million (2013-14 dollars) to ActewAGL’s 2014-15 revenues. (emphasis
added "

In conclusion, the AER’s draft decision represents a retrospective change that increases
regulatory risk and undermines the incentives contained in the regulatory framework. A direct
implication of the increase in regulatory risk is to increase the return demanded by investors and
hence the cost of capital to the detriment of consumers.”?? The use of benchmarking as opposed
to revealed costs, along with the abandonment of the EBSS, undermines the incentive
framework. ActewAGL Distribution will no longer be subject to a regime with symmetry of
rewards and penalties and a continuous and constant incentive that exists throughout the
regulatory control period.

ActewAGL Distribution considers that the AER fails to fully consider the implications of its draft
decision and the perverse incentives it creates, and runs counter to the incentive arrangements
the AER implemented in preparation for the last regulatory control period. Moreover, the AER’s
focus on short term productive and allocative efficiency results in an unsustainably low opex
allowance which is contrary to the NEO and long term interests of consumers as discussed
further in Section 3.4.4.5 in relation to the efficiency frontier.

3.4.4.5 Technical flaws in the AER’s econometric modelling

The previous Sections have illustrated how the AER has failed to adopt a suitable procedure for
developing its benchmarking approach, has failed to use ActewAGL Distribution’s proposal as the
starting point for its assessment, has inappropriately applied benchmarking mechanistically and
has adopted a scheme that destroys many of the existing regulatory incentives.

Despite these flaws, the AER has placed primacy on the outcomes of its econometric
benchmarking to conclude that ActewAGL Distribution’s base year opex as set out in the
regulatory proposal is materially inefficient. However, due to the numerous technical flaws, the
AER has reached this conclusion in error and it is therefore inappropriate and inconsistent with
the requirements of the Law and Rules. The AER must therefore abandon its current use of
benchmarking to determine an estimate of base year opex and adopt an approach based on
ActewAGL Distribution’s revealed costs.

The technical flaws relate to the following:

e the Australian data set used by the AER cannot be relied upon;

22! see Attachment C1, Houston Kemp, 2015, Opex and the efficiency benefit sharing scheme, January, page 29

22 5ae Attachment C1, Houston Kemp, 2015, Opex and the efficiency benefit sharing scheme, January, page 26
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e theinclusion of international data is inappropriate and limits the conclusions that can be
drawn from the results;

e the model selection by the AER has not been justified, and alternative model
specifications would lead to different results for ActewAGL Distribution;

e important environmental variables have been omitted from the AER’s econometric
model and the AER’s post-modelling adjustments to efficiency adjustments are
incorrect, arbitrary and unsubstantiated;

e the AER’s efficiency frontier adjustment from 2009 to 2013 has been applied incorrectly;
and

e the efficiency frontier is established incorrectly by the AER.

These matters are discussed throughout the remainder of Section 3.4.4.5. These flaws support
ActewAGL Distribution’s contention that the results of the AER’s benchmarking analysis are not
robust and should not be used in a mechanistic way to derive the base year opex forecast,
reinforcing the concerns set out in Section 3.4.4.3.

The Australian data set used by the AER cannot be relied upon

The Australian Regulatory Information Notice (RIN) dataset used by the AER and Economic
Insights is immature and cost data has been reported on an inconsistent basis, leading to an
‘apples with oranges’ comparison of DNSPs. The AER’s data collection combined with the AER’s
benchmarking analysis can be characterised as ‘garbage in garbage out’. The AER can therefore
not rely upon the results of the modelling and its conclusions represent a manifest error.

The AER recognises that:

When there is uncertainty about the quality of the data and the appropriate model
specification, and where different specifications provide different results, it may be necessary to
use the results cautiously. [...]The appropriate benchmark may also differ depending on the
sensitivity of benchmarking results to technique and model specification. When there is
uncertainty about the appropriate model specification and different specifications provide
different results, it may be necessary to use the results (:autiously.223

ActewAGL Distribution agrees and notes that the circumstances identified by the AER above
apply in the current case, namely uncertainty about the quality of data and a lack of robustness
of the results to different model specifications. This Section outlines these concerns as follows:

23 5 Attachment C9, AER, 2013, Explanatory Statement: Expenditure Forecast Assessment Guideline,

November, pages 127-8
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e the RIN data is immature; and

e the RIN data is incomparable due to the application of different Cost Allocation
Methodologies and internal business practices across DNSPs.

The AER has used the RIN data and attempted to create a time series of data for the period 2006
to 2013. However, this data was created in a single year with early year data backcast. As such,
the data does not represent a consistent time series but rather an historical ‘best guess’. The
importance of collection of data on an annual basis has been recognised by the AEMC which

noted that the AER’s historical approach does not represent best practice.224

The immaturity of the data set raises normalisation concerns. Mr Blair observes there is a
significant different in the approach of Ofgem and the AER noting:

The OFGEM approach is also based on many years of regulatory reporting to a consistent format
and common reporting timeframes (i.e. the lack of a staggered reporting and/or regulatory
determination cycle, as exists in Australia), which are more favourable conditions for data
accuracy.””

Similarly, Professor Newbery’s states:

Even before normalising costs, regulators in other jurisdictions, e.g. Ofgem and Ofwat, have
spent many years establishing and refining reporting requirements to ensure that activity level
and/ or cost categories are reported on a like-for-like- basis. For instance, Ofgem’s regulatory
reporting guidelines (RIGS) specify that painting of a transformer is not a refurbishment activity,
but should be reported as opex. This means that when Ofgem conducted its unit level
benchmarking, as part of RIIO-ED1, it had greater confidence in the comparability of costs and
volumes across the network operators and knew that the aggregate level costs, e.g. opex, asset

replacement expenditure, were built up on this basis. 226

The immaturity of the AER’s approach is reflected by the AER’s requirement that opex be
reported in accordance with each DNSP’s cost allocation method (CAM) resulting in
incomparable data.

224 50 Attachment C5, AEMC, 2012, Rule Determination, National Electricity Amendment (Economic Regulation

of Network Service Providers) Rule 2012, November, page 108

25 pttachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and ActewAGL,

Technical response to the application of benchmarking by the AER, January, page 23

226 attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs: ActewAGL

Distribution, January, page 13
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This incomparability of data between businesses is recognised by Economic Insights who attempt
to address the issue through various limited before modelling adjustments to Endeavour Energy,
Ergon Energy and Essential Energy227 as well as business specific after modelling adjustments.

These adjustments are insufficient as evidenced by the AER’s post modelling adjustments for
different levels of capitalisation, different control services, taxes and levies and occupational
health and safety regulations. Professor Newbery considers, given the magnitude of the
adjustments proposed, it would be more appropriate to make these adjustments before
modelling as the inconsistent data is likely to affect the modelling.228 Mr Blair agrees that it is
more appropriate to adjust the input costs that correct the output results.””® Indeed Professor
Newbery finds that normalising for these differences prior to modelling leads to a different
efficiency target for DNSPs.?

A major driver of the incomparability issues it the application of different cost allocation
methods and internal business practices across DNSPs. Professor Newbery notes that:

After reviewing the opex data used in the modelling it appears that capitalisation policy is one
factor that can and should be adjusted for across the industry before any modelling. The need for
this stems from the AER’s reporting guidelines for the RINs as they allow DNSPs to report costs
using their own cost allocation methodology (CAM). For network operating costs (i.e. those that
are benchmarked) the AER specifically instruct: “Opex must be prepared in accordance with
DNSP's Cost Allocation Approach ... for the most recent completed Regulatory Year ...” The issues
this raises for comparability purposes was further highlighted by the AER themselves in their
“Overheads and accounting issues” workshop in 2013. They specifically note “discretion in
expensing/capitalisation” and “lack of comparability” as problems.m

27 ttachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs: ActewAGL

Distribution, January, page 10

228 pttachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs: ActewAGL

Distribution, January, page 11

2% pttachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and ActewAGL,

Technical response to the application of benchmarking by the AER, January, page 23

20 ttachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs: ActewAGL

Distribution, January , page vi

21 attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs: ActewAGL

Distribution, January , page 11
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The magnitude of the cost allocation methods is seen in Figure 3.4, which shows the significant
divergence in reported average capitalisation of overheads across the DNSPs where ActewAGL
Distribution capitalises a significantly lower proportion of overheads relative to other businesses.
The effect of lower capitalisation of overheads is that these costs are allocated to opex, thus
artificially inflating the relative level of ActewAGL Distribution’s opex in comparison to its peers.
These differences are unrelated to the underlying efficiency of the businesses.

Figure 3.4 Capitalisation of overheads based on RIN data232
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ActewAGL Distribution conducted a further high level analysis of the allocation of corporate and
network overheads of ActewAGL Distribution with Citipower, Powercor, SA Power Networks,
Jemena and United Energy over the 2008-09 to 2012-13 period. Applying the average
capitalisation rates of these DNSPs results in a $50 million increase in capex, as shown in Table
3.4, and a corresponding decrease of $50 million in opex for ActewAGL Distribution. This large
change shows how different cost reporting and business practices render the data incomparable.

2 5ee Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 12
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Table 3.4 The impact of different CAMs and business practices on reported overheads over the
2008-13 period

Total Average capitalisation of Benchmarked
overheads benchmarked” DNSPs capex equivalent
Network 140,012 0% 26% 36,058 36,058
overheads
Corporate 79,757 12% 30% 23,692 13,983
overheads
Total 219,769 4% 27% 59,750 50,040
overheads

® Citipower, Powercor, SA Power Networks, Jemena United Energy

ActewAGL Distribution is of the view that the unaccounted for differences based solely on
internal practices unrelated to underlying efficiency seriously disadvantage ActewAGL
Distribution in comparison with other DNSPs.

Noting that ActewAGL Distribution’s allocation of overhead appeared to be different than many
other DNSPs, in 2012-13, ActewAGL Distribution engaged McGrathNicol to review ActewAGL
Distribution’s CAM.”* This resulted in a recommendation to change ActewAGL Distribution’s
CAM. As a result, from 1 July 2014 ActewAGL Distribution is applying a new CAM (the new CAM
was approved by the AER in 7 June 2013). The new CAM allocates shared costs to a significantly
greater degree to projects using an allocation methodology, that is more consistent with other
utilities, using causal allocators except to the extent that the shared cost is immaterial and a
causal relationship cannot be established.

The effect of the new CAM on the base year (2012/13) is $7 million (when a change in the
corporate costs allocation method is netted off). Also, in its 3 October 2014 response to the AER,
ActewAGL Distribution drew the AER’s attention to the fact that it leases its vehicles and
computers which is in contrast to other businesses. The change in the CAM and the leasing of
vehicles and computers make up $10 million in ActewAGL Distribution’s base year as shown in
Table 3.5.

23 5ee Attachment C79, McGrathNicol, 2012, Review of Electricity Networks’ Cost Allocation Methodology, June
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Table 3.5. CAM and capitalisation effects on ActewAGL Distribution’s base year

Item Description Financial effect
CAM New CAM introduced on 1 July 2014 Net effect on 2012/13 of $7m
Leasing of vehicles and Unlike DNSPs in NSW and Victoria, ActewAGL ~$3min 2012/13
computers Distribution’s vehicles are leased on an
operational basis (rather than finance lease)

Applying the new CAM means that if more of ActewAGL Distribution’s cost pool was capitalised,
even more of the shared costs would be allocated to the capital expenditure projects. The
impacts referred to above of $10 million in the base year are therefore very conservative and
most certainly underestimate the full impact of ActewAGL Distribution’s lower capitalisation
level.

ActewAGL Distribution also considers that the AER has omitted to take into account and adjusted
for some significant non-recurring items that ActewAGL Distribution incurred in 2012/13. These
were specified in an information request response to the AER on 3 October 2014. The non-
recurring items identified are shown in Table 3.6.

Table 3.6. Non recurring items incurred in 2012/13

Item Description Financial effect ‘
Vegetation management ActewAGL Distribution experienced a material $1.9min 2012/13
increase in vegetation management costs in

2012/13 following two years of above average

rainfall.

Comcare exit fees Exit fee for the decision of ACTEW Corporationto  $1.8min 2012/13
exit the ACT Government’s Comcare
arrangements.

Energy industry levy An ACT specific fee to cover the costs of $0.7min 2012/13

regulation in the ACT.
Under-recovery of capex In 2012/13, ActewAGL Distribution under $2.9min 2012/13

recovered its cost pool resulting in higher

allocation to opex.

These non-recurring items and CAM make up a substantial part of ActewAGL Distribution’s
operating expenditure in the base year and the AER should therefore have made adjustments to
the data set before undertaken its modelling. As a result of the difference in capitalisation
approaches, and as noted above Professor Newbery in his analysis, there is a need to make an
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explicit adjustment to the data set to account for different capitalisation policies between
businesses.

The need for Professor Newbery to make this adjustment highlights one significant inconsistency
in the manner in which data is collected by the AER and results in the RIN data not being
comparable across the Australian businesses. ActewAGL Distribution also still considers that
there is further substantial evidence indicating that ActewAGL Distribution capitalises less than
other DNSPs. This is discussed further in the expert report from Mr Glyde and Mr Mudge with
particular reference to operating leases, capitalisation practices, pole top structures, network
overheads and corporate overheads.”**

Inclusion of international data is inappropriate and limits the conclusions that can be drawn from
the results

Economic Insights identified that the SFA econometric model was not robust using Australian RIN
data.”®

Ontario Canada and New Zealand.

To overcome this, the Australian data set was augmented with international data from

However, the international data is not comparable with that from Australia and the inclusion of
the international data swamps the Australian data. Therefore, the conclusions of the AER’s
econometric modelling cannot be relied upon.

International data was added to the Australian data set despite significant differences such as
those identified by Economic Insights:236

...one difference between Australia and New Zealand and Ontario is that New Zealand and

Ontario both have a smaller number of larger DNSPs and a large number of small DNSPs*’

Mr Glyde and Mr Mudge reviewed the differences between the businesses and note:**®

24 Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, pages 75 to

86

33 Economic Insights, 2014, Economic Benchmarking Assessment of Operating Expenditure for NSW and ACT

Electricity DNSPs, November, page 28

%% See Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, pages 14 to 18 and Economic Insights, 2014, Economic Benchmarking
Assessment of Operating Expenditure for NSW and ACT Electricity DNSPs, November, page 30

7 Economic Insights, 2014, Economic Benchmarking Assessment of Operating Expenditure for NSW and ACT

Electricity DNSPs, November, page 30
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...given that the SFA CD model is a ‘one size fits all’ approach, we are concerned about the lack of
homogeneity between DNSPs on the factors that have been determined to be the most critical
attribute in determining efficiency

In an attempt to make the data sets comparable so that the data reflects differences in operating
and environmental conditions, Economic Insights have adjusted the Ontario and New Zealand
data by making data adjustments and introducing a dummy variable. Professor Newbery
identifies major concerns with their comparability. With respect to country-specific adjustments,
Professor Newbery states:

The NZ dataset was built up by Economic Insights themselves, while being based on data
collected by the NZ Commerce Commission. In a productivity workshop in May 2014 they note
that opex needs “uniform treatment of asset refurbishment and allocation of corporate
overheads,”*** and it constructed opex in such a way as to try to control for this. As noted

already, this is something that Economic Insights did not do to the RIN data.”®

In relation to the use of a dummy variable, Professor Newbery states that the approach of
Economic Insights does not appropriately account for the differences between countries:

Including a dummy variable in the model specification does not necessarily control for these
within and across country differences...

A proper econometric analysis is more complex than this and should take account of country-
specific slopes, which will require more variables to take this into account...

This analysis indicates that there is a different relationship between opex and the cost drivers
(customer numbers, circuit length and ratcheted maximum demand) across the countries/
regions and Economic Insights has not controlled for these differences. 24

A further example of this data non-comparability is taken from the Ontario Distribution Sector
Review Panel which raises specific concerns with the non-comparability of its own Ontario data:

28 5ee Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

35

%% see Attachment C25, Economic Insights, 2014, Productivity Analysis of Electricity Distribution (Commerce

Commission Workshop), May, slide 26

0 5ae Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 15

! see Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, pages 15-17
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Even though the operating costs of small LDCs [local distribution companies] are generally
higher, they would be even greater if they incorporated the full cost of distributing low-voltage
power to customers.

...small and mid-sized LDCs are charged for the use of the transformer stations and other
distribution assets required to serve their customers. LDCs do not typically reflect these charges
in the standard operating and capital costs reported to the OEB, leading to understated OM&A
totals, though they do ultimately pass these transformation and low voltage distribution costs on

. . 242
to their customers through a separate recovery mechanism.

Mr Glyde and Mr Mudge identify that the Ontario Electricity Distribution Sector Review Panel
does not even consider that the Ontario data is internally comparable. They note:

With regard to the Ontario data, the Ontario Electricity Distribution Sector Review Panel does
not consider its DNSPs or industry structure is comparable to other provinces within Canada
or states in Australia and has recently determined that there is a need to consolidate the

L 243
existing DNSPs

Mr Glyde and Mr Mudge state that:

the AER has clearly not demonstrated that the Ontario DNSPs or the New Zealand DNSPs are
comparable to AAD or the other Australian DNSPs***

In addition, Economic Insights have used data from the New Zealand Commerce Commission
(NZCC), but have failed to recognise that the NZCC itself cannot rely on the use of benchmarking
to set starting values:

The Commission may not, for the purposes of this Section, use comparative benchmarking on
efficiency in order to set starting prices, rates of change, quality standards, or incentives to

improve quality of supply. 243

Of greatest concern is the fact that the inclusion of international data swamps the Australian
data. Professor Newbery identifies that as the international data provides significantly more data

2 5ee Attachment €26, Ontario Distribution Sector Review Panel, 2012, Renewing Ontario’s Electricity

Distribution Sector: Putting the Consumer First, December, pages 12 to 13

23 5ee Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

102

2% e Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

103

5 Commerce Amendment Act 2008 (New Zealand) Sec. 52P
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points, the international data has a greater influence on the coefficients of the regression
analysis than the Australian data. His analysis also indicates that there are different cost drivers
across the countries and regions and that Economic Insights have not controlled for these
differences.*®

Mr Blair identifies that the use of the international data also limits the number of environmental
variables that can be considered to those which are common across the data sets. Due to the use
of the international data, the only environmental variable used to distinguish between
businesses is the share of underground network.’ The importance of satisfactory variables is
discussed further below in the discussion of omitted environmental variables.

The overall conclusion that the data cannot be used in the manner adopted by the AER and
Economic Insights is supported by Professor Newbery who states:

given the lack of scrutiny and difficulties in using international data, it is my opinion that
Economic Insights’ use of Ontario and NZ data is inappropriate as a supplement to the AER’s RIN
database.”*®

In conclusion, the importance of a robust data set cannot be overstated. Professor Newbery
states:

It goes without saying that robust benchmarking depends on reliable and relevant data,
combined with a detailed understanding of the available data 249

However, it is clear that the data set adopted by the AER suffers from a number of serious flaws.
As such, and consistent with the AER’s own position that when there is uncertainty about the
quality of the data it may be necessary to use the results cautiously, ActewAGL Distribution does
not consider that the current data set can be relied upon as the basis for the AER’s analysis and
subsequent conclusions.

%8 See Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, pages 14 to 18

7 see Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, page 29

8 See Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 18

9 see Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 9
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The model selection has not been justified

The AER has failed to justify its model selection. Although the AER claims that it has tested
various models, this is misleading and does not recognise that there is no one ‘right’ model. In
addition, it has not provided adequate explanation of the reasons behind the rejection of
alternative models and adequate reasoning for its final model selection.

First, the AER expresses its view in several places in the draft decision that it has confidence in its
benchmarking results as it has used several different models. For example:

We are in a position to comment upon its reliability for assessing base opex now that we have
several benchmarking techniques available to us. We consider that they are reliable. We have

multiple techniques and their results support each other.””

. . 251
The results of our analysis are consistent and robust

The AER’s view that the benchmarking results are robust has in turn informed its view that the
results are suitable for forming the basis of its estimate of an efficient base year opex allowance.

The AER based its draft decision on advice from Economic Insights that the economic
benchmarking results from four different models are robust and reinforce each other.”?
However, Mr Blair identifies that the four models cited are in reality variants of a single model
specification:253

The four models cited by the AER in the determination are each variants of a single model
specification

It is therefore unsurprising that the results from the related models are similar. Mr Blair also
notes that insufficient alternative models have been tested and applies the Bauer consistency
criteria to a range of alternative models including the results from the Pacific Economics Group
model (conducted on behalf of the AER), results from the models relied upon by the AER and
alternative DEA, SFA and OPEX MPFP models the AER could have considered. The analysis

20 AR, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-42

1 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-42

B2 AF R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,
November, page 7-28

3 See Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, page 35
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indicates a lack of consistency and that the selection of different models and assumptions results
in different outcomes and rankings of businesses.””* Mr Blair’s expert report describes this in
further detail.

Second, the AER has placed an undue reliance on a single model specification without
adequately realising that there is no single ‘right’ model. With respect to the range of models
that could be adopted, Mr Blair notes:

Each technique will provide different answers, and often selection of combinations of method,

technique and model specification is driven by the available data and other constraints®®

This view is consistent with the Productivity Commission:

The literature on benchmarking is confused. There are ... multiple methods for benchmarking,
with little consensus about which is best™*

In 2009 Economic Insights concluded that in the Australian electricity industry there is likely to be
sensitivities to the specifications chosen:

Based on our findings for electricity and gas distribution in Victoria, we conclude that TFP
analyses of Australian energy distribution systems will be relatively sensitive to the output and
input specifications chosen, the time period examined and the method used to calculate growth

257
rates.

Similarly, Professor Newbery identified that the benchmarking models (using only the Australian
RIN data) are very sensitive to the model’s specifications, remarking that:

2% 5ee Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, pages 30 to 31 and 35 to
37

3 5ee Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, page 13

2% see Attachment C17, Australian Government Productivity Commission, 2013, Electricity Network Regulatory

Frameworks: Electricity Network Regulatory Frameworks: Productivity Commission Inquiry Report Volume 1,
April, page 147

7 see Attachment C27, Economic Insights, 2009, Energy Network Total Factor Productivity Sensitivity Analysis,

June, page 24
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The sensitivity of the inefficiency results to the specification of the modelling indicates that
significant caution should be placed on the results of any one specification as it is unlikely to
control for all the differences between the companies. 238 (emphasis added)

Importantly, Professor Newbery’s modelling results result in efficiency rankings and implied base
year opex changes for ActewAGL Distribution that are markedly different from those provided by
Economic Insight’s models. This is shown in Section 3.4.4.6 and discussed in detail in his expert
report.

The AER has naturally found consistent results when it adopts a narrow set of explanatory
variables and applies its modelling techniques. The outcome is effectively variants of the same
model specification that are heavily influenced by international data. Economic benchmarking
models using different techniques, specifications and different sets of data (i.e. excluding
inappropriate international data) are likely to provide different results as identified by Professor
Newbery. As a result, the robustness of the results from the modelling done by Economic
Insights and relied upon by the AER is misplaced.

The AER has also failed to provide adequate explanation as to why it has discarded alternative
models and its decision to rely extensively on a single model. Mr Blair states that:*>°

The AER has not only placed disproportionate weighting on a single top-down model, but it has
not taken into consideration other models available to it which cast significant doubt on the
reliability of the results derived from its preferred model. This includes the modelling and results
presented to it by another consultant, Pacific Economics Group. Better regulatory practice
dictates that an approach that balances the outcomes of a number of different models is
appropriate, as it recognises that each model exhibits some level of bias. Therefore:

1. Disproportionate weight should not be placed on any single model; and

2. Where inconsistency in results exists, models should be combined in some way that at least
mitigates the potential for bias in a single direction.

Mr Blair also notes that the AER has shifted the goal posts in relation to its preferred
econometric model. Mr Blair states that while industry was consulted on earlier versions of the
AER preferred models: 2%

28 See Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:
ActewAGL Distribution, January, pages 33 to 34

% 5ee Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and
ActewAGL, Technical response to the application of benchmarking by the AER, January, page 38
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the significant changes that have occurred since the Guideline’s release are consequential to the
NSW and ACT determination and have not been distributed for consultation. We note that:

1. The MTFP specification has been changed twice - firstly the preferred and alternative
specifications from the Expenditure Forecast Assessment Guideline were discarded when the
results were rejected by Economic Insights and then the specification was modified between the
draft annual benchmarking report and the NSW and ACT draft decision; and

2. The techniques of SFA and OLS were not communicated to the businesses as the preferred
techniques until they appeared in the supporting documentation of the NSW and ACT draft
decision.

The delay in the final benchmarking report has also provided little opportunity for the NSW and
ACT businesses to respond other than in the context of the revised regulatory proposal. We
consider that the introduction of SFA and the international data associated with it, combined
with the level of reliance and deterministic manner in which it has been used, contradicts the
AER’s own Guideline [Expenditure Forecast Assessment Guideline]

ActewAGL Distribution considers that, within the context of the numerous changes to the AER’s
preferred model, there can be little confidence in the current model upon which the draft
decision is based.

In conclusion, ActewAGL Distribution considers that the AER has failed to justify and scrutinize its
model selection, and has placed too much reliance on a single model specification despite
alternative models producing differing results. This has led the AER to conclude in error that the
results from its benchmarking analysis are sufficiently robust to be able to conclude that
ActewAGL Distribution’s base year opex is inefficient.

Important environmental variables have been omitted from the econometric model, and the
AER’s post-modelling adjustments to compensate for these variables are arbitrary and
unsubstantiated

In this Section, ActewAGL Distribution submits that the AER:

e Should have applied adjustments to the full data set before the econometric modelling
was undertaken rather than as an ad-hoc after the fact adjustment;

e Failed to include a range of important environmental variables in its econometric model;
and

%0 5ee Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, page 27
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e Inan attempt to compensate for this shortcoming, makes a series of arbitrary and
unsubstantiated post-modelling adjustments.

Post-modelling adjustments

At first glance it seems reasonable to an uninformed audience that Economic Insights has indeed
been cautious because it adjusts ActewAGL Distribution’s efficiency results for environmental
factors. However, ActewAGL Distribution’s experts have each independently confirmed that the
AER approach to adjustments for environmental factors post-modelling is inconsistent with
international best practice.

Adjustments, where required, should be made before modelling, by normalising the data set,
rather than as an after modelling adjustment. Professor Newbery concludes that it would be
more appropriate to make the adjustments before the modelling as inconsistent data may be
affecting the modelling:

Economic Insights has taken account of these adjustments and proposed that the frontier for
AAD could be adjusted by 30% as a result. While | do not disagree that adjustments should be
made where data are inconsistent, given the magnitude of the adjustments proposed by
Economic Insights | consider that it would be more appropriate to make these adjustments
before modelling (which would be consistent with the adjustments used for END, ERG and ESS),

as the inconsistent data are likely to affect the mode//ing.zsl

Moreover, Professor Newbery identifies that simply the order in which the AER makes its
adjustments, i.e. before modelling rather than after modelling, affects the result:

Even normalising for differences identified by Economic Insights/ AER prior to modelling leads to
a different efficiency target for the DNSPs.”*

Professor Newbery also notes that making adjustments after the modelling is not in line with the

263

approach used by Ofgem.” Mr Blair concurs noting that it:

“...is more appropriate to adjust the input costs, than attempt to correct the output results.”**

%! see Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, pages 10-11

%2 5ae Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 34

%63 5ee Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 13
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In addition the process of arbitrary adjustments after the modelling has been completed
undermines the sophistication of the overall approach.

It is worth noting that when regulatory judgement is applied to the frontier after it is estimated
via SFA it calls into question why this more complex and less transparent technique was chosen in

the first p/ace.265

Similarly, Economic Insights have previously identified the importance of making data
adjustments before modelling to account for differences between businesses to allow
application of robust modelling:

Operating environment conditions can have a significant impact on network costs and
productivity and in many cases are beyond the control of managers. Consequently, to ensure
reasonably like—with—like comparisons it is desirable to ‘normalise’ for at least the most
important operating environment differences. ... Differences in operating environment
conditions are likely to affect achievable productivity growth rates as well as achievable

266

productivity levels. “”° (emphasis added)

However, while Economic Insights have recognised the importance of making adjustments to
data before modelling to create a comparable data set, they have failed to do so in their work for
the AER as part of the draft decision.

Omission of environmental variables

The econometric benchmarking model developed by Economic Insights and relied upon by the
AER incorporates only a single environmental variable, proportion of underground cable, to
capture the operating environment differences between all businesses.”®’ Economic Insights
explained that it was forced to adopt a single operating environment variable due to the lack of
comparable data available from Ontario.”®® While the econometric model also includes customer

%% See Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, page 23

%% 5ee Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 38

%% see Attachment C28, Economic Insights, 2009, Assessment of Data Currently Available to Support TFP—based

Network Regulation, June, page 14

%7 The AER has made a series of ex-post adjustments to attempt to capture additional differences unique to

ActewAGL Distribution. These have been applied incorrectly and are discussed later in this section 3.4.4.5.

268 Economic Insights, 2014, Economic Benchmarking Assessment of Operating Expenditure for NSW and ACT

Electricity DNSPs, November, page 32
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numbers, circuit length, and ratched maximum demand, these do not capture environmental
differences in the nature of DNSPs networks.

The single environmental variable of proportion of underground cable is unable to capture the
differences between DNSPs. Despite this the AER has relied upon the outputs of the model to
conclude that ActewAGL Distribution's raw efficiency score compared to the frontier dictates a
reduction to ActewAGL Distribution's base opex of 61 per cent, or a CD SFA initial value of $26
million ($2013/14). The data set and modelling upon which this conclusion is based is
fundamentally flawed as the model excludes the necessary environmental variables to capture
fully the characteristics of ActewAGL Distribution.

The AEMC has noted that circumstances exogenous to a DNSP should be generally taken into
account whereas endogenous circumstances®® should generally not be considered by the AER in
undertaking a benchmarking exercise.”’® ActewAGL Distribution agrees. Accordingly, ActewAGL
Distribution has urged the AER to more fully consider environmental factors that are beyond the
control of DNSPs.””!

The importance of explicitly accounting for environmental factors as part of the modelling was
also identified previously by the ACCC and AER Regulatory Development Branch which states:*’?

...in practice, where more diverse NSPs might be included for economic benchmarking it would be
necessary to explicitly model the impact of key operating environment factors that may affect
NSP performance.

Similarly, as highlighted in submissions to the Productivity Commission, ActewAGL Distribution
considers that to be robust and informative benchmarking should recognise and quantify the
impact of uncontrollable factors associated with the physical and institutional environment and
historical circumstances, as well as controllable drivers of cost differences such as differences in

%% The AER has implicitly taken endogenous factors (such as capitalisation) into account due to insufficient data

normalisation. This is discussed earlier in this section.

29 5ee Attachment C5, AEMC, 2012, Rule Determination, National Electricity Amendment (Economic Regulation

of Network Service Providers) Rule 2012, November, page 113

71 5ee Attachment C28, ActewAGL Distribution, 2014, Response to the AER’s Draft Annual Benchmarking Report,

September, page 12

22 50 Attachment C18, ACCC/AER Regulatory Development Branch, 2013, Economic Benchmarking Model:

Technical Report, page 5
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accounting treatments and differences in work practices and operating techniques.273 This
consideration was based on experience during the 2009-14 distribution determination where the
differences between firms was not controlled for and resulted in misleading and biased results.
Although the AER’s consultants recognised that there may be some unique cost drivers and less
capitalisation these issues did not factor into the benchmarking analysis. ActewAGL Distribution
was able to demonstrate that quantifying just one of the unique cost drivers, the leasing of some
assets which is treated as capital expenditure by other firms, significantly altered the results.””*

The AER has also recognised the importance of including exogenous factors and states:*’

We are satisfied that the benchmark comparison point will result in a total forecast opex
estimate that reasonably reflects the opex criteria, subject to accounting for any exogenous
factors not captured by benchmarking.

Despite this, only a single environmental variable has been included in the AER’s preferred
model. In modelling only a single environmental consideration, underground cables, the AER’s
model assumes that the only other reason for cost differences is inefficiency, leading to an
overestimation of efficiency gaps.276 In particular Mr Blair identified that networks in favourable
operating conditions will appear efficient while those in challenging conditions will appear
inefficient.””’

Failing to include environmental variables leads to a model that is not reflective of industry costs.
This is shown by Mr Blair who examines the link between cost categories and the variables
included in the AER’s preferred model*”® and which is reinforced by Mr Shuttleworth who
comments that:

3 5ee Attachment C29, ActewAGL Distribution, 2012, Response to Productivity Commission Electricity Network

Regulation Issues Paper, April, page 3

7% see Attachment C29, ActewAGL Distribution, 2012, Response to Productivity Commission Electricity Network

Regulation Issues Paper, April, page 2

73 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-39

7% See Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, pages 42 to 43

77 See Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, page 42

78 See Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, page 40
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Until anyone can claim with certainty that a benchmarking model has capture every possible cost
driver, it is incorrect and misleading to ascribe the residual to “inefficiency”, or to describe the
benchmark as a measure of “efficient costs”. [...] Thus, when regulators use the results of
benchmarking as a reason to disallow a proportion of total costs (or of a particular subset of
costs), they are in fact acting on an arbitrary basis without proper evidence. 279

This has also been recognised by Economic Insights in 2010 in comparing a gas distribution
business in a unique operating environment who noted that:

However, its operating environment conditions are so different to those of the other included
GDBs that it is difficult to establish whether or not Envestra Qld is operating efficiently based on
this comparison. To do this we would need to either include other small GDBs operating in a
subtropical environment or undertake econometric adjustments for operating environment

. 280
conditions.

The econometric model is highly sensitive to the manner in which environmental factors are
taken into account. Mr Blair states:**!

Whilst Economic Insights have incorporated the share of network underground directly into the
cost function, another equally valid technique is to adjust the error term (and therefore the
measure of technical inefficiency) for the influence of the environmental variable. Whilst the
choice of which method to use is a largely philosophical one, results suggest that whilst
benchmarking rankings stay the same, estimates of inefficiency can vary significantly between
the two techniques.

Mr Blair points to previous work by Tim Coelli, a member of the Economic Insights team, in the

airline industry where he found:**

9 5ee Attachment C30, Shuttleworth, G., 2005, Benchmarking of electricity networks: Practical problems with its

use for regulation, vol.13, September, page 315

%80 5ee Attachment C3 1, Economic Insights, 2010, The Productivity Performance of Envestra’s South Australian

and Queensland Gas Distribution systems, September, page 39

8! ee Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, page 41

282 See Attachment C32, Coelli, T., Perelman, S. and Romano, E., 1999, Accounting for Environmental Influences
in Stochastic Frontier Models: With Application to International Airlines, Journal of Productivity Analysis, vol. 11,

page 271
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... we are comforted to find that the ranking of efficiencies do not vary greatly with the method
selected but are concerned to find that the sizes of the estimated efficiencies do differ
significantly.

To test the sensitivity of the results with respect to how the environmental factor of the extent
of undergrounding is taken into account, Mr Blair:**

re-ran the SFA model with the environmental variable incorporated in the error term. The results,
based on the raw efficiency scores were as follows:

e ActewAGL move from being 58% from the frontier firm to 40% from the frontier firm; when
adjusted for inputs (according to the AER assumptions and process) and relative to the upper
quartile ActewAGL would have received an opex reduction of 12% using this error term
method...

Given that there appears to be no definitive answer over which assumption is the “correct” one
for accounting for environmental variables we believe the AER should recognise the significant
variations in efficiency scores that can occur with the use of economic benchmarking and should
place less reliance on the models for determining specific opex adjustments which are based on
volatile estimates of efficiency.

The analysis of Mr Blair highlights the sensitivity of the econometric model to a relatively minor
change in its specification and reinforces that the results of the Economic Insights econometric
model cannot be relied upon.

Adjustments are arbitrary

Notwithstanding that the adjustments should have been applied before modelling, the AER’s
after modelling adjustment to compensate for the lack of explanatory power of the econometric
model is arbitrary and unsubstantiated. The AER has applied an adjustment to ActewAGL
Distribution’s CD SFA initial value of 30 per cent, $8.6 million, to account for operating factors
not taken into account in the econometric model. The factors contributing to the adjustment
implemented by the AER are shown in the table below.

Table 3.7 Adjustments to SFA determined operating expenditure

Environmental factor % Adjustment Impact on base year (Smillion)

Capitalisation policy 17.6% 5.0

% See Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, page 41

159 Revised Regulatory Proposal 2015-19 ActewAGL Distribution




Lictew7IGL 20

for ﬁow

Standard control services connections 4.5% 13
Backyard reticulation 2.8% 0.8
Taxes and Levies 2.3% 0.7
OH&S regulations 0.5% 0.1
15 combined factors®®’ 2.3% 0.7
Total 30% 8.6

The AER has investigated individually capitalisation policy, standard control services connections,
backyard reticulation, taxes and levies and occupational health and safety regulations. The total
impact of these adjustments is 27.7 per cent of the total 30 per cent adjustment. The AER has
then identified a further 15 factors which it considers to be immaterial and states that:**

Although individually the effects of these operating environment factors on opex may not be
material, their combined effect may be

In response, the AER has applied a further arbitrary 2.3 per cent adjustment to bring the total
adjustment to 30 per cent, or $8.6 million. The application of the 2.3 per cent adjustment to
account for the impact of 15 unique factors to round the total adjustment to 30 per cent again
highlights the arbitrary nature of the AER’s approach and calls into question the need to
undertake such a complex econometric process if the final results are applied so arbitrarily.

In addition, the approach adopted to calculating the initial five adjustments is unclear. For
example, ActewAGL Distribution submitted that backyard reticulation costs an additional $2.0
million, the AER raised no issues with this cost estimate yet the AER has applied an adjustment of
only $0.8 million. ActewAGL Distribution also considers that the adjustment for capitalisation
understates the different allocation of costs and only incorporates half of the effect from the
new CAM and that ActewAGL Distribution does not capitalise vehicles and computers as
discussed previously. Additionally, the AER does not make any adjustments for the significant

284 T " . . . . . . ey
Building regulations, bushfires, corrosive environments, environmental regulations, grounding conditions,

natural disasters, planning regulations, proportion of 11kv and 22kv lines, proportion of hardwood poles, service
lines, shape factors, skills required by difference service providers, sub transmission, topography and traffic
management.

% AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-91
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non-recurring cost items that ActewAGL Distribution incurred in its base year 2012/13, also as
discussed previously.

As such, the AER’s after modelling attempt to compensate for the inadequacies of the
econometric model are arbitrary and cannot be substantiated.

Moreover, in an information request response to the AER on 3 October 2014, ActewAGL
Distribution highlighted a selection of its unique cost drivers.”®® Mr Glyde and Mr Mudge have
also considered ActewAGL Distribution’s unique cost drivers and compared operating
environments of ActewAGL Distribution with the frontier businesses identified by the AER. Mr
Glyde considers that the AER’s benchmarking approach does not fully account for the technical,
business practice or unique market factors of ActewAGL Distribution. In addition, Mr Glyde and
Mr Mudge identify concerns with the AER’s application of the benchmarking outcomes. Mr Glyde
Mr Mudge reached the following significant conclusions:**’

Technical Differences

The AER’s benchmarking approach does not appropriately account for the technical differences
between AAD and the frontier businesses. ...In particular Advisian has identified issues with the
AER’s benchmarking relating to:

(a) Comparability of the DNSPs used for benchmarking purposes;

(b) The inadequacy of the AER’s benchmarking model to appropriately capture the variability in
opex drivers between Australian DNSPs;

(c) The failure to appropriately consider the effect of spatial density (customers/km?2) in addition
to linear density (customers/km) on efficient Opex;

(d) The need for DNSPs to operate and maintain the assets they actually have, rather than the
assets they might have had (if they had been subject to the same operating environment and
historical development as the notional frontier DNSP), in a safe and reliable manner;

286 . . . . . . .
Including backyard reticulation, economies of scale, proportion of natural hardwood poles in service,

customer requirements and expectations, ActewAGL Distribution’s high proportion of 132kv assets, the capacity
intensity of the network and regulatory obligations such as feed-in tariffs, energy industry levy and the utilities
network facilities tax. See also: ActewAGL, 2014, Regulatory Proposal, 2015-19 Subsequent regulatory control
period, Distribution services provided by the ActewAGL Distribution electricity network in the Australian Capital
Territory, 2 June (resubmitted 10 July), page 243 and ActewAGL Distribution, 2014, Response to the AER’s Draft
Annual Benchmarking Report, August, pages 3, 6 and 11

87 see Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, pages

1to5
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(e) Differences in reliability and safety performance over the analysis period; and,

(f) The application of the AER’s adjustment for additional costs relating to backyard reticulation
in the ACT.

Business Practices

The AER’s benchmarking approach does not appropriately correct for the differences in business
practices between AAD and the frontier businesses. ... In particular Advisian has identified issues
with the AER’s benchmarking relating to:

(a) The AER’s reliance on an erroneous and inconsistent assessment of vegetation management
expenditure to support its conclusion that AAD is inefficient;

(b) The AER’s reliance on an incomplete category analysis (considering only circuit km, and not
corrected for reporting differences) to infer that AAD’s maintenance expenditure on line and
substation assets is inefficient;

(c) The failure to appropriately correct for differences in cost allocation practices, including
inconsistencies in the calculation and application of the AER’s own ex-post model adjustments;

(d) The failure to appropriately correct the frontier businesses as well as AAD for differences in
the allocation of corporate overheads in relation to the Victorian AMI Program;

(e) The failure to appropriately correct the frontier businesses to account for the realisation of
specific operational synergies (i.e. shared management and shared control rooms) that are not
transparently available to AAD due to its geographical isolation from other DNSPs.

Factors Affecting the ACT

The AER’s benchmarking approach does not appropriately take into account the unique market
factors that affect the ACT. ... In particular Advisian has identified issues with the AER’s
assessment relating to:

(a) The failure to consider whether benchmarking against the outsourcing approaches adopted
by other businesses is achievable in the context of the existing ACT contractor market;

(b) The failure to consider the extent to which AAD’s relative isolation limits its ability to realise
greater labour and equipment utilisation due through the provision of unregulated contestable
services.
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AER’s Application of Benchmarking Findings

The application of the AER’s benchmarking approach is inconsistent with productivity trends over
the analysis period and the findings of other independent analysis of the data sets used for
benchmarking. ... In particular Advisian has identified issues with the AER’s assessment relating
to:

(a) The inadequate consideration of AAD circumstances, and apparent inconsistency of the AER’s
interpretation of the revised NER’s when compared to the AEMC guidance;

(b) The failure of the methodology used to ‘roll forward’ productivity scores to account for the
significant decline in the assessed productivity of the frontier businesses over the analysis period;

(c) The inability of the SFA CD model and resulting opex cost function to take account of
differences in reliability and safety 10 performance between DNSPs resulting in an inconsistency
between the reduced opex allowance and the NER requirements and STPIS incentives to maintain
reliability at current levels.

(d) The clear contradictory evidence from the Ontario Government’s advisory panel with regard
to Economic Insights conclusion that statistically, there are no apparent scale economies for
DNSPs in the combined Ontario, Australian and New Zealand data set.

Based on his assessment, Mr Glyde and Mr Mudge concludes that: 288

In our opinion, the AER’s alternative forecast is insufficient for AAD to achieve the operating
expenditure objectives over the 2014/15 to 2018/19 period as the underlying benchmarking
approaches do not adequately take into account:

e the technical differences between DNSPs;

e the differences in cost categorisation between DNSPs;

e the actual productivity achieved by the ‘frontier’ businesses in the base year; and,
e the circumstances that are unique to the ACT electricity distribution network.

As the impact of these factors are not reflected in the AER’s alternative Opex forecast, the
alternative forecast does not reflect the efficient costs of achieving the operating expenditure
objectives for the ACT network.

In response, Mr Glyde and Mr Mudge recommend a series of material adjustments to ActewAGL
Distribution’s base year operating expenditure to account for technical characteristics, business
practices, unique market factors and the AER’s application of benchmarking outcomes that are

88 See Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page 6

Revised Regulatory Proposal 2015-19 ActewAGL Distribution




Lictew7IGL 20

for gzm

not accounted for adequately in the AER’s model. Notwithstanding the previous points regarding
that adjustments should be undertaken before modelling, in order to ensure comparability with
the AER’s approach, Mr Glyde and Mr Mudge have identified adjustments to apply to the AER’s
base year as calculated using its econometric model as shown in the table below:?**

Table 3.8 Mr Glyde and Mr Mudge’s recommended adjustments

0

Advisian Calculated Base Opex29 $30.93 (100.0%)
Issues Identified by the AER in the draft decision

AER Jurisdictional Taxes +$0.71m (2.3%)
AER Standard Control Services Connections +$1.40m (4.5%)
AER OH&S +$0.15m (0.5%)
AER Miscellaneous Factors +$0.74m (2.4%)
Backyard Reticulation®* +$2.00m (6.5%)
Technical Factors

SWER Circuit Length +5$0.38m (1.2%)

. . . Adjustment to model or As revealed in the audited base
Linear v Spatial Density

year
Installed Transformer Capacity v Ratcheted Adjustment to model or As revealed in the audited base
Maximum Demand year

Reliability +$1.26m (4.1%)

Backyard Reticulation +$2.0m (6.5%)

89 5ee Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, pages

7to8

2%0 Advisian notes that this differs from the ‘base’ opex determined from the Economic Insights model.

This is because the Economic Insights model determines base opex for the midpoint of the analysis period and
then ‘rolls forward’ the figure to account escalation to a 2012/13 base and to allow for growth in the factors
taken into account in the opex cost function determined from the SFA CD results. Advisian’s calculation is based
on the AER’s spreadsheets used for AAD’s draft decision, an electronic copy of the spreadsheet has been
provided to AAD.

2! nclusive of the component included in the AER’s draft decision
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Business Practices
Vegetation Management
Maintenance
Operating Leases®*
‘Capitalisation Policy'293

Pole Top Structures

Network ‘Overheads’

AMI Corporate OH Allocation

Realised Synergies CitiPower/Powercor Corp OH
Realised Synergies Victorian Network Operations
AER Application Factors

2013 Basis Productivity Scores

Remove Potential for Double Counting

Less AER ‘Capitalisation Policy’ and ‘Miscellaneous’

adjustment
Total (Sum)
Cumulative effect

Total (Cumulative)

Lictew/IGL 200
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Adjustment Sm (% of efficient base)

Review the basis for rejection of AAD’s revealed costs
Review the basis for rejection of AAD’s revealed costs
+$3.00m (9.7%)
+$9.90m (32.0%)
+$3.32m (10.7%)
+$4.64m (15.0%)
+$0.85m (2.8%)
+$1.08m (3.5%)

+$0.80m (2.6%)

-$0.18m (0.6%)

-$10.64m (34.4%)

$50.36m (62.8%)
+$15.06m (48.7%)

$65.42m (111.5%)

Mr Glyde and Mr Mudge after compensating for the factors omitted from the AER and Economic
Insights analysis estimates an opex allowance comparable with ActewAGL Distribution’s revealed

cost opex.

In conclusion, the AER has failed to apply the necessary before modelling adjustments to the
data set and has therefore been forced to adopt a model that does not capture the required
environmental variables. In order to compensate, it has incorrectly applied after modelling

292

Inclusive of the component included in the AER’s draft decision

23 |nclusive of the component included in the AER’s draft decision
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adjustments which are arbitrary and unsubstantiated. In addition, the adjustments significantly.
under compensate for the actual characteristics of ActewAGL Distribution’s network.

The AER’s efficiency frontier adjustment from 2009 to 2013 has been applied incorrectly

The AER has made a further adjustment to the efficiency frontier in an attempt to recognise that
the data set is based on the mid-point of 2006 and 2013 data (i.e. the mid-point of 2009) and as
such must be translated into current terms. As part of this adjustment, the AER has applied a
S4.9 million increase to ActewAGL Distribution’s CA SFA initial value.

However, Mr Blair has identified an ‘error inherent in the calculation of the frontier’.”®* The AER
has failed to recognise that the frontier itself has moved since 2009 with the productivity of the
frontier businesses falling 9 per cent. The error in calculating the frontier has resulted in
ActewAGL Distribution, using the AER’s modelling approach, appearing 9 per cent less efficient
than is actually the case.” As such, adopting the AER’s approach, a greater increase to the initial
CD SFA value is required.

This point is also identified by Mr Glyde and Mr Mudge identify an issue in:**°

the AER’s application of the Opex benchmarking results ...[in] the use of the average productivity
score over the analysis period (2006-2013) rather than using the actual score of the frontier
businesses in 2013. This places a significant upward bias in the productivity scores for the South
Australian and Victorian DNSPs whose assessed productivity have declined considerably over the
period

The efficiency frontier is established incorrectly

Economic Insights and the AER has acknowledged the model limitations, data imperfections and
other uncertainties inherent in the econometric modelling. Economic Insights notes:>”’

%% See Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, page 53

% see Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, pages 53 to 55

2% gee Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

104

7 Economic Insights, 2014, Economic Benchmarking Assessment of Operating Expenditure for NSW and ACT

Electricity DNSPs, November, page 28
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We first examined the scope to estimate an opex cost function using only the AER’s economic
benchmarking RIN data on 13 DNSPs over an 8 year period (104 observations in total). However,
this produced econometric estimates that were relatively unstable. ... We observed that small
changes in variable sets (and methods and functional forms) could have a substantial effect on
the output elasticity estimates obtained and the subsequent efficiency measures derived from
these models. ... After a careful analysis of the economic benchmarking RIN data we concluded
that there was insufficient variation in the data set to allow us to reliably estimate even a
simple version of an opex cost function model (emphasis added)

In addition, Economic Insights states:*®
all models are by definition a simplification of reality and may not capture all relevant effects

In addition to their attempt to address these concerns via the incorrect application of
adjustments discussed above, they have also applied a further adjustment to the efficiency
frontier against which ActewAGL Distribution is assessed. The AER has compared ActewAGL
Distribution against a hybrid efficient business by creating a weighted average of all networks
with an efficiency score above 75 per cent. This has the result of increasing the base year opex
for ActewAGL Distribution’s CD SFA initial value by $2.7 million.

ActewAGL Distribution submits that this is flawed for three reasons:

e Given the concerns already identified with the AER’s approach and the AER’s claim that
a cautious approach is necessary, the adoption of average performance is more
appropriate than adopting an estimate of the frontier;

e Businesses should be grouped into ‘like-with-like’ groups, or latent classes; and
e The frontier ‘hybrid’ efficient company is not representative.

To begin with the need to make such an adjustment to the frontier highlights that the model is a
gross simplification of reality and is unable to capture all relevant factors of the model. Professor
Newbery notes that:

It is worth noting that when requlatory judgement is applied to the frontier after it is estimated

via SFA it calls into question why this more complex and less transparent technique was chosen in

the first place.””

%8 Economic Insights, 2014, Economic Benchmarking Assessment of Operating Expenditure for NSW and ACT

Electricity DNSPs, November, page 47

% 5ee Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 38
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Use of average performance rather than frontier firms

Notwithstanding the concerns of Professor Newbery ActewAGL Distribution does not consider
the approach of the AER to be sufficiently cautious.

Rather, ActewAGL Distribution submits that the adoption of an average performance is more
appropriate than the use of a frontier. By estimating an efficiency frontier, Economic Insights are
producing an estimate of the short-run, unsustainable cost function which is inconsistent with
the NEO and the long term interests of consumers.

An analysis of econometric benchmarking of United States power companies by Dr Lowry and Dr
Getachew identifies the need to take a longer term perspective of efficiency (and by implication
include dynamic and allocative efficiency as well as purely productive efficiency as is the case for
frontier modelling). Dr Lowry and Dr Getachew find that estimating a frontier is inherently biased
and that an average approach is preferred:300

Existing frontier benchmarking methods estimate the distance from the unsustainable cost
frontier and are therefore inherently biased in measurement of the distance from the more
relevant long run sustainable frontier. This problem is not encountered with an average industry
standard.

...there is currently no effective way to identify the sustainable minimum cost of utility service. At
each point in time several utilities in a sample used for benchmarking will likely incur costs that
are below the sustainable minimum.

The AER uses frontier benchmarking to determine the costs of a hypothetical ‘efficient’ firm, and
has used the costs of this hypothetical ‘efficient’ firm to set actual expenditures for ActewAGL
Distribution. Dr Lowry and Dr Getachew argue this is incorrect and that the average performance

. . 301
is a more suitable benchmark:

...benchmarking methods are either based on best or frontier performance or on representative

or average performance.

... We posit that average performance most clearly embodies a competitive market standard and
the best performance embodies a frontier standard.

30 gee Attachment C33, Lowry, M.N., Getachew, L. and Hovde, D., 2005, Econometric Benchmarking of Cost

Performance: The Case of U.S. Power Distributors, The Energy Journal, vol. 26, no. 3, page 77

31 see Attachment C34, Lowry, M.N. and Getachew, L., 2009, Statistical benchmarking in utility regulation: Role,

standards and methods, Energy Policy, vol. 37, page 1326
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...superior cost performers in competitive industries are entitled to superior returns. If firms must
operate on the frontier to earn a competitive return, the regulator is essentially acting as a
monopsonist on behalf of customers.

A similar point was also identified by the AER and ACCC Regulatory Development Branch which
identified the need to appropriately incentivise businesses and allow for dynamic efficiencies: 302

As suggested by the Productivity Commission (2012, p. 141), the objective of a regulatory regime
should be to incentivise benchmarked businesses to operate close to, but not necessarily on, the

frontier. This approach provides for an incentive gap to reward businesses for being dynamically
efficient. This approach also addresses potential regulatory error. The implication is that caution
should be exercised in relation to the use of raw results from frontier-based methods.

In addition to this conceptual issue, the practical issue of sensitivity of frontier methods is not
considered by the AER. Dr Lawrence, one of the authors of the Economic Insights report on
which the AER based its operating expenditure decision, has previously stated the limitations
with using frontier approaches to benchmark firms:*%

The average approach does appear to replicate the market outcome more closely but runs the
risk of too low a target being set. On the other hand, frontier approaches (including stochastic
frontier analysis) are more sensitive to data errors and can lead to unrealistically high and,
indeed unachievable, targets being set.(emphasis added)

Taking on board the issues outlined by Dr Lawrence,*® the New Zealand Commerce Commission
implemented benchmarking relative to an average performing firm, rather than a frontier

performing firm:>%

Given the sensitivity of a frontier approach to outliers in the presence of poor data quality, the
Commission considers that it is prudent to reset the price path threshold for the regulatory period
beginning in 2004 on the basis of average rather than frontier performance.

302 50 Attachment C18, ACCC/AER Regulatory Development Branch, 2013, Economic Benchmarking Model:

Technical Report, page 20

%% See Attachment C35, Meyrick and Associates, 2003, Regulation of Electricity Lines Businesses Resetting the

Price Path Threshold — Comparative Option, September, page 43

3% See Attachment C35, Meyrick and Associates, 2003, Regulation of Electricity Lines Businesses Resetting the

Price Path Threshold — Comparative Option, September

395 5ee Attachment C36, Commerce Commission, 2004, Regulation of Electricity Lines Businesses, Targeted

Control Regime, Threshold Decision (Regulatory Period Beginning 2004), April, page 40
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Economic Insights’ report to the AER mentions briefly but does not consider in detail the use of
an average cost function (i.e. average performance) before adopting a minimum cost function
(i.e. frontier performance) as the benchmark.*®® The difference has been considered by NERA
Economic Consulting:

The subtle but important distinctions between perfect and real world efficiency, and the perfect
and effectively competitive market thresholds that are consistent with these concepts, give rise
to the question as to whether the benchmark concept for an ‘efficient’ firm applied by regulators
should be one of ‘average’ efficiency or ‘perfect’ efficiency. Each business is an amalgamation of
different operations. Some firms will simply be better at some of these operations than others. It
would be unrealistic to expect any one firm to be able to attain frontier efficiency across all of its
operations. It follows that setting expenditure benchmarks by reference to ‘perfect’ efficiency
runs the risk of establishing tariffs that are below the lowest sustainable cost of delivering the
service that is practically achievable for all firms. Tariffs set by reference to ‘perfectly efficient’
costs risk undermining service providers’ incentives to undertake efficient investment and may
therefore be detrimental to dynamic efficiency and so to the long-term interests of consumers.

Related aspects of the regulatory regime applying to DNSPs also throw light on the appropriate
interpretation of ‘efficient costs’. The NEL requires the service provider to be provided with the
opportunity to earn ‘more than’ its efficient costs (Section 7A(2)). This implies that efficient costs
are not to be interpreted as ‘perfectly efficient’ costs which, by definition, cannot be bettered ...
The NEL also requires the service provider to be given effective incentives, which forms the basis
for the efficiency benefit sharing scheme set out in the NER.

If every firm could attain ‘perfect’ efficiency on an ongoing basis, then there would be no need for
either of these provisions, which have the primary purpose of incentivising improved efficiency
performance. Notwithstanding that, in practice, perfectly competitive markets and perfectly
efficient firms amount to an unattainable threshold and so represent an unrealistic benchmark
against which to assess regulated firms’ expenditure, the regulatory regime seeks to ensure that
profit maximising firms are always striving to improve their efficiency. Adopting a benchmark of
‘average’ efficiency in assessing expenditure does not therefore mean that a regulated firm’s

. . . . . . . .. 307
incentives to improve its efficiency are in any way diminished.

Shuttleworth has also considered the implications of average and perfect efficiency noting that:

3% Economic Insights, 2014, Economic Benchmarking Assessment of Operating Expenditure for NSW and ACT

Electricity DNSPs, November, page 8

%97 see Attachment B1, NERA, 2014, Economic Interpretation of Clauses 6.5.6 and 6.5.7 of the National Electricity

Rules Supplementary Report for Ausgrid, pages 8 to 9.
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The main aim of benchmarking is to identify “efficient costs”... In other industries, efficient
companies earn a reward for their exceptional performance, in the form or higher than average
returns... the CAPM method of setting the allowed rate of return ... focuses on average stock
market performance.... therefore [the regulator offers] average returns for exceptional
performance —a combination that potential investors will find unattractive compared with the
returns on offer in other industries. Regulated companies operating under this kind of regime
would therefore find it difficult or impossible to attract or retain capital for investment.’®

While the AER considers its approach of producing a hybrid efficient firm based on those that
score above 75 per cent, when considered against international experience it is not the case.

Professor Newbery notes that the use of an upper quartile approach has been adopted by Ofgem
and Ofwat he points out that this approach is only adopted once the regulator has collected data
on a transparent and consistent basis over a long period; having tried and tested models result in
higher confidence in the data and reduce the need for making further discretionary
adjustments.309 He also notes that instances of where Ofgem have benchmarked operating costs
at the upper third due to data variability.310

The approach of Ofgem and Ofwat implies that the AER and Economic Insights should take a
more cautious approach than that which it has adopted given the numerous issues identified
with their approach. Professor Newbery, in considering evidence from international regulators,
has noted that:

In relation to ‘aiming-off’ the frontier (or choosing a less challenging frontier), regulators have
shown a large degree of discretion in determining the extent to which inefficient companies need
to close the gap to the frontier and how quickly they need to do this. This is even after the
regulator has used its discretion in choosing a frontier. In making their judgement regulators take
into account:

e the robustness of the data and maturity of the dataset;
e the modelling technique used;

e the choice of the ‘frontier’; and

3% 5ee Attachment C30, Shuttleworth, G., 2005, Benchmarking of electricity networks: Practical problems with its

use for regulation, vol.13, September, page 317

%% see Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 42, table 4.1

30 gee Attachment C37, Ofgem, 2009, Electricity Distribution Price Control Review: Final Proposals, December,

page 40
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e the feasibility of the company cutting its costs, while maintaining financeability,
reliability and safety.

In almost all cases they have taken a more cautious approach than using a simple frontier in
order to recognise the limitations of the modelling and the economic costs and risks placed on
the companies. This is not dissimilar to the revenue and pricing principles that the AER must take

into account as set out in Section 7A of the NEL. 3

Moreover, the approach of averaging the results of firms that achieve an efficiency score of at
least 75 per cent is specific to the current set of results derived from the model. It is possible to
envisage a scenario where all firms achieved an efficiency score of over 75 per cent. In this
instance, the AER’s approach to establishing the frontier would not work, Professor Newbery
considered that:

if a different specification was run and all companies achieved efficiency score of over 75% then
the AER’s approach would not work in the way intended, in my opinion, as the frontier would be

an average over all the DNSPs’ efficiency scores.*™?

Given that the use of a frontier business represents an unsustainable cost function and that
perfect efficiency is not realistically attainable, ActewAGL Distribution does not consider the use
of hybrid efficient company based on those with efficiency scores above 75 per cent to be a
cautious approach.

Grouping of business into latent classes would be more reasonable

There are significant differences between the DNSPs included in the econometric model data set.
A well-recognised approach to dealing with differences between businesses is to group
businesses into latent classes, i.e. like-with-like groups such as grouping rural and urban
businesses separately. Once the groups have been established, specific frontiers are established
for each group against which its efficiency is judged. Such an approach is especially valid within
the context of the AER adopting a single environmental variable (proportion of underground
cabling) as discussed earlier.

Mr Glyde and Mr Mudge, following their analysis of Australian DNSPs and comparison with the
international data set, notes that they:313

3 gee Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 50

312 attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs: ActewAGL

Distribution, January, page vi
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would have expected the benchmarking analysis to include some ‘class’ analysis that maximised
homogeneity within the classes, and maximised heterogeneity between classes.

However, despite the differences in the underlying composition of the data set, Economic
Insights has failed to adopt such an approach despite previously recognising the importance of
grouping like-with-like businesses to take into account differences in the inputs and outputs of

. .. . 314
individual businesses:

Economic Insights (2009a) demonstrated that while technical change may be relatively common
across DBs, differences between prices and underlying costs on both the output and input side
mean that achievable TFP growth is likely to vary significantly across DBs. This means that it is
likely to be necessary to divide DBs into at least a small number of peer groups.

It is difficult to reconcile Economic Insights’ advocating the use of latent classes in measuring
changes in productivity in 2009, but not considering it an issue with an expanded, international
data set, in 2014.

Mr Blair finds that a single frontier in the Australian environment is unlikely and undertook latent
class modelling and identified four different classes. The failure by Economic Insights to consider

the use of latent classes in its establishment of the efficiency frontier results in overestimation of
the inefficiency of DNSPs who are not benchmarked against comparable businesses.*"

Concerns with development of the theoretical frontier efficient firm

The theoretical efficient business developed by Economic Insights against which ActewAGL
Distribution is considered is based on those businesses with an efficiency score above 75 per
cent. Economic Insights developed the theoretical firm based on a weighted average of five
businesses. However, the theoretical firm is not representative of a typical Australian DNSP and
differs substantially from ActewAGL Distribution.

Mr Glyde and Mr Mudge identify that the hybrid company generally maintains smaller volumes
of assets per customer than the industry average across both line and substation assets.

313 5ee Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

35

31% see Attachment C38, Economic Insights, 2009, Total Factor Productivity Index Specification Issues, December,

page 36

313 See Attachment C4, Huegin, 2015, Huegin’s response to Draft Determination on behalf of NNSW and

ActewAGL, Technical response to the application of benchmarking by the AER, January, pages 55 to 56
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Similarly, in comparison with the frontier company, ActewAGL Distribution operates and
. . 316
maintains:

e significantly less line assets per customer than the frontier business;

e significantly more zone and distribution substation assets per customer than the frontier
business; and,

e significantly more underground network than the frontier business.

As the AER’s network scale metrics relate to line length and not installed substation capacity, the
higher zone and distribution transformer capacity per customer represents a significant
additional opex requirement that is not accounted for in the AER’s model specification.

Specifically, Mr Glyde and Mr Mudge identifies, in comparison with the Victorian urban DNSPs,

that ActewAGL Distribution must operate and maintain:*"’

e  36% more sub transmission lines;
e 40% more zone substation transformer capacity;
e 108% more 11kV-33kV distribution lines;
e 32% more distribution transformer capacity; and,
e 38% more low voltage line.
e 41% more poles per customer;
e 20% more route length per customer for an equivalent circuit length;
e 36% more overhead line length per customer.
Mr Glyde and Mr Mudge concludes that: 318
This fundamentally disadvantages AAD

In conclusion, the AER has not adopted a cautious approach, especially within the context of the
numerous issues with its approach and the use of average performance against which to

316 5ee Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

46

317 See Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, pages

47 and 48

318 5ee Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

47

174 Revised Regulatory Proposal 2015-19 ActewAGL Distribution




Lictew/IGL 200

for You
v/

consider DNSPs performance is more appropriate than a frontier. The AER has also failed to
recognise the importance of grouping businesses into like-with-like groups. In addition, the
hybrid efficient company is not representative of the industry and ActewAGL Distribution.

3.4.4.6 Alternative benchmarking models would lead to different conclusions

Professor Newbery has developed alternative benchmarking models using only Australian RIN
data.*" Professor Newbery did not use the international data provided by the AER due to his
significant concerns about the robustness of inefficiency estimates that may be produced using
these data sets.**

The models developed by Professor Newbery overcome a number of deficiencies, albeit not all,
identified with the AER’s model, including:

e Greater normalisation of the RIN data
e Incorporation of a greater range of operating environment variables
e Assessment of a greater range of parametric techniques.

Accordingly, Professor Newbery was able to produce superior results using corrected ordinary
least least squares (COLS) and random effects (RE) econometric models, shown against the AER’s
preferred model below in Figure 3.5 and Figure 3.6. These econometric concepts are explained
further in Attachment C3.

319 problems with using international data are discussed in section 3.4.4.5.

320 5ee Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 18
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Figure 3.5 CEPA OLS efficiency Scores versus AER preferred model**
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Figure 3.5 shows Economic Insights SFA results (black) against 7 of Professor Newbery’s OLS
alternative models which comprise of 4 Cobb-Douglass and 3 Translog model results. The range
of scores is significantly tighter than those estimated by Economic Insights with the lowest
efficiency score above 60 per cent.*”? As with the OLS models Professor Newbery’s alternative RE
(GLS) models produce a tighter range of efficiency scores than Economic Insight’s results, as
shown in Figure 3.6. The lowest efficiency score in the case is slightly over 50 per cent.

321 Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs: ActewAGL

Distribution, January, page 27

322 pttachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs: ActewAGL

Distribution, January, page 28
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Figure 3.6 CEPA RE (GLS) efficiency scores versus AER preferred model*?
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Professor Newbery’s results are in stark contrast to the Economic Insight’s consistent results
which gave the AER:

...confidence that the models provide an accurate indication of the efficiency of base year

324
opex.

ActewAGL Distribution considers this confidence misplaced.

Using the results of the alternate models, Professor Newbery examines the impact of both sets
of efficiency scores on the implied opex allowance for ActewAGL Distribution. In doing this,
Professor Newbery uses three frontier definitions:

323 5ee Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 31

2% AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-60
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e the AER’s approach of averaging the efficiency over companies that achieve an efficiency
score of at least 75 per cent;

e the upper quartile itself; and
e the median efficiency score.**

The horizontal axis in

Figure 3.7 represents the frontier under each definition used by Professor Newbury. Model
results for ActewAGL Distribution above the axis imply an increase in the base year opex,
whereas results below the axis imply a base year opex reduction.

323 See Table 3.5 and 3.8 of Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the

Australian DNSPs: ActewAGL Distribution, January, page 28 and 32
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Figure 3.7 Implied opex change for ActewAGL Distribution using Professor Newbery’s alternative
326

models
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If the results of these alternative models were to be applied mechanistically like the AER’s
approach, the implied opex adjustments would result—for 6 out of 7 models—in ActewAGL
Distribution’s base year opex to be set at similar levels as those in ActewAGL Distriubtion’s
regulatory proposal. Moreover, for many of the model/frontier combinations, used
mechanistically, would result in an increase in the base year opex.

All specifications aside from CD 4 include 132kV share of circuit as an environmental variable.
Therefore Professor Newbery noted that including this variable significantly reduces the range of
efficiency scores across the companies and that:

326 ActewAGL Distribution analyais based on table 3.5 and 3.8 of Attachment C3, CEPA, 2015, Benchmarking and

setting efficiency targets for the Australian DNSPs: ActewAGL Distribution, January, page 28 and 32
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...as this variable is significant, and positive, in almost all the specifications I tested it does
indicate that operating higher voltage lines and cables requires higher opex than lower voltage

. 327
lines...

While it may be argued that the ‘share of 132kV circuit’ may be capturing other differences
between the NSW, ACT and QLD networks and those of the other states, its general ‘significance’
and the significance of RAB additions in specifications without share of 123kV indicates that

there are operating differences that the Economic Insights’ model was not picking up.m

This result is consistent with Mr Glyde’s and Mr Mudge’s observation that there are differences
in scope and legacy design across jurisdictions:

Whilst not directly an issue for AAD (other than through model misspecification), Advisian has
previously identified a major issue in NSW and Queensland relating to scope of activities and
legacy design issues which results in a significant expansion of transformer capacity in those
states on a relative basis. The issue arises from NSW and Queensland DNSPs taking bulk supply
at 132kV or 110kV, and then transforming it to a 33kV sub-transmission voltage before a final
transformation to high voltage distribution level. This issue arose as new networks were
interfaced to legacy networks. As a general principle the Victorian and South Australian DNSPs
that form the ‘frontier DNSP’ transform from 66kV to their relevant high voltage (22 or 11kV). In

comparison, AAD transforms its energy from 132kV supply from TransGrid directly to 11kV. 329

Therefore it can be inferred that the CD4 model is less robust than the other alternate models, as
it fails to include necessary environmental variables.

Professor Newbery finds that significant caution should be placed on the results of any one
specification as it is unlikely to control for all differences and that a greater range of operating
variables and models are almost certainly required to control for the differences between
DNSPs.** Professor Newbery concludes:

%27 see Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 34

328 See Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 28

329 5ee Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, pages

52

330 5ee Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page v
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Even normalising for differences identified by Economic Insights/ AER prior to modelling leads to
a different efficiency target for the DNSPs. Given these issues, the AER’s reliance on the
econometric analysis may not be in the long-term interests of consumers, and therefore not
promoting the NEO, as the expenditure levels may be set below those required for the safe,
secure, reliable operation of the network.

I have not tried to identify a suite of or single perfect model for opex benchmarking, this is a
much more exhaustive process than the time allows. Rather, my analysis shows that there are
operating environment differences that Economic Insights have not controlled for in its
modelling. The modelling | have done provides a much tighter range of efficiency scores than

those produced by Economic Insights’ preferred model. 31

The large variation in results produced by Professor Newbery shows clearly that the selection by
the AER of one model on which to base its base year opex decision is incorrect or unreasonable
in all the circumstances. ActewAGL Distribution contends that the AER cannot have confidence in
the results produced by the Economic Insights models and should instead revert to relying on the
revealed cost approach.

In summary, the alternative models developed by Professor Newbery are superior to those
developed by Economic Insights as they undertake greater normalisation of the data and more
accurately take into account ActewAGL Distribution’s operating environment. The results from
these alternative models indicate that there is a much tighter range of efficiency scores. The
impact on ActewAGL Distribution’s base year opex allowance range from lower opex reductions,
and for some models, higher implied base year opex. These outcomes:

e highlight the inconsistency in results generated by different benchmarking models and
identify the risk of placing reliance on a single model as done by the AER; and

o affirm that the only correct and reasonable use of benchmarking is as an informative
tool to identify areas for further investigation, and that it is incorrect and unreasonable
to accord the weight to benchmarking that the AER accords it in its draft decision.

3.4.4.7 The AER’s supporting PPl analysis fails to substantiate benchmarking analysis

One of the techniques that the AER has used to compare the performance of different DNSPs is
the Partial Performance Indicator (PPI) analysis. The PPl analysis connects the quantity of an

31 See Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page Vi
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input (e.g., opex) with the quantity of a single output produced by the business (e.g., customer
numbers).332 The AER has examined two PPlIs:

1. total customer cost (opex, return on capital and depreciation costs) per customer; and
2. total opex per customer.

The AER then compares the level of these PPIs for ActewAGL Distribution with those of
Powercor, the DNSP that the AER considers to be a ‘top performer’. The comparison shows that
ActewAGL Distribution’s total customer cost per customer and opex per customer is higher than
that of Powercor. According to the AER, these results corroborate the findings of its economic

. . 333
benchmarking analysis.

ActewAGL Distribution acknowledges that PPls may assist in identifying areas that warrant
further investigation. Indeed, this is consistent with the AER’s own statements as to the purpose
and limitations of the PPI analysis:

...PPI-based benchmarking results are best viewed as providing a useful means of comparison
and an indication of where certain expenditure may be above efficient levels, but should not be

. .. . . . . . 334
viewed in isolation as a definitive assessment on the efficiency of an energy network business.

However, the AER has drawn conclusions from the PPl analysis that fail to acknowledge the
inherent limitations of this technique. In particular, the AER’s claim that the PPl analysis
corroborates the findings of the benchmarking analysis presupposes that the technique provides
a definitive assessment of the efficiency of a DNSP’s expenditure. This is simply incorrect.

In a joint ACCC and AER working paper, the AER has itself acknowledged the limitations on the
value of PPIs, and their potential to provide misleading information. 33 There are three principal
limitations that this working paper identified:

1. Data quality;

2. One-dimensional nature of PPl benchmarking; and

32 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-18

333 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-18

334 See Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 35

3% See Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 17 & 32
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3. The assumed linear relationship between inputs and outputs.
Each of these limitations is pertinent to the AER’s PPl analysis as undertaken in its draft decision.
Data quality

Firstly, PPIs require consistent data collected using like-for-like definitions.**® As the AER notes “If
data are not collected on a consistent basis, then any comparison or benchmarking carried out
using the data is likely to be flawed.”**’

Issues such as inconsistent reporting of data and different cost allocation methodologies across
DNSPs, discussed in section 3.4.4.5 in the context of the AER’s econometric benchmarking
method, apply equally to PPl benchmarking. As Professor Newbery notes:

Failure to normalise the data may lead to unreliable results, and potentially the choice of

inappropriate model specifications. Ofgem, considered to be a leader in benchmarking, spends a
considerable amount of time setting out the cost categories, asset lists, and reporting guidelines
to ensure that the data is reported on a like-for-like basis regardless of the regulated companies’
own internal cost reporting. | note that failure to normalise the data will impact on the category

analysis, not just the econometric benchmarking. 338

Given that the data are not collected on a consistent basis, any comparison carried out on the
basis of the benchmarking is flawed.

One-dimensional nature of the PPIs

The second consideration is that the one-dimensional nature of the PPIs provides a simplistic and

. . . . . 339
so potentially misleading impression of performance.

PPIs consider only one aspect of a business at a time, namely the business’s inputs and
outputs.>® In the ACCC and AER joint working paper, the AER states that this inadequate

%38 See Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 34-35

%37 See Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 17

338 See Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 33

%39 See Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 18

%% see Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 17

183 Revised Regulatory Proposal 2015-19 ActewAGL Distribution




Lictew7IGL 20

)
N
™~
—
=)
s

accounting of multiple outputs makes performance comparisons across utilities less useful for
regulators.341

ActewAGL Distribution submits that the AER cannot rely on an analysis that it considers ‘less
useful for regulators’. It is also concerning that the AER has failed to recognise limitations of the
PPI analysis that it has previously identified outside of the determination process.

The AER has recognised that PPIs cannot take into account differences in the operating
environment of a DNSP beyond the control of management.342 The AER raises this issue in the
draft decision noting that ‘PPIs do not explicitly account for operating environment factors, so
we must bear this in mind in interpreting the results’.>*® Notwithstanding these statements, the
AER has made no attempt to investigate the effect of operating environment factors on the
results or to normalise the data for known operating environment factors, including those

factors that AER describes as relevant to ActewAGL Distribution elsewhere in its draft decision.>**

The failure to account for operating environment factors means that the AER is essentially
examining differences in the operating environment of each DNSP rather than any measure of
relative costs.

The effect of the failure to account for operating environment variables is exacerbated by the
AER’s decision to account for scale by normalising all PPIs by a single measure, i.e., customer
numbers.>*”® The AER’s rationale for this decision was that economic benchmarking suggests that
customer numbers are the most significant driver of costs.>*® As the AER’s has previously noted,

! See Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 17

2 see Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 17

3 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-62

% AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-90

5 AF R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-62

%% AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-62
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the adoption of other measures can lead to the identification of different best and worst
performers. ¥/

The AER’s approach stands in stark contrast to that of Economic Insights,348 the AEMC** the
ACCC*° and Mr Glyde and Mr Mudge >* all of whom state that customer density and energy
density are the two main environmental operating factors that affect energy distribution
businesses’ productivity. In developing alternative economic benchmarking models, Professor
Newbery has used model specifications made up of circuit length, a form of customer density,
share of underground cables, share of 132kv circuit, share of SWER, and RAB additions and a
time trend.*** None of these cost drivers feature in the AER’s analysis.

It is therefore unsurprising that the AER’s PPl analysis and econometric benchmarking models
provide similar results, because they are both derived from the same cost data and the same
cost driver, i.e., customer numbers. The results of applying these two techniques neither

corroborate one another nor ‘reveal a diverse — but consistent — body of evidence’.*>®

7 See Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 17-18

8 Economic Insights discuss the importance of customer density and energy density in three reports in respect
of gas distribution businesses and note that electricity businesses are similar. See Attachment C39, Economic
Insights, 2012, Econometric Estimate of the Victorian Gas Distribution Businesses’ Efficiency and Future
Productivity Growth, March, page 11; Attachment C40, Economic Insights, 2012, The Total Factor Productivity
Performance of Victoria’s Gas Distribution Industry, March, page 14; Attachment C41, Economic Insights, 2009,
Assessment of Data Currently Available to Support TFP-based Network Regulation, June, page 14; Attachment
C42, Economic Insights, 2011, Regulation of Suppliers of Gas Pipeline Services — Gas Sector Productivity, February,
page 33

3% see Attachment €43, AEMC, 2008, Review into the use of Total Factor Productivity for the determination of

prices and revenues, Framework and Issues Paper, December, page 14

% 5ee Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 59

31 5ee Attachment C2, Advisian, 2015, Opex cost drivers ActewAGL Distribution Electricity (ACT), January, pages

36to 44

52 5ee Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 30

33 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-68
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The AER’s circular reasoning continues with the claim that operating environment factors only
explain part of the differential in the total customer cost PPl between ActewAGL Distribution and
Powercor.*®* The AER’s basis for this conclusion is that the PPI results are similar to the results of
the SFA benchmarking model.

In summary, the AER has appealed to the results of the PPl analysis to support the findings of its
benchmarking analysis — an analysis that ActewAGL Distribution has demonstrated is not robust.
However, the PPl analysis is merely a simpler version of the same analysis, derived from the
same data, and largely driven by the same variable, customer numbers.

The AER’s analysis, as with all PPl analysis, cannot take into account differences in the quality of
the outputs produced. It assumes that all outputs are identical, and that all customers have the
same preferences. As the AER notes:

In particular, PPIs used in isolation cannot easily take into account differences in the market or
operating environment that impact upon a business but are beyond the control of management.
For example, a utility may have a relatively high or low unit cost simply because it faces input
prices or serves customers that are different from those for utilities operating in other regions.
Because of this, they may present problems in providing a meaningful comparison of businesses
in different operating environments. 353

The AER’s assumption that all customers have the same preferences is obviously false. As
ActewAGL Distribution notes in Chapter 12, evidence suggests the value placed on reliability by
customers in the ACT is different to the value placed on reliability by customers in New South
Wales.

Linear relationship between inputs and outputs

The final limitation of PPIs is that they assume a linear relationship between inputs and outputs,
and that all changes in the value of an input can be associated with a corresponding change in
the output (or vice versa).”® However, in a great many circumstances the change in the use of an

% AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-63

355 See Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 17

%% See Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 17 & 32
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input will depend on a multitude of inputs, outputs and other factors not described by the

357
model.

For example, the AER’s decision to normalise only for customer numbers does not contemplate
smaller firms having higher ‘per customer’ costs. The AER’s analysis is therefore predicated on a
linear relationship. If scale effects are significant, this relationship would fail to hold.
International evidence suggests that economies of scale and density are likely to exist.>*®

Conclusion

Notwithstanding the importance of these three limitations, the overarching error that the AER
has made is to perform an analysis that so clearly contradicts its own statement, that PPIs:

should not be viewed in isolation as a definitive assessment on the efficiency of an energy

. 359
network business.

PPIs should be used as a means of comparison and an indication of where certain expenditure
may be above efficient levels which should be followed up by a more definitive assessment and
cannot be viewed in isolation. The AER did not link its purported detailed reviews of two detailed
categories of costs (ActewAGL Distribution provides a response to these reviews in Attachment
11) but instead considered PPIs as a ‘crosscheck’ to econometric benchmarking findings.>*

However, using two techniques to analyse incomparable cost data, ignoring cost differences
between networks and normalising costs by the same inappropriate factor does not provide
reinforcing results but rather a repetition of errors.

The AER’s misapplication of the PPIs together with the series of errors made in conducting the
analysis render the results of AER’s PPI analysis meaningless.

%7 See Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 17

358 See Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 35 and Attachment C2, Advisian, 2015, Opex cost drivers ActewAGL
Distribution Electricity (ACT), January, page 102

359 5ee Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 31

360 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-61
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3.4.4.8 The AER’s category analysis cannot substantiate benchmarking analysis

The AER’s category analysis is a form of PPl benchmarking that focuses on particular categories
of opex in isolation. The AER states that the category analysis can be used to identify
inefficiencies in the base year due to particular categories of opex:

We would not necessarily expect every metric to produce the same results because service
providers may allocate opex across the categories differently. This is relevant to our analysis. For
instance, a source of apparent inefficiency in the base year could be due to costs associated with
a particular category of opex, for which there is a reasonable explanation for the high costs.
Similarly, a service provider could appear to perform well on some category metrics but be
inefficient overall. Category analysis is, however, useful for identifying areas of high cost and
potential inefficiency. %1

ActewAGL Distribution rejects the results of the AER’s flawed benchmarking model. Therefore, as
a matter of principle, it is unnecessary to substantiate a set of unreliable econometric results
through a further set of defective category analysis.

However, to ensure that the AER is able to reconsider the use of SFA econometric model and
results (for reasons explained in Chapter 2 and throughout Chapter 3), and to help develop the
regime of benchmarking as an investigate tool, ActewAGL Distribution submits its concerns with
the AER’s category analysis.

The AER’s category analysis approach to its seven categories®® consists of a few simple steps.
The AER:

1. Takes data for each cost category and normalises it by a variable then plot the results
against customer density. For example, labour costs per customer against customer
density.

2. Provides high level commentary on the graphs generated for each cost category.

3. Finally, determines whether ActewAGL Distribution’s costs are ‘comparable’, ‘high’ or
‘very high’.

Based on these graphs the AER notes that ActewAGL Distribution performs poorly for most
categories of expenditure and states that this supports the view that it is likely systematic issues

1 AF R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,
November, page 7-70

362 . .
Labour, total overheads, total corporate overheads, total network overheads, maintenance, vegetation

management, and emergency response. Only the latter three relate specifically to opex.
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exist across ActewAGL Distribution.*®® Without reference to any further investigation, analysis or

evidence, the AER considered that the category analysis results are consistent with and support
the findings of the AER’s econometric benchmarking techniques.*®*

This approach, similar to AER’s PPI analysis, is flawed. Category analysis cannot be used to make
inferences regarding efficiency without further investigation. The AER makes this mistake despite
recognising in the draft decision that category analysis is to be used to identify potential
inefficiency. As the AER itself advises PPI analysis (and therefore category analysis) "...should not
be viewed in isolation as a definitive assessment on the efficiency of an energy network
business."**

Although the AER does conduct a detailed review of ActewAGL Distribution’s labour practices
and vegetation management (ActewAGL Distribution’s concerns regarding these reviews is
presented in Attachment C11) this is not sufficient. The AER defines material inefficiency to be
when a service provider is not at (or close to) its peers on the efficient frontier.**® To make
inferences regarding relative efficiency all differences must be explored.

Notwithstanding this principal failing, in undertaking category analysis the AER makes the exact
same errors in regards to data quality, one-dimensional nature of PPl benchmarking and
assuming a linear relationship between inputs and outputs discussed in section 3.4.4.7.

As the AER misapplies category analysis and makes a similar series of errors as it did with the PPI
analysis, the AER’s category analysis is, like the AER’s PPI analysis, meaningless and cannot be
used to support the use of econometric benchmarking.

ActewAGL Distribution provides further comment in regards to the labour, overheads,
maintenance and vegetation management categories below.

%3 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-70

%% AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-70

33 See Attachment C10, ACCC/AER, 2012, Benchmarking Opex and Capex in Energy Networks Working Paper no.

6, May, page 31

%% AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-37
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Labour

The AER’s category analysis of labour costs shows internal labour costs (opex and capex) per
customer against customer density (Figure A.10). Labour costs include those allocated to opex
and capex and excludes the use of external contractors. The AER notes that “ActewAGL appears
to have a very high labour costs per customer relative to Energex, Endeavour Energy, AusNet, SA
Power Network, Powercor and TasNetworks.”*®” The AER recognises that the metric excludes
contractor costs and concludes that the results are consistent with the economic benchmarking
results.>®®

The AER’s labour cost category is not, as the AER claims, a category of opex but a combination of
total labour costs allocated to both capex and opex projects. The labour cost category is different
to maintenance, vegetation management and emergency response, as it is not linked to a
specific set of activities. What the labour category analysis does show is labour expenditure
incurred across both opex and capex per customer.

The AER concludes that ActewAGL Distribution has “very high” relative labour expenditure costs
and that ActewAGL Distribution performs poorly on this measure implying that this may be an
area of potential inefficiency.369 This logic is flawed. Inefficiency cannot be inferred through the
comparison of a single input without consideration of:

1. Capex-opex trade-offs. Although the AER has considered both capex and opex labour
costs, the AER has not examined the extent to which each DNSP substitutes internal
labour for capital costs and vice versa. An example of this is the replacement or upgrade
of assets which reduce the amount of maintenance required by internal labour or the
prolonging the life of existing assets through higher levels of maintenance. DNSP’s that
substitute more capital assets for labour will have lower labour costs (but higher asset
costs) and better “performance”.

2. Input mix. The AER has not examined the extent to which each DNSP substitutes labour
with other inputs. Examples include LiDAR aerial inspection versus ground based
inspections, scaffolding versus elevated work platforms or fixed price contractors versus
internal labour. The appropriate mix will be different for each business. However, even if

%7 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-71

8 AF R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-71

%9 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-70
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the technology choices were equally efficient they will influence each DNSP’s
“performance” on the AER’s labour category.

3. Use of internal versus external labour. The data used is only internal labour meaning
firms with higher levels of external contracting will “perform” better. The AER recognise
that United Energy outsources at a higher level but does not account for differences
between other DNSPs.

4. The volume of work or output. The AER has not taken into account unique cost drivers
such as different asset configurations or the capex program in place

The AER has failed to adequately consider each of these issues (or provide any evidence or
analysis) in addition to the issues that permeate all of the AER’s PPl and category analysis: the
quality of the underlying data, one-dimensional nature of PPl benchmarking, lack of adjustments
for operating and environmental factors, and the assumed linear relationship between inputs
and outputs. Accordingly, ActewAGL Distribution submits that the AER cannot draw any
conclusions that labour costs are a source of inefficiency.

Overheads

The AER compares overhead costs using the following metrics:
e Corporate overheads per customer against customer density plotted by year;
e Network overheads per customer mapped against circuit km; and

e Total overheads (the sum of corporate and network overheads) per customer mapped
against customer density.

The AER uses the total expensed (opex) and capitalised (capex) overheads allocated to standard
control services. The AER concludes that ActewAGL Distribution has comparable corporate and
network overheads but high total overheads.

The AER’s conclusion is that ActewAGL Distribution’s overheads are high relative to other DNSPs
but when they are divided into corporate and network components the overheads suddenly
become comparable. This contradiction, arising from a change in specification, highlights the
fragility of the category analysis results. The AER’s silence on this issue in the draft decision is
concerning.

The AER state their reason for combining both opex and capex overheads is to "...ensure that
differences in capitalisation policies do not affect this analysis."370 ActewAGL Distribution notes

70 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-73
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that this approach does not resolve all differences in cost reporting due to the application of
different cost allocation methodologies and business practices, as detailed in section 3.4.4.5.
Each DNSP allocates costs between overheads and direct costs differently.

Maintenance

The AER’s category analysis of maintenance costs maps average maintenance expenditure per
circuit km against customer density. The AER selected circuit kilometres to normalise cost data as
the AER considers that assets are more likely to drive maintenance than customer numbers.>”*

The AER notes that ActewAGL Distribution “...appears to have very high costs compared to
Ausgrid, Endeavour, Energex, Jen and UED but lower costs than Citipower”372 and concludes that
ActewAGL Distribution has “very high” relative costs.>”

ActewAGL Distribution has identified a number of issues with the quality of data and results
relied on by the AER to draw incorrect conclusions. For example, the category analysis suffers
from:

e No adjustment for unique costs, such as backyard reticulation costs which are specific to
ActewAGL Distribution.

¢ No consideration of different upstream network boundaries, and consequently, different
maintenance responsibilities of different DNSPs. For example, there was no recognition
that some networks receive part of their energy directly from the 22 kV system and
therefore they do not have to incur the cost associated with maintenance of
corresponding zone substation assets. These differences have been highlighted by Mr
Glyde and Mr Mudge.374 As Mr Glyde and Mr Mudge notes the multiple stage
transformation and high voltage line assets in the NSW, ACT and QLD businesses results
from both the transmission system design and decades old planning and design

! The AER notes that circuit kilometres are an easily understood and intuitive measure of assets compared to

transformer capacity or circuit capacity. AER, 2014, Draft decision ActewAGL distribution determination 2014-19
Attachment 7: Operating expenditure, November, page 7-74

72 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-75

73 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-70

37 see Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, pages

53 to 54
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decisions which are not within the control of the business to change to any significant
degree.375

¢ No consideration of different downstream network boundaries. For example, ActewAGL
Distribution owns and maintains all of the underground service cables connecting
customers to the electricity network, but this is not the case for all DNSPs. The boundary
between ActewAGL Distribution’s network and customer installation is typically at the
meter box. This is not the case for a number of other businesses, where the network
boundary is defined at the pit/pillar located in the street verge and consequently the
service cable is owned by the customer.

¢ No consideration of different network assets within the same category of assets. For
example, the portion of natural timber poles in the overall pole population varies
significantly between the utilities. Also, the proportion of SWER lines which have lower
maintenance requirements to other line construction types are not discussed by AER,
despite the availability of RIN data which includes SWER lines.*”®

e Differing cost allocation methodologies and practises have not been accounted for in
respect of maintenance costs. For example, Mr Glyde and Mr Mudge identified

77 ActewAGL

Distribution considers that these differences are likely to apply also to other activities

such as emergency maintenance, installation of line spreaders, transformer oil

replacement etc. However, the RINs do not include sufficient details to allow for

quantitative assessments of these factors.

differences in capitalisation of pole top structures maintenance cost.

e No consideration of performance outcomes such as reliability, bushfire mitigation and
other aspects of safety.

Given the large number of maintenance cost drivers the AER’s one-dimensional nature of PPl is
inadequate. While ActewAGL Distribution agrees that assets drive maintenance costs, circuit
length cannot adequately capture the underlying drivers of maintenance costs. For example,
other cost drivers not taken into account by the AER’s category analysis include:

375 Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page 52

376 see Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, pag 58

377 see Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, pages

78 to 80
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e volume of network assets other that the circuit km used by AER e.g. transformer
capacity, service cables;*’®

e maintenance requirements (and therefore costs) of different types of assets within the
same asset category (e.g. timber poles versus concrete poles, SWER lines versus other
types of Iines379), which vary across networks;

e differences in maintenance responsibilities for assets registered which are owned by
customers such as transformers owned by some high voltage customers.

These cost drivers are not uniform across DNSPs. As Mr Glyde and Mr Mudge notes the AER’s
frontier businesses are at a substantial natural advantage due to the relatively low volume of
both line assets and transformer assets that they must maintain on a per customer basis.>*°

Mr Gylde notes that ActewAGL Distribution generally operates and maintains:
e significantly less line assets per customer than the frontier business;

e significantly more zone and distribution substation assets per customer than the frontier
business; and,

e significantly more underground network than the frontier business 381

Mr Glyde and Mr Mudge also notes that ActewAGL Distribution must operate and maintain,
relative to the Victorian urban DNSPs:

e 36% more sub transmission line;

e 40% more zone substation transformer capacity;
e 108% more 11kV-33kV distribution lines;

e 32% more distribution transformer capacity; and,

e 38% more low voltage line.**

378 see Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

45

379 see Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, pages

58 to 59

380 gee Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

75

1 see Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

46
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When ActewAGL Distribution is compared to the customer weighted average of Victorian urban
DNSPs this amounts to an extra:

e 41% more poles per customer;

e 20% more route length per customer for an equivalent circuit length;

e 36% more overhead line length per customer. 33

For these reasons Mr Glyde and Mr Mudge consider that the AER’s category analysis for
maintenance costs presents an incomplete view of the relative efficiency of ActewAGL
Distribution’s maintenance expenditure.384

Lastly, assuming a linear relationship does not recognise that some business costs associated
with maintenance include a fixed cost component which are not directly proportional to the
volume of network assets (e.g. mobilisation costs). For smaller DNSP’s, such as ActewAGL
Distribution, these costs are being spread across smaller volume of work.

Vegetation Management

The AER normalises vegetation management costs by overhead line length and maps the results
against customer density.%‘5 The AER concludes that ActewAGL Distribution has very high costs
compared to all other urban service providers.**®

Firstly, as with other cost categories, the AER makes a series of errors in relation to data quality,
partial nature of PPl benchmarking and the assumed linear relationship between inputs and
outputs.

32 5ee Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

47

383 See Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

48

3 See Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

75

3 ps part of the vegetation management detailed review the AER normalises vegetation management costs by

overhead route line length and again maps the results against customer density See: AER, 2014, Draft decision

ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure, November, page 7-81

%% AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-70
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In terms of data quality the AER makes errors similar to other categories such as using data
provided using different cost allocation methodologies and not taking into account unique costs,
such as backyard reticulation. The AER also fails to adjust for the vegetation management cost
pass through which occurred in 2012/13.

The AER does recognise data issues with regard to maintenance span length noting that:

Ideally, we would use maintenance span length. Maintenance span length measures the length
of service providers' lines that have undergone vegetation management in the preceding 12
months. However, service providers' estimation assumptions seem to influence the data on
maintenance spans. For some service providers maintenance spans are only a small part of
overhead route line length, while for others they makes up the vast majority of overhead route
line length. Therefore, we consider overhead route line length is a better measure of the area of
network that requires vegetation management.”®

ActewAGL Distribution notes that the AER presents no analysis or evidence that the different
proportions of vegetation maintenance spans of overhead route length is not driven by the
varied presence of vegetation across networks. ActewAGL Distribution also notes that this
acknowledgement brings into question the AER’s reliance on the Technical Advisory Group

methodology which used kilometres of maintained vegetation corridor.*®

Mr Glyde and Mr Mudge share the AER’s concerns regarding the consistency of the vegetation
span data but note that it is not logical to simply ignore the data in a detailed assessment of
vegetation management costs.*®* Mr Glyde and Mr Mudge compares the data to what would be
expected given the geography of Australian vegetation and make an adjustment to overcome the
data limitation. The results of Mr Glyde’s and Mr Mudge’s adjustments are presented in Figure
3.8.

%87 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-76

38 See Attachment C44, AER, 2014, AER Technical Advisory Group: Advice on ActewAGL vegetation management

cost pass through — Review of ActewAGL response to AER draft determination, June, page 3

389 see Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

68
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While data issues remain, ActewAGL Distribution and Mr Gylde both note that Figure 3.8
contradicts the AER’s conclusion that ActewAGL Distribution has very high costs relative to most
of its peers.>®

Figure 3.8 Average Vegetation Management costs per OH vegetation route km (Truncated vertical
391
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Customer Density

Mr Gylde also finds that the AER overstates the overhead route km in a manner likely to
adversely affect ActewAGL Distribution due to its high proportion of underground circuits.™" Mr
Glyde and Mr Mudge presents their preferred approach to apportion route kilometres in direct
proportion to circuit kilometres. When this adjustment is made, shown in Figure 3.9, ActewAGL
Distribution continues to compares well.

392

30 e Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

71

31 5ee Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

70

392 50 Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

65

197 Revised Regulatory Proposal 2015-19 ActewAGL Distribution




Lictew7IGL 20

for 5’@%

Figure 3.9 Average Vegetation Management Costs per OH Vegetation circuit km>*
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Customer Density

As with other categories the AER’s analysis does not take into account other factors which may
influence its one-dimensional analysis.

ActewAGL Distribution has highlighted that Canberra is the ‘Bush Capital’ along with the extent
of urban forest present in the ACT. These forested areas are also the predominate location for
zone substations resulting in increased vegetation along connecting feeders. The AER
commented that “...it may or may not be common for zone substations in other networks to be
located in forested areas”*** revealing the AER’s lack of understanding of the extent to which
vegetation affects each network. Without this understanding it is impossible to draw any
conclusion on relative costs.

Secondly, the partial nature of category analysis benchmarking limits the number of factors that
can be controlled for, such as the extent of vegetation discussed above or climatic factors which
drive the extent of vegetation growth.

393 See Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

70

%% AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-76
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The AER’s category analysis also does not take into account the division of vegetation
responsibilities. ActewAGL Distribution’s vegetation management responsibility is different
between rural and urban areas (in addition to its common law duty and legal obligations to
provide a safe electricity network) as there are differences with other jurisdictions. Mr Glyde and
Mr Mudge cite evidence from the Victorian Royal Bushfire Commission which shows that almost
90% of local councils in Victoria have some responsibility for the vegetation management of
power lines.>® Differences across all jurisdictions need to be taken into account.

Lastly, ActewAGL Distribution notes that the 2009 Victorian Bushfires Royal Commission
recommended changes to distribution businesses inspection standards and procedures for all
SWER lines and 22 kV feeders in high bushfire risk areas.>*® The AER’s category analysis does not
take into account changes in industry best practice over the time period. Importantly, under the
Rules the AER’s assessment of ActewAGL Distribution’s proposed opex is not to assess relative
costs but whether the proposed opex meets the opex objectives, such as the quality, reliability or
security of supply of standard control services. The AER’s lack of consideration of these
objectives reinforces the inadequacy of the AER’s assessment.

3.4.49 The AER’s detailed review of labour costs fails to substantiate benchmarking analysis

The AER undertook a ‘detailed review’ of ActewAGL Distribution’s labour levels, costs and
practices and claimed that it ‘uncovered labour and workforce inefficiencies’.*”’ However, the
AER’s conclusions are based on flawed analysis and as such fail to serve as evidence to support
its claims regarding ActewAGL Distribution’s level of inefficiency and its alternative opex

forecast.

ActewAGL Distribution’s response to the findings of the AER’s detailed review of labour is
provided in Attachment C11 with a summary of key contentions below. This Section summarises
ActewAGL Distribution’s response to the AER’s claims of:

e inefficient labour levels;

e inefficient labour costs;

395 5ee Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

67

3% See recommendation 28 of Attachment C54, Teague AO, B., McLeod AM, R. and Pascoe AM, S., 2010, 2009

Victorian Bushfires Royal Commission Final Report Summary, July, page 29

37 AER 2014, Draft decision — ActewAGL distribution determination 2014-19, Attachment 7: Opex, November,

p.7-32
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e inefficiency with respect to:
O outsourcing practices;
o the use of redundancy provisions; and

o organisation structural issues.

ActewAGL Distribution’s labour levels are efficient

In its comparisons of labour levels, the AER is not undertaking an ‘apples-with-apples’
comparison. The AER adopts a simplistic approach of comparing Average Staffing Levels (ASL)
across businesses. However, the AER fails to recognise that its analysis does not fully account for
differences in outsourcing practices. Where a DNSP outsources a task it will report lower ASLs
than a DNSP who undertakes the task internally, and hence appear more efficient in the AER’s
analysis. The results of such a comparison are driven by the sourcing models of the DNSPs and
are not a measure of efficiency. As ActewAGL Distribution efficiently outsources less tasks than
both New South Wales and Victorian DNSPs it is disadvantaged by the AER’s simplistic analysis.

Further, the AER by comparing ASLs against customer numbers fails to recognise that it is
actually the characteristics of the network that drive costs rather than customer numbers. In
addition, a simplistic analysis of customer numbers takes no account of economies of scale.
Larger networks are more likely to be able to access economies of scale and hence appear more
efficient on a simple comparison of workforce numbers in comparison with a small DNSP such as
ActewAGL Distribution. Economic Insights have identified the need to recognise scale impacts in
reference to Envestra Qld, a small gas distribution network, where they state:

Simply comparing Envestra Qld opex partial indicators relative to group averages as WCC [a
consultant] do takes no account at all of the all-important scale, customer density, energy

density and opex/capex trade—off differences. 3%

Similarly, Mr Glyde and Mr Mudge note the synergies available to Victorian DNSPs (against which
ActewAGL Distribution is compared) and states:

These synergies were available due to the co-location of networks. This impacts AAD uniquely as

these synergies are not available in the ACT due to the small size, geographical isolation of the

ACT and absence of co-located networks within the same jurisdiction. 399

3% See Attachment C68, Economic Insights, 2011, Review of AER Draft Decision on Envestra Queensland’s Base

Year Opex, March, p.16

399 5ee Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

93
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ActewAGL Distribution considers that the AER has failed to substantiate its claim of inefficient
labour levels and maintains its position that the labour levels of ActewAGL Distribution as
implied in this revised regulatory proposal are efficient.

ActewAGL Distribution’s labour costs are efficient

The AER claims that ActewAGL Distribution’s labour costs are higher than other NEM service
providers with respect to both labour cost per ASL and on a per customer basis.

In addition to the data comparability issues identified, the analysis presented by the AER is
misleading. The AER’s analysis of labour cost per ASL shows ActewAGL Distribution to be above
the NEM average and the Victorian average (excluding United Energy). However, when this data
is presented for the DNSPs individually, it is clear that ActewAGL Distribution is within the range
of the Victorian DNSPs, with the exception of AusNet which has significantly lower reported
labour costs and appears to be an outlier from the remaining businesses. This more detailed
analysis also shows that the two most ‘expensive’ firms using labour cost per ASL are Powercor
and CitiPower, the frontier firms from the economic benchmarking.

The AER has also previously recognised higher labour costs in the ACT through granting a real
labour cost escalator above any other jurisdiction for the previous regulatory control period.
There are also a range of other factors which lead to labour cost pressures in the ACT. These
include the size of the market, competitors for labour hire within the market and skill shortages.
Despite these pressures, analysis undertaken by Australian Business Lawyers & Advisors Pty
Limited (ABLA) shows that ActewAGL Distribution does not stand out from its peers in regard to
salaries contained in Enterprise Agreements (EAs).400

ActewAGL Distribution’s workforce practices are efficient

The AER fails to provide evidence to support its claims on sources of labour inefficiency. It has
also not afforded ActewAGL Distribution procedural fairness by failing to provide labour analysis
undertaken by Deloitte upon which the AER relies to form its conclusions.

The AER's simplistic word-for-word comparison of the outsourcing provisions of EAs across
DNSPs does not recognise that each EA provision interacts with other EA provisions, which it turn
have a cumulative effect on operational flexibility. The AER has not provided evidence that
supports its assertion that the restrictiveness of ActewAGL Distribution’s EA is a source of
inefficiency relative to its peers. ABLA found that contrary to the AER’s conclusions, ActewAGL
Distribution’s EA is no more restrictive than most of its peers and in many respects is less so in

0 see Attachment C72, ABLA, 2015, Review and Comparison Of ActewAGL’s Enterprise Agreement Provisions

Against Other Electricity Network Service Providers, January, page 4
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relation to outsourcing, redundancy and business change generally.401 The AER has also failed to

provide evidence that demonstrates that higher levels of outsourcing deliver more efficient
expenditure. Mr Glyde and Mr Mudge note: **

the question of whether network Opex or Capex tasks are carried out by internal or external
labour is largely irrelevant to the efficiency of the outcome

With respect to redundancy provisions, the AER claims that ActewAGL Distribution’s access to
involuntary redundancy is in contrast to the other DNSPs and that this may come at a cost to
ActewAGL Distribution and be a driver of inefﬁciency.403 Unlike other DNSPs, ActewAGL
Distribution can undertake organisational restructuring from both voluntary and involuntary
redundancies. While the cost of this may be high in the short term, the benefit is that change can
be effected in a relatively short timeframe. ActewAGL Distribution considers the AER’s
contention that ActewAGL Distribution’s relatively high redundancy payments during the 2009-
14 period is evidence of inefficiency is flawed in the context of the incentive mechanism in place
during this period and ActewAGL Distribution’s investment in achieving longer term dynamic
efficiencies.

The AER also cites structural and cultural issues identified in a major organisational review
undertaken in 2011, and that as base opex has not materially reduced since this time, that these
issues remain and provide evidence that ActewAGL Distribution has inefficient labour costs.
ActewAGL Distribution has in fact implemented the review’s recommendations. The AER’s
reliance on its identification that opex has not materially reduced fails to recognise that the
achievement of efficiencies are factored into ActewAGL Distribution’s implicit productivity
growth rate factored into the opex forecast. Moreover, the incentives provided by the EBSS have
provided the incentive to incur an efficient level of opex.

In summary, the AER’s conclusions are based on flawed and incomplete analysis that fails to
serve as evidence in support of its claims that ActewAGL Distribution’s labour practices are
inefficient. Therefore, the AER’s detailed analysis does not corroborate the (equally flawed) SFA
benchmarking results.

%1 see Attachment C72, ABLA, 2015, Review and Comparison Of ActewAGL’s Enterprise Agreement Provisions

Against Other Electricity Network Service Providers, January, pages 4 to 5

42 5ee Attachment C2, Advisian, 2015, Opex cost drivers: ActewAGL Distribution Electricity (ACT), January, page

96

93 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-79
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3.4.4.10 The AER’s detailed review of vegetation management fails to substantiate
benchmarking analysis

The second part of the AER’s ‘detailed review’ focuses on ActewAGL Distribution’s vegetation
management program. The AER formed the view that “...one of the sources of ActewAGL’s high
expenditure in its base year opex (identified with our benchmarking techniques) is likely due to
vegetation management practices.”404 The AER states that the detailed review corroborates the
benchmarking results.*®

The AER provides no evidence or analysis that the purported inefficiencies identified
corroborates the SFA benchmarking results, which indicate that ActewAGL Distribution is 40 per
cent inefficient.””® The AER does not identify a percentage or dollar amount of ActewAGL
Distribution’s proposed vegetation management operating expenditure it considers inefficient.
Instead the AER simply claims that inefficiencies exist in ActewAGL Distribution’s vegetation
management practices.

The AER’s inability to identify at least 40 per cent of ActewAGL Distribution’s vegetation
management expenditure as inefficient, in a cost category the AER considers to have ‘very high’
relative costs*”’, undermines the SFA benchmarking results. This illustrates that the AER’s draft
decision opex allowance is not sufficient for ActewAGL Distribution to meet the opex objectives
and will not achieve the NEO to the greatest degree.

The AER’s analysis and identification of inefficiencies has the following flaws:

1. The AER’s conclusion that ActewAGL Distribution’s contracting arrangements were a key
driver of inefficient vegetation management expenditure is based on incorrect and
unsupported claims: ActewAGL Distribution primarily employs hourly rate contracting
(incorrect), hourly rate contracting is potentially more inefficient (unsupported) and
increasing contractor costs were a major contributor to increased costs (the increase in
costs were a symptom of increased vegetation growth). The AER claims, without

%% AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-79

9 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-33

4% AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-27

97 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-70
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evidence or analysis, that ActewAGL Distribution could reduce costs through more
proactive vegetation management. In making this claim the AER has no regard to
evidence previously submitted that ActewAGL Distribution’s vegetation management
program is proactive.

2. The AER in concluding vegetation management performance deteriorated (by examining
the increase in historical network outages due to vegetation) does not take into account
the increase in vegetation growth over the period. While the number of vegetation
related outages increased the impact of vegetation related outages did not, rural SAIDI
and SAIFI declined significantly while urban SAIDI and SAIFI remained stable — indicating
an improvement in performance.

3. The AER did not assess proposed vegetation management expenditure but the
expenditure included within a ‘base year opex’ of the AER’s own construction. The AER
should instead assess actual costs proposed, which exclude the 2012/13 pass through
amount which occurred due to unexpected and uncontrollable vegetation growth
following two years of above average rainfall.

ActewAGL Distribution’s response to the AER’s detailed review is provided in Attachment C11.

3.4.4.11 The AER’s direct comparison benchmarking fails to substantiate benchmarking analysis

The AER conducts direct comparison benchmarking by comparing ActewAGL Distribution’s and
Jemena Electricity Network’s opex, customer numbers, circuit length and demand. The AER
states that it compared ActewAGL Distribution and the Jemena Electricity Network “...to show
that for a similar level of opex it is possible to produce a greater amount of outputs."408 The
AER’s limits its analysis to customer numbers, circuit length and demand as outputs and
concludes:

While this simplistic comparison does not account for differences between the service providers,
it supports the findings of the more sophisticated benchmarking techniques, as well as the

detailed analysis.409

As outlined in the PPI and category analysis sections above, a simplistic comparison cannot
provide any inference regarding efficiency without further detailed investigation.

408 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-34

99 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-35
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Ignoring this principal flaw, the AER’s comparison does not take into account data issues (such as
Cost Allocation Methodology differences between Jemena Electricity Networks (see section
3.4.4.5) or differences in the composition of assets (outlined in section 3.4.4.9).

The direct comparison, as with the PPl and category analysis, provides only a limited view of
costs by selecting only three outputs— which means that the analysis excludes the impact of
every single other factor not included. ActewAGL Distribution notes that the AER only selected
cost drivers which also feature in its preferred econometric model and failed to examine any
other potential cost drivers or outputs.

Given that the AER’s direct comparison benchmarking faces the same data flaws and uses the

same cost drivers, it is therefore unsurprising that similar results are found. The AER’s direct

comparison benchmarking, just like the AER’s PPl and category analysis, does not corroborate

the AER’s econometric model nor ‘reveal a diverse — but consistent — body of evidence’.**°

3.4.4.12 The AER's draft decision on base year opex does not contribute to the achievement of
the NEO

The AER's draft decision on base year opex does not contribute to the achievement of the NEO in
that it delivers a short term price reduction at the expense of a significant deleterious impact on
the long term interests of consumers with respect to quality, reliability, safety and security.

Professor Newbery notes that the exercise of regulatory discretion via the consideration of the
entire regulatory package is in the long term interests of consumers:

Regulators operate under legislation that can impact on the level of discretion they are able to
apply. However, an almost universal obligation on regulators is for them to have regard to the
long-term interests of consumers. This clearly covers a range of factors, but the ongoing viability
of the service provider is a critical aspect of this. Regulators need to have regard for the entire
regulatory ‘package’ that they put in place. This ranges from the cost assessment through to the
incentives and financeability of the service providers. “a

In Chapter 2, ActewAGL Distribution provides analyses and evidence that demonstrates that the
effect of the reduction in opex allowance proposed by the draft decision has a deleterious impact
on quality, reliability, safety and security. It will lead to staff reductions, reductions in
maintenance and will undermine quality, reliability, safety and security.

40 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-68

1 see Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 51
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In addition, to the extent that the AER's draft decision on base year opex is not in accordance
with law for the reasons advanced in previous Sections, it necessarily follows that that decision
does not contribute to the achievement of the NEO and the AER's opex draft decision and overall
draft decision cannot be said to be the decision that contributes to the achievement of the NEO
to the greatest degree.

A decision that is not made in accordance with law, in the sense that it is not consistent with the
NEL and the Rules and/or the requirements of administrative law could not be said to be a
decision that contributes to the achievement of the NEO (or one which contributes to the
achievement of the NEO to the greatest degree).

Such a construction of Section 16(1)(d) of the NEL is consistent with SCER's stated policy position

concerning the intended effect of that provision as follows:**?

[T]he regulator, in regulatory determination processes, and the Tribunal, in review processes,
must ... where there is discretion around a range of decisions, make the overall decision that, on
balance, it considers is materially preferable in terms of serving the long term interests of
consumers as set out in the NEO or NGO... [emphasis added]

'‘Range of decision’, in this context, means decisions that are in accordance with law. It does not

include decisions which are not in accordance with the NEL and the Rules and the requirements

of administrative law. Put another way, a decision that is not made in accordance with law could
not be regarded as a 'NEO decision’, that is, a decision which contributes to the achievement of

the NEO.

Such a construction of Section 16(1)(d) of the NEL is also consistent with a presumption that the
provisions of the NEL and the Rules promote their statutory object, being the NEO. Insofar as
concerns the Rules, this is, in turn, consistent with the AEMC's express statutory obligation to
make a Rule only if it is satisfied that the Rule will or is likely to contribute to the achievement of
the NEO*" and its statutory discretion to make a Rule that differs from a market initiated
proposed Rule if the AEMC is satisfied that the more preferable Rule will or is likely to better
contribute to the achievement of the NEO.**

12 see Attachment C45, SCER, 2013, Regulation Impact Statement Limited Merits Review of Decision-making in

the Electricity and Gas Regulatory Frameworks Decision Paper, June, statement of 'SCER's policy position' in the
preamble.

13 5ee Section 88 of the NEL.

#1% See Section 91A of the NEL.
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3.4.5 ActewAGL Distribution's revised base year proposal

This Section 3.4 has demonstrated clearly that the AER’s mechanistic use of benchmarking to
determine a base year opex allowance is fundamentally flawed in numerous ways. In placing
such primacy on benchmarking, the AER has not complied with the procedural requirements of
the Rules and has acted contrary to the scheme of the Rules. In addition, the econometric model
suffers from severe technical deficiencies. The retrospective abandonment of the revealed cost
approach and EBSS destroys incentives, breaks the regulatory contract and increases regulatory
risk. ActewAGL Distribution considers that the AER’s draft decision therefore does not contribute
to the achievement of the NEO and is not in accordance with law.

ActewAGL Distribution maintains its view that the use of a revealed cost approach, in
conjunction with an appropriate rate of change and step changes is a superior approach to
determination of an opex allowance.

As such, ActewAGL Distribution’s revised standard control base year opex calculation in provided
in Table 3.9. ActewAGL Distribution notes that it varies to that of the regulatory proposal (see
table 8.5 of that proposal) for the following reasons:

1. ActewAGL Distribution’s financial auditors, Deloitte, identified a required adjustment to
the 2012/13 reported opex as a result of amendments to the Australian Accounting
Standard relating to employee entitlements (AASB 119 Employee Benefits), to apply for
reporting periods beginning on or after 1 January 2013. This resulted in a retrospective
downward adjustment of $0.42 million to 2012/13 reported standard control opex.

2. The adjustment for miscellaneous charges, which was made due to a reclassification of
these services from standard control to alternate control, has decreased by $0.76 million
to account for the allocation of quoted services revenue in the base year, which in the
previous regulatory control period was treated as an adjustment against expenditure.

3. While reviewing the corporate overhead adjustment impact in response to a query from
the AER, an error in ActewAGL Distribution’s base year adjustment to account for the
change in the cost allocation method (CAM) was discovered. This involved the inclusion
of a depreciation component for corporate services which should not have been
included. The AER was notified of this issue.

4. ActewAGL Distribution’s revised base year opex forecast uses a base year approach,
rather than a combination of base year and zero based forecasting approaches. The
approved vegetation pass through for 2012/13 has been excluded.

ploy Revised Regulatory Proposal 2015-19 ActewAGL Distribution



Lictew7IGL 20

for ﬁow

Table 3.9 Standard control 2012/13 base year opex ($ million, 2012/13 dollars)

RIN reported 2012/13 total opex 95.4
Revised 2012/13 total opex 95.0
Adjustments

FiT (14.1)
UNFT (5.5)
Energy Industry Levy (0.7)
Miscellaneous charges (2.7)
Actual adjusted opex 72.0
CAM Adjustment (6.9)
Actual base year operating expenditure adjusted for CAM 65.1
Less non-recurrent costs

Comcare exit payment (1.8)
Vegetation management pass through (1.9)
Adjusted efficient base year opex 61.4
Adjusted efficient base year opex ($2013/14) 63.1

3.5 Rate of change

3.5.1 ActewAGlL Distribution’s proposal

ActewAGL Distribution’s regulatory proposal included forecast opex to account for price and
output changes over the forthcoming regulatory control period, but did not include an explicit
allowance for productivity changes as implicit productivity gains were factored into the total
opex forecast.

3.5.2 AER draft decision

The AER’s draft decision includes an overall rate of change forecast of 0.66 per cent higher on
average than ActewAGL Distribution's over the forecast period according to the AER’s analysis.
This is made up of the following components:

e on average forecast price change 0.16 percentage points lower ;

e on average forecast output change 0.82 percentage points higher; and

e the same forecast of productivity change, being zero.
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The AER’s analysis of the rates of change proposed by ActewAGL Distribution and those included
in the AER’s draft decision is provided in Table B.4 of the draft decision. s

3.5.3 ActewAGL Distribution's response and revised proposal

3.5.3.1 Price change

The change in prices accounts for the price of key inputs that do not move in line with the CPI
and form a material proportion of ActewAGL Distribution's expenditure. The AER’s draft decision
on price change is for a rate made up of labour price changes and non-labour (which includes
materials). The AER adopted a weighting of 62 per cent for labour price and 38 per cent for non-
labour. The labour price change is based on forecasts of the Electricity, Gas, Water and Waste
services (EGWWS) industry and CPI forecasts for non-labour.

The AER’s lower price change forecast is a result of a different apportionment of opex between
labour and non-labour, and the use of an average of labour price escalators forecast by
Independent Economics, as proposed by ActewAGL Distribution, and those forecast by Deloitte
Access Economics (DAE) on behalf of the AER. Additionally, the AER’s opex model fails to allow
for price growth in the year between the base year and the first year of the 2014-19 regulatory
control period (i.e. 2013/14), resulting in the allowance for price change to be understated in all
years of the regulatory control period. For the forecast to accurately reflect real price growth, it
should account for cumulative growth from the base year.

The AER’s assessment approach is the same as that employed for SP AusNet’s gas distribution
determination, being an average of two forecasts having regard to historical performance of
these forecasts. The AER averaged the DAE and BIS Shrapnel forecasts (proposed by SP AusNet)
as it had found DAE to typically under-forecast and BIS Shrapnel to typically over-forecast. **°

The AER states that it cannot assess the past accuracy of Independent Economics forecasts as
they have not provided labour forecasts in past decisions.*”’ This is not the case.

The AER engaged KPMG Econtech to prepare labour cost escalation forecasts for ActewAGL
Distribution’s 2009-14 distribution determination. Econtech partnered with KPMG in 2008 to

13 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-132

416 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-136

17 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-136
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become KPMG Econtech for three years, and then subsequently adopted the trading name of
Independent Economics.*™® Therefore ActewAGL Distribution is of the view that the AER can
consider the past accuracy of Independent Economics’ forecasts, based on its own use of these
forecasts.

Figure 3.10 shows the comparison in cumulative nominal average wage growth since
2008/09 forecast by KPMG Econtech for the AER’s final decision for ActewAGL Distribution’s
2009-14 determination against the actual nominal growth according to analysis by
Independent Economics for ActewAGL Distribution in 2013/14. This shows that, like DAE,
Independent Economics has previously under forecast labour cost growth.

Figure 3.10 Econtech/Independent Economics’ cumulative forecast and actual nominal wage
growth since 2008/09

45% -

== == 2009 KPMG Econtech forecast for AER
40% - (EGW)

= == 2009 KPMG Econtech forecast for AER
35% (General)
30% - == (013 Independent Economics analysis

(Utilities) -~

25% -
20% -
15% - -
10% -
5% -
O% T T T T T 1

2008/09 2009/10 2010/11 2011/12 2012/13 2013/14

Source: ActewAGL Distribution

As noted in Section 3.2.1, the Tribunal has had cause to consider the first of the Revenue and
Pricing Principles as set out in Section 7A(2) of the NEL relating to the requirement for service
providers to be provided with a reasonable opportunity to recover at least the efficient costs the

418 Independent Economics, 2011, Our History, accessed 16 January 2015,

<http://www.independenteconomics.com.au/Our%20History.aspx>
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operator incurs, and considers it necessary to err on the side of allowing service providers to
recover at least its efficient costs the regulatory framework to achieve the opex objectives.

The AER’s approach in the draft decision (of averaging the labour growth forecasts) does not
provide a realistic expectation of the cost inputs required to achieve the operating expenditure
objectives nor errs on the side of allowing at least the recovery of efficient costs as required by
the NEL.

Based on the evidence available to the AER the labour forecasts of both firms have been lower
than actual growth. To take historical forecast accuracy into account, using the same assessment
approach the AER employed for SP AusNet, ActewAGL Distribution considers a realistic
expectation of cost inputs would be best reflected by the higher of the two, and therefore
Independent Economics’ updated forecasts should be applied. This approach will provide
ActewAGL Distribution with a greater opportunity to recover at least its efficient costs and in
turn contribute to the NEO to the greatest degree.

Opex price weightings

In its draft decision, the AER adopted weightings of 62 per cent for labour and 38 per cent for
non-labour for price escalation. This is a lower labour weighting than the AER has referred to
elsewhere in the draft decision of approximately 80 per cent.*® The AER’s adopted weightings
are claimed to be broadly consistent with Economic Insight's benchmarking report which applied
weight of 62 per cent EGWWS wage price index (WPI) for labour and 38 per cent for five
producer price indexes for non-labour.

The AER fails to provide any basis for, or evidence to support, the adoption of these weightings,
nor is any basis, or evidence, for these weightings advanced in Economic Insights” benchmarking
analysis. ActewAGL Distribution revised forecast is based on ActewAGL Distribution’s estimate of
the actual weightings between labour and non-labour in the base year and for each of the
proposed step changes.

Further, ActewAGL Distribution observes that, as the AER has not disclosed the basis for its opex
price weightings in its draft decision, ActewAGL Distribution has been denied the opportunity to
respond to the AER's draft decision on those weightings. Accordingly, if the AER is minded to rely
on the opex price weightings proposed in its draft decision in making its final decision, the AER
must first make known to ActewAGL Distribution the basis for those weightings and provide it
with a reasonable opportunity to make submissions on those weightings, in accordance with the

419 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-32, and confidential appendix to attachment 7, page 7
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AER's obligation under s16(1)(b) of the NEL and its common law obligation to accord procedural
fairness.

Updated labour cost escalators

For the purposes of the regulatory proposal, ActewAGL Distribution applied labour cost
escalators consistent with those applied for the transitional regulatory proposal. These were
forecast by Independent Economics in December 2013. As foreshadowed in ActewAGL
Distribution’s regulatory proposal, these forecasts have been updated to include additional
historical data that has become available since the previous forecast and to reflect changes in
economic conditions that have impacted forecasts. Independent Economics’ updated labour cost
escalators are provided at Attachment C46. Independent Economics’ advice on updated nominal
forecast escalators has been used by CEG to develop real cost escalators, which is provided at
Attachment C47. The revised forecast shows a weakening in labour cost growth, as explained in
the report.420 The utilities labour growth forecasts are provided in Table 3.10 below, which also
shows the labour cost escalators proposed in ActewAGL Distribution’s regulatory proposal and
the AER’s draft decision for comparison. As noted previously, the AER opex forecast fails to allow
for price growth in 2013/14, which has a flow on effect for cumulative growth in each year of the
regulatory control period.

Table 3.10 Real utilities labour cost escalators 2014-19

(per cent) 2013/14 2014/15 2015/16 2016/17 2017/18 2018/19
Regulatory proposal annual escalators 2.4 0.6 1.6 2.1 2.1 2.1
Regulatory proposal cumulative escalators 2.4 3.0 4.7 6.9 9.2 11.4
Not
AER draft decision annual escalators ) 0.8 1.0 14 1.5 1.2
included
Not
AER draft decision cumulative escalators 1.8 2.8 4.3 5.8 7.1
included
Revised proposal annual escalators 2.2 1.8 13 1.7 1.5 1.5
Revised proposal cumulative escalators 2.2 4.1 5.5 7.3 8.9 10.5

420 gee Attachment C46, Independent Economics, 2014, Update of labour cost escalators for NSW and the ACT,

November, pages 5 to 6 and Attachment C47, CEG, 2015, Updated cost escalation factors, January, pages 4 to 5
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ActewAGL Distribution’s revised proposed forecast price change

ActewAGL Distribution’s revised proposed forecast opex to account for price change is provided
in Table 3.11. The difference between ActewAGL Distribution’s previous forecast and the revised
forecast is due to lower labour escalation forecasts as a result of changes in economic conditions.
The difference between ActewAGL Distribution’s revised proposed forecast and the AER’s draft
decision is due to the following:

e higher proposed base opex;
e Higher labour cost escalation; and

e Allowance for real cost escalation in 2013/14, which was not included in the AER’s opex
forecast.

Table 3.11 Forecast real price change 2014-19

(52013/14) 2014/15 2015/16 2016/17 2017/18 2018/19
Regulatory proposal forecast price change (per cent) 0.77 1.59 2.69 3.68 4.76
Regulatory proposal forecast price change (Smillion) $0.58 $1.16 $1.89 $2.66 $3.47
AER draft decision forecast price change (per cent) 0.53 0.79 1.90 2.97 3.44

AER draft decision forecast price change (Smillion)
$0.22 $0.33 $0.80 $1.25 $1.45

Revised forecast price change (per cent) 1.73 2.35 3.19 3.83 4.51

Revised forecast price change (Smillion) $1.27 $1.71 $2.23 $2.74 $3.26

3.5.3.2  Output and productivity change

ActewAGL Distribution’s proposal

In its regulatory proposal ActewAGL Distribution explained that its asset management software,
Riva, produces plans for each asset type and forms the basis of the zero-based maintenance
forecast. As only select assets have been included in Riva not all maintenance costs have been
included in planned maintenance costs. The amount of total forecast operating expenditure
attributable to output growth for each year of the 2014-19 regulatory control period is given by
the maintenance costs of assets related to output growth to be commissioned included in the
forecast.
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The proportion of total forecast operating expenditure attributable to output growth changes
and included in ActewAGL Distribution’s forecast is small. Maintenance costs for less than 20
assets expected to be commissioned have been included and totalled only $0.43 million for the
period.

In its regulatory proposal ActewAGL Distribution explained that it had used an implicit
productivity improvement in developing forecast operating expenditure rather than explicit
productivity or output growth factors. ActewAGL Distribution’s approach assumed that the
increased costs from output growth, illustrated by a forecast 22 per cent increase to the
regulatory asset base and an additional 12,000 customers, would be offset by increases to
productivity to maintain a stable operating cost profile.

AER draft decision

The AER’s draft decision on output change is to adopt output measures and respective
weightings consistent with those used in Economic Insights’ opex cost function analysis
undertaken for the AER. This includes customer numbers (67.6 per cent), circuit length (10.7 per
cent) and ratcheted maximum demand (21.7 per cent).**

In its draft decision on forecast productivity change, the AER similarly relies on the analysis of
Economic Insights and its own expectations of productivity trends in the distribution industry.
Economic Insights’ econometric modelling of partial productivity forecasts resulted in negative
growth rate forecasts between 2014 and 2019, at an average of -1.59 per cent.*”” After giving
consideration to the impact of step changes included in opex allowances in recent AER resets,
the outlook for future DNSP output growth in terms of demand, and concerns with the incentive
effects of allowing a negative productivity growth rate, Economic Insights formed a view that a
productivity growth rate of zero should be used in the rate of change formula.*??

ActewAGL Distribution’s response and revised proposal

ActewAGL Distribution has detailed its concerns regarding the AER’s use of the opex cost
function derived from Economic Insights” econometric modelling including technical errors in
Section 3.4.4.5. Consistent with these contentions, ActewAGL Distribution does not consider the

2L AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-144

22 Economic Insights, 2014, Economic Benchmarking Assessment of Operating Expenditure for NSW and ACT
Electricity DNSPs, November, page 40

2 Economic Insights, 2014, Economic Benchmarking Assessment of Operating Expenditure for NSW and ACT

Electricity DNSPs, November, pages 55 to 57
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basis for AER’s draft decisions on both output and productivity change to reasonably reflect the
efficient costs a prudent operator would incur to achieve the opex objectives. Consequently
ActewAGL Distribution maintains its proposal to include an allowance for output growth based
on new asset maintenance costs, with an implicit productivity growth factor included. Table 3.12
below provides ActewAGL Distribution’s proposed output growth forecast against the AER’s draft
decision.

Table 3.12 Forecast output growth

(52013/14) 2014/15 2015/16 2016/17 2017/18 2018/19
Regulatory proposal forecast (per cent) 0.03 0.10 0.13 0.15 0.18
Regulatory proposal forecast (Smillion) 0.02 0.07 0.09 0.11 0.13
AER draft decision forecast (per cent) -0.04 1.36 2.24 3.26 4.72
AER draft decision forecast (Smillion) -0.02 0.57 0.94 1.37 1.98
Revised forecast (per cent) 0.03 0.10 0.13 0.15 0.18
Revised forecast (Smillion) 0.02 0.07 0.09 0.11 0.13

3.6 Step changes

3.6.1 ActewAGL Distribution’s proposal

ActewAGL Distribution’s regulatory proposal included nine step changes above the base
expenditure considered necessary to achieve the operating expenditure objectives under Clause
6.5.6(a) of the Rules. These step changes totalled $35.3 million above the base expenditure.

The step changes proposed by ActewAGL Distribution were driven by both changes in regulatory
obligations and changes in ActewAGL Distribution’s policies and strategies considered necessary
to continue to achieve the operating expenditure objectives under Clause 6.5.6(a) of the Rules.
ActewAGL Distribution considers the step changes proposed reasonably reflect the operating
expenditure criteria under Clause 6.5.6(c).

3.6.2 AER draft decision

The AER's draft decision on opex step changes is set out in Appendix C to Attachment 7 to the
draft decision. The AER states that it typically allows step changes to base operating expenditure
for changes to ongoing costs associated with new regulatory obligations and for efficient
capex/opex trade-offs. The AER’s draft decision includes a step change of $1.4 million related to
increased regulatory compliance costs, which represents just four per cent of ActewAGL
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Distribution’s proposed step change in expenditure. In making this decision, the AER states that
it was not satisfied that adding step changes for other cost drivers would lead to an opex forecast
that reasonably reflects the opex criteria.**

3.6.3 ActewAGL Distribution’s response and revised proposal

ActewAGL Distribution considers the AER’s position of only allowing step changes for ongoing
costs associated with new regulatory obligations and for capex/opex trade-offs, and therefore its
draft decision on ActewAGL Distribution’s proposed step changes, to be inconsistent with the
Rules.

The scope of opex step changes must be determined by reference to the statutory test for the
AER's acceptance of a DNSP's proposed opex forecast. Having regard to Clause 6.5.6(c) of the
Rules, ActewAGL Distribution contends that the AER must accept a proposed step change where
it is necessary for forecast opex to reasonably reflect the opex criteria, being the efficient costs
of achieving the opex objectives in Clause 6.5.6(a) of the Rules, the costs that a prudent operator
would require to achieve those objectives, and a realistic expectation of the demand forecast
and cost inputs required to achieve those objectives. Accordingly, the nature of changes to
forecast opex relative to base year opex that may constitute step changes depends upon the
content of the opex objectives in Clause 6.5.6(a) and is not confined to opex changes arising from
changes in regulatory obligations or requirements and capex/opex trade-offs.

As a result the Rules require the AER to accept a proposed step change which is not due to a
change in a regulatory obligation or requirement or a capex/opex trade-off where the step
change is necessary for forecast opex to reasonably reflect the efficient costs of achieving the
opex objectives, the costs that a prudent operator would require to achieve those objectives,
and a realistic expectation of the demand forecast and cost inputs required to achieve those
objectives.

Having regard to the opex objectives a step change in forecast expenditure above or below base
year opex could be required for the following reasons:

e achange in a regulatory obligation or requirement; or

e where base year opex was insufficient to achieve compliance with the regulatory obligations
and requirements applicable in the base year; or

e achange in the expected demand for standard control services which is not otherwise provided
for in the rate of change; or

424 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-144
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e where base year opex was insufficient to meet or manage the demand for standard control
services experienced in the regulatory control period in which the base year occurs; or

e where base year opex is not sufficient to maintain:

o the quality, reliability and security of supply of standard control services (to the extent
that there is no applicable regulatory obligation or requirement in relation to that
quality, reliability and security); or

o the reliability and security of the distribution system through the supply of standard
control services (to the extent that there is no applicable regulatory obligation or
requirement in relation to that quality, reliability and security); or

o the safety of the distribution system through the supply of standard control services.

ActewAGL Distribution is of the view that the term 'maintain’ in Clause 6.5.6(a) of the Rules
should be read such that:

e the phrase 'maintain the safety of the distribution system' is taken to mean to keep the
distribution system secure from liability to harm, injury, danger or risk; and
e to the extent there are no regulatory obligations or requirements applicable in respect of any
aspect of reliability, quality or security, the phrase 'maintain quality, reliability or security' is
properly construed to mean to keep in continuance or preserve quality, security and reliability
(as applicable), which terms do not have any absolute, specific or certain character.
Consequently, a step change should be allowed if forecast opex would otherwise be inadequate
to keep the distribution system secure from liability to harm, injury, danger or risk, or to keep in
continuance or preserve acceptable quality, security and reliability.

It is on the basis set out above that ActewAGL Distribution maintains the proposed step changes
as part of its revised opex forecast. In addition, ActewAGL Distribution proposes an additional
step change for asset management optimisation as discussed in section 3.6.3.6. A summary of
ActewAGL Distribution’s proposed step changes is provided in Table 3.13 below. These costs
have not been escalated to account for real price change.

Table 3.13 Standard control operating expenditure step changes

($ million, 2013/14) R:f:;ii:y Draft decision :t:‘::::l

EHSQ 2.8 0.0 2.8
Regulatory compliance and strategy 8.6 14 8.6
Network operations and call centre 2.1 0.0 2.1
Technical standards 1.4 0.0 14
Contractor management 3.1 0.0 3.1
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Works practices 3.5 0.0 3.5
Network IT support 4.8 0.0 4.8
Corporate services charges 10.1 0.0 17.0
Allocation of corporate services charges -1.2 0.0 -0.2
Asset management optimisation 0.0 0.0 11
Total step changes 35.3 1.4 44.1

ActewAGL Distribution’s response to specific matters raised in the AER’s draft decision on each
of the proposed step changes is detailed below.

3.6.3.1 Environment, health, safety and quality step change

Overview

The AER’s draft decision does not allow a step change of $2.8 million for a number of activities
related to health and safety including injury prevention, bushfire mitigation, climate risk and
resilience, and unplanned safety events.**

The EHSQ opex step change is for costs not included in the base year or accounted for in the rate
of change but are required to achieve the operating expenditure objectives under the Rules,
specifically to:

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

e the extent that there is no applicable regulatory obligation or requirement, to maintain the
quality, reliability or security of supply of standard control services, the reliability and security
of the distribution system through the supply of standard control services; and

e maintain the safety of the distribution system through the supply of standard control services.

The costs included in this step change are for the use of external specialists in the areas of;
bushfire mitigation, climate change, mandated independent asbestos removal (in the ACT),
health monitoring and surveillance, and other expenses (classified as ‘other’ costs). These
specialised skills are not core internal skills at ActewAGL Distribution. Therefore, it is not cost

42 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-149
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effective, and in some cases illegal to deliver these services using existing internal resources. The
specific external drivers of these step changes are:

1. Work Health and Safety Act 2011, Regulations, and Codes of Practice being incorporated into
ActewAGL Distribution’s internal systems.

2. Detailed assessments and introduction of identified controls to exercise the WHS Act, Officer,
Primary Duty of Care and other management duties.

3. ActewAGL Distribution to take a new role of shared responsibility under the revised Strategic
Bushfire Management Plan 2014 which is an instrument under Section 80 and Section 74 of the
Emergencies Act 2004.

4. Incorporate the amendments to the anti-bullying legislation (effect 1 January 2014) under the
Fair Work Act 2009.

5. Introduction of ongoing changes to asbestos management with the new Dangerous Substances
(Asbestos Safety Reform) 2014 and two new asbestos codes of practice, commencing 1 January
2015.

6. Changes of environmental laws in the ACT.

Work health and safety

In response to the AER draft decision regarding harmonised laws and the intent for those
harmonised laws to reduce regulatory burden,**® two points need to be made.

Firstly, according to Safe Work Australia’s regulation impact statement, the reduction in
compliance costs for multi-state businesses should equate to lower compliance costs however
for single-state businesses, such as ActewAGL Distribution, the outcome is unclear.*”’

Secondly, true harmonisation has not occurred as per the recent COAG 428 report which identifies

that uniform OHS laws are only partially complete. In particular, Queensland and ACT
governments passed laws with material differences, Victoria and Western Australia have not
introduced the harmonised model laws, South Australia introduced the model laws in 2013 and
the remainder of the States have passed the model laws that do not materially differ.

426 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 148

427 see Attachment C48, Safe Work Australia, 2011, Decision Regulation Impact Statement for National

Harmonisation of Work Health and Safety Regulations and Codes of Practice, November, page 19

4% gee Attachment C49, COAG Reform Council, 2013, Seamless National Economy: Final Report on performance,

December
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The AER’s draft decision states:

We examined whether requirements under the WHS Act 2011 were more onerous than the
requirements under its predecessor, the Work Safety Act 2008 but have found no evidence that the
obligations under the Work Health Safety Act 2011 are more onerous than the requirements which
existed under the Work Safety Act 2008."°

ActewAGL Distribution considers this to be an inadequate, inaccurate and subjective assessment
by the AER. The WHS Act 2011 is a new law with new and broader definitions and concepts than
in previous laws. In order to comply with the new WHS Act, Regulation and Codes of Practice
additional costs have been and will continue to be incurred.

For a single-state business such as ActewAGL Distribution, the opex costs increased in the 2009-
2014 regulatory control period and included the employment of additional health and safety
professionals, discussions with safety lawyers to understand the new WHS Act and WHS
Regulation definitions and how to best exercise and discharge the new duties to meet Section
19, as well as the writing of new process/procedures, consultation, implementation and training
of new practices and requirements. This will continue into the 2014-19 regulatory control period
as changes continue to occur to the WHS Act, Regulation and implementation of new Codes of
Practice.

Following the introduction of new Work Health and Safety 2011 Act (WHS Act) and Work Health
and Safety Regulation 2011 (WHS Regulation) which came into effect in the ACT from 1 January
2012, it became clear that to ensure obligations and duties under the new laws were being met,
there was a requirement to undertake more detailed risk assessments. The intent of the
assessments was and continues to be to ensure identified risks are eliminated or reduced to so
far as is reasonably practicable. The consequence is that the changes in law and requirements
have and will continue to result in a material increase in opex costs.

The new WHS Act 2011**° introduced terminology and broader concepts such as:

a Person Conducting a Business or Undertaking (PCBU);

officer duties;

others having duties;

duties relating to designers, and those constructing, installing, and commissioning; and

429 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 148

30 ACT Work Health and Safety Act 2011, subdivision 1.3.2 and Part 2
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e expanded duties relating to managers.

The far reaching and much broader Section 19 of the WHS Act, relating to the primary duty of
care and the six key officer duties specified in Section 27, means that ActewAGL Distribution’s
Board members, executive and managers must ensure they exercise and discharge these
personal duties. They must ensure, so far as is reasonably practicable, that the health and safety
of workers and other persons, including the public, is not put at risk from the distribution
network or work carried out as part of the conduct of the business or undertaking.

Additionally, ActewAGL Distribution’s Board, executive and managers must ensure that the
business or undertaking has available for use, and uses, appropriate resources (people, plant,
equipment, substances and materials) and processes to eliminate or minimise risks to health and
safety from work carried out as a part of the conduct of the business or undertaking. As such, a
risk assessment approach is utilised to analyse work activities within the context of various
environments throughout the ACT in order to meet the various WHS Act duties. Assessments are
required as per Sections 17 and 18 of the WHS Act, to examine available and suitable ways, such
as codes, standards (Australian, international or industry) or guides to eliminate or minimise
identified risks to so far as is reasonably practicable. Only after assessing the extent of the risk
and the available ways of eliminating or minimising the risk, the costs associated with available
ways of eliminating or minimising the risk, including whether the cost is grossly disproportionate
to the risk, is examined. As such, cost is only relevant if it is grossly disproportionate to the risk
level and is not the key driver to discharging the various duties and obligations.431 Costisnota
sufficient justification for choosing a lower order safety control measure or deciding to do
nothing, particularly where the WHS Regulation and related Codes of Practice and standards
indicate the level of control/s required. In fact, the ACT WorkSafe inquiry into safety within
ACT’s construction industry and the New Zealand’s Department of Labour report into safety,
both identify that the upfront opex into safety far outweighs the costs and outcomes of reducing
or not investing in safety.432

ActewAGL Distribution does not agree with the AER’s claim that the Codes of Practice are not
new obligations or legally required.**> A relevant Code of Practice is admissible as evidence in

1 ACT Work Health and Safety Act 2011, sections 17 to 19 and section 27

32 5ee Attachment C50, ACT WorkSafe, 2012, Getting Home Safely — Inquiry into Compliance with Work Health

and Safety Requirements in the ACT’s Construction Industry, November, page 20 and Attachment C51,
Department of Labour (New Zealand), 2007, How Health and Safety Makes Good Business Sense, August, pages
28-30

33 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 150
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any court proceeding under the Act or the Regulations. As previously explained, a court may also
rely on the Code of Practice in determining what is reasonably practicable (the risk management
duties contained within the WHS Act) in the circumstances to which the Code of Practice
relates.”®® As new Codes of Practice are released under the new WHS Act, ActewAGL Distribution
considers that as a minimum it has a requirement to adhere to these and failure to do so would
risk both ActewAGL Distribution and its officers discharging their WHS duties.

From 2011 to 2014, Safe Work Australia released 23 Codes of Practice.** Currently the ACT has
released 20 Codes of Practice and there are 13 Codes of Practice listed by ACT WorkSafe that are
expected to be introduced during the 2014-19 regulatory control period. Complying with the
new Codes of Practice is required to ensure ActewAGL Distribution can demonstrate that it has
met the WHS Act risk management and primary duty of care duties and as such ActewAGL
Distribution will require a material increase in expenditure during the 2014-19 regulatory control
period.

The broader personal and proactive Section 27, regarding officer duty has also resulted in
increased costs from the base year associated with restructuring the governance arrangements
in order to satisfy Section 27 of the WHS Act. Increases costs relate to:

¢ new and ongoing officer training to ensure officers acquire and maintain up-to-date work
health and safety knowledge;

e increased assurance activities to ensure the business has available for use; and

e use of appropriate resources and processes to eliminate or minimise work health and safety
risks and specific incident and hazard reporting.

The new WHS Regulation 2011 was not completely commenced on 1 January 2012. Several
Sections, divisions and parts remained ‘un-commenced’ in 2012 and were slowly released
throughout 2013.%%

In addition, the Fair Work Act 2009 anti-bullying amendments which came into effect on 1
January 2014 require ActewAGL Distribution to educate employees on psychological health.

3% ACT Work Health and Safety Act 2011, Section 274 to 275

35 safe Work Australia, 2014, Model Codes of Practice, accessed 16 January 2015,

<http://www.safeworkaustralia.gov.au/sites/swa/model-whs-laws/model-cop/pages/model-cop>

38 ACT Work Health and Safety Act 2011, Section 27

7 ACT Work Health and Safety Regulation 2011, Endnote 3, page 439
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Release of further codes over the 2014-19 regulatory control period will require further updating
of relevant safety policies, procedures and safe work method statements. In addition to
reviewing and updating documentation, governance and training, the changes to these
legislative instruments have resulted in the need to undertake additional ongoing activities to
ensure new obligations are being met by ActewAGL Distribution workers, contractors and others
that may be working on, near or potentially affected by the distribution network.

The new WHS Act, along with the WHS Regulations and continual introduction of Codes of
Practice requires a step change in opex associated with resources risk assessing, updating and
implementing (includes training) processes, practices, tools and equipment as follows:

a. Health monitoring / surveillance had not previously been undertaken in ActewAGL Distribution.
This involves medical examinations and tests as per the WHS Act, Sections 19 and 20, WHS
Regulation, and Codes of Practice:

i. Assessments of plant/equipment, assets and work activities. In 2013 it was identified that
health surveillance and monitoring tests are required;

ii. 2013/14 introduced new baseline medicals for audiometric testing as per WHS Regulation and
requirement for testing 3 months before commencing work and at least every 2 years*® as well
as asbestos health testing; and

iii.  Asaresult of the assessment activities, a new full health monitoring and ongoing surveillance
program commences in 2015/16 for staff (~400) working in hazardous environments and
exposed to noise, working at heights and in confined spaces as well as working with hazardous
substances such as lead, mercury, naturally occurring arsenic, asbestos (change commences 1
January 2015) and other toxic/hazardous substances used by ActewAGL in the performance of
work activities. Safe Work Australia’s Hazardous Substances Information System details the
substance/material and exposure limits.***

b. In April 2014 ACT WorkSafe released the, ‘Temporary Traffic Management When Working on or
Near Public Roads’ guidance note, while the ACT Government approves the new Traffic
Management on Work Sites Code of Practice (anticipated in 2014/15). ActewAGL Distribution has
assessed the requirements in the guide and in December 2014 commenced the implementation
of new and updated controls including a revised procedure for traffic management, signage, and

38 ACT Work Health and Safety Regulation 2011, Section 58

439 safe Work Australia, 2014, Hazardous Substances Information System, accessed on 16 January 2015,

<http://hsis.safeworkaustralia.gov.au/>
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training in traffic management blue card.**°

c. Continued transition to High Risk Work Licences as per WHS Regulation, Part 4.5 **

d. The introduction of arc flash clothing into ActewAGL Distribution as per AS/NZS 4863:2011, ‘Safe
working on or near low-voltage electrical installations and equipment’ which provides for a new
level of requirements for electrical works and intends to meet Section 19 of the WHS Act. The
new standards result in increased costs to roll out new arc-flash protective clothing and face
shields in 2015/16.

e. The ACT Hazardous Manual Task Code of Practice (effective January 2012) is intended to
eliminate or reduce muscular stress / strain injuries. In order to meet Section 19 of the WHS Act
and the Hazardous Manual Task Code of Practice (effective January 2012), ActewAGL Distribution
has and will continue the need to undertake detailed assessments of tools, plant and equipment
and work practices to eliminate hazardous manual tasks or if this is not possible to reduce the
risk so far as is reasonably practicable.

f.  ActewAGL Distribution has assessed and identified controls relating to psychological, bullying
and impairment of workers. One control is the identification of external support to educate
ActewAGL Distribution employees about the impacts of psychological injuries and provide
education regarding the early warning indicators. This is to ensure compliance with the ACT WHS
Act’s primary duty (Section 19) and Prevention of Bullying Code of Practice (effective May 2012)
as well as addressing new regulatory obligation arising from the ACT and the Fair Work Act 2009
anti-bullying amendments which come into effect on 1 January 2014.

g. Other than the specific changes identified above, ActewAGL Distribution is required to assess,
review, write, consult and implement new management plans, procedures and safe work
method statements to meet WHS Regulation and new Codes. Implementation involves the
writing and delivery of new training to workers, including contractors and others that may be
working on or near the distribution system. New Codes are detailed in Table 3.14 below. While
the introduction of a number of these occurred in or before the 2012/13 base year, this serves to
evidence the quantum of new Codes introduced since the changes in regulatory requirements.

0 5ee Attachment C52, ACT WorkSafe, 2014, Temporary Traffic Management when working on or near public

roads, March

*1 ACT Work Health and Safety Regulation 2011, Part 4.5
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Table 3.14 Introduced Codes of Practice in the ACT

Code title Approved & New / Revised ActewAGL
commenced by | Distribution Procedure
ACT
Government
How to Manage Work Health and Safety Risks
8 v January 2012 Revised in 2011/12
Confined Spaces . .
January 2012 Revised and implemented
2012/13
Construction Work Code of Practice
May 2012 New contractor management
= Inclusion of construction work was a new procedure released December
2014
requirement for ACT following the new WHS
Regulation. The Decision Regulatory Impact Writing SWMs to new
Statement for National Harmonisation of Work requirements to continue into
Health and Safety Regulation 2 found that the 2014-19 regulatory control
regulatory impact would be higher in the ACT. period.
=  New principal contractor duties under the WHS
Regulation, particularly the trigger for principal
construction duties set at $250,OOO.443
= Resulted in updating contractor management
arrangements, policies, procedures and plans as well
as any procedures relating to construction work,
including the development of Safe Work Method
Statements (SWM) in accordance with ACT
WorkSafe requirements.
Managing the Work Environment and Facilities
ging January 2012 New - Assessments and
This code requires assessments of work environments procedure completed
(working alone or in isolation) and facilities (bathrooms, November 2014. Identified
kitchens, hot/cold water etc). controls still to be added to
SWMs.
Managing Noise and Preventing Hearing Loss at Work
b ] 6 January 2012 New health procedure finalised

442 gee Attachment C48, Safe Work Australia, 2011, Decision Regulation Impact Statement for National

Harmonisation of Work Health and Safety Regulations and Codes of Practice, November, page 154

3 ACT Work Health and Safety Regulation 2011, Sections 289 to 293
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Code title

Requirements relating to worker monitoring were
incorporated into the new health surveillance and
monitoring program as identified at point (b) above.

Approved &
commenced by

ACT
Government

New / Revised ActewAGL
Distribution Procedure

and approved January 2015

Noise management procedure
released December 2014.

How to Prevent Falls at Workplaces

January 2012

Revised 2012/13

Preventing Falls in Housing Construction

August 2012

Revised procedure released
January 2015

First Aid in the Workplace

August 2012

Revised procedure released July
2013.

Excavation Work

The WHS Regulation specified additional controls in
relation to excavation work, including the requirement
to support the sides of trenches.*** The Code provides
further explanations and requirements for excavation
and trenching work.

August 2012

Revised Excavation and
Trenching procedure released
December 2014

Managing Risks of Plant in the Workplace

The WHS Regulation introduced new requirements for
certain plant items and plant designs to be registered.445

August 2012

New - assessments to identify
and register ActewAGL
Distribution specified plant
completed in 2012/13

Safe Design of Structures

August 2012

New methodology released in
August 2013.

Welding Process

August 2012

To be reviewed in 14/15.

Demolition Work

Prior to the commencement of the WHS Regulation the
requirements for demolition work were largely
contained in building laws. Under the WHS Regulation,
the person conducting a business or undertaking

August 2012

New - Incorporated into the
construction safety plans
required. Procedure and
templates released December
2014.

% ACT Work Health and Safety Regulation 2011, Division 6.3.3

5 ACT Work Health and Safety Regulation 2011, Sections 243 to 288D

226 Revised Regulatory Proposal 2015-19

ActewAGL Distribution




Lictew/Z2GL 20))

for gou

Code title Approved & New / Revised ActewAGL
commenced by | Distribution Procedure
ACT
Government
proposing to undertake demolition work must notify the
ACT WorkSafe regulator. 446
Managing Electrical Risks in the Workplace
8ing P August 2012 Revised procedures for
The WHS Regulation introduced a new requirement for inspection and testing as well
electrical equipment used in a ‘hostile environment’ to as RCDs released in 12/13.
be regularly inspected and tested by a competent
& 447 ynsp v P Ongoing inspection and testing
person. -
activities.
The WHS Regulation introduced a new requirement that
any electrical risk associated with the supply of
electricity to the electrical equipment through a socket
outlet be minimised by the use of an appropriate
Residual Current Device.**®
Tree Trimming and Removal Work — Crane Access .
Impending To be assessed
Method
Safe Design, Manufacture, Import and Supply of Plant .
8 P PRl Impending To be assessed
Working in the Vicinity of Overhead and Underground .
. . Impending To be assessed
Electrical Services
Scaffolds and Scaffolding Work
g Impending To be assessed
Industrial Lift Trucks .
Impending To be assessed
Cranes .
Impending To be assessed

Environment and public safety - bushfire mitigation

The AER’s draft decision does not include a step change to account for changes in the ACT's
bushfire mitigation standards or in ActewAGL's Bushfire Mitigation Strategy and Management Plan,
stating:

8 ACT Work Health and Safety Regulation 2011, Part 4.6

7 ACT Work Health and Safety Regulation 2011, Division 4.7.3

“8 ACT Work Health and Safety Regulation 2011, Sections 164 and 165

227 Revised Regulatory Proposal 2015-19 ActewAGL Distribution




Lictew7IGL 20

Complying with bushfire mitigation standards is a normal obligation of providing network services.
ActewAGL has not presented us with any evidence that likely changes in standards would be more

P 449
onerous than existing standards.

ActewAGL Distribution maintains that revisions to the Strategic Bushfire Management Plan for
the ACT as well as changes in bushfire risk assessment and management following bushfires and
resulting litigation in other states has led to significant changes in ActewAGL Distribution’s
regulatory obligations and the strategies required to prevent and mitigate fires, and develop
plans to protect and improve network resilience, security and safety.

ActewAGL Distribution has legal obligations under a number of legal instruments to provide a
safe electricity network within its area of operations. These instruments include the Emergencies
Act 2004 and associated subordinate legislation, the ACT Utilities ACT 2000, the Work Health and
Safety Act 2011 (WHS Act) and Common Law requirements in the ACT. Under the ACT Utilities
Act 2000 ActewAGL Distribution has specific requirements to provide a safe network to the
community and workers. Under the WHS Act, ActewAGL Distribution as a PCBU has obligations
as per the primary duty of care™® regarding its assets, business and work practices. In addition,
under Common Law within the ACT, there is a common law duty for ActewAGL to exercise its
powers where it is, or should be, aware of interference with its network. Failure to do so may
leave ActewAGL exposed to liability for negligence as opposed to other jurisdictions. Importantly
the ACT Common Law provisions are uncapped in contrast with other jurisdictions. Furthermore,
the WHS Act has strengthened obligations with regards to site preservation requirements that
would carry over to any fire that may have been caused by assets managed by ActewAGL
Distribution. In combination, the WHS Act has changed the operating environment in a way that
was not understood previously, nor costed or incorporated into base year costing.

The ACT Strategic Bushfire Management Plan (SBMP) Version 3 2014"" is an instrument that is a

subordinate law to the Emergencies Act 2004 and was prepared by the ACT Emergency Services
Agency to meet the requirements of Section 80 of the Emergencies Services Act 2004. As such,
the SBMP addresses all bushfire management elements as required by Section 74 of the
Emergencies Services Act 2004.

49 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-150

0 ACT Work Health and Safety Act 2011, Section 19

1 5ee Attachment C53, ACT Emergency Services Agency, The ACT Strategic Bushfire Management Plan, 2014-

2017
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An over-arching principle of bushfire management in the ACT is that of shared responsibility
between the ACT Government and the community for mitigating bushfire risk. The SBMP Version
3, 2014 was released and has resulted in the requirement to make material changes to planning
and operations for ActewAGL Distribution. The updated SBMP explicitly requires that ActewAGL
Distribution participates in a proactive plan. The ACT SBMP Version 3, 2014 updates the
previous SBMP for the ACT, which is Version 2 dated October 2009. Version 2 had no specific
reference or obligations for ActewAGL Distribution or its past entities. There was no regulatory
requirement to have a Bushfire Operational Plan or liaise with the ESA in any way. The
obligations changed markedly in Version 3 2014, with a specific reference in Schedule 2 for
ActewAGL to have a Bushfire Operations Plan in designated Bushfire Prone Areas approved by
the ESA. Costs incurred in this step change directly relate to the Clause 6.5.6 (a) (2) of the Rules
and were not included in the base year as the regulations subsequently changed.

The 2009 Victorian Bushfires Royal Commission Final Report, “*? provided 67 recommendations
targeted at the Commonwealth, the State, and in specific cases (recommendations 27 — 33
inclusive) Victorian DNSPs.

As a prudent operator, ActewAGL Distribution has commenced addressing the recommendations
and requires additional opex within the 2014-19 regulatory control period to continue to
undertake risk assessments and update documentation. ActewAGL Distribution has formed the
opinion that when the obligations under the Utilities Act 2000, the WHS Act 2011, and the ACT
Common Law provisions are analysed together, there is heightened risk of ActewAGL
Distribution being deemed to be negligent by not adopting the recommendations. In particular
improved knowledge specific to bushfire risk mitigation in the industry has led to heightened
assessments and the identification of risk by ActewAGL Distribution, which requires additional
expenditure to maintain the safety, reliability and security of the distribution system through the
supply of standard control services. Additionally it should be noted that a number of other
DNSPs have not or are in the process of adopting these recommendations and hence comparison
with other DNSPs that suggests these recommendations should be captured in base year opex
for a prudent operator is not appropriate.

During the previous 2009-2014 period, ActewAGL Distribution commissioned external specialists
to undertake an initial analysis aimed at developing a better understanding of bushfire risk
across the ACT associated with the distribution network. Notably similar work was conducted by
the Victorian Government at its cost, rather than being paid for by Victorian DNSPs. Costs
included in this step change are in response to the changes to the ACT SBMP, including analysis,

452 gee Attachment C54, Teague AO, B., McLeod AM, R. and Pascoe AM, S., 2010, 2009 Victorian Bushfires Royal

Commission Final Report Summary, July
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consultation and implementation, and compliance. Neither the requirement to have an
approved Plan, nor the funding existed in the base year. In addition understanding the risk to
operations in a formal and very specific asset by asset, risk by risk sense also forms a part of the
primary duty of care under the WHS Act.

Recent bushfires including Kilmore and Murrindindi in Victoria as well as the Blue Mountains in
NSW have also contributed to a greater focus on bushfire risk and bushfire mitigation. Of
concern are areas where asset failure caused a fire or where trees outside the clearance zones
caused fires. The Powerline Bushfire Safety Taskforce®* summarised the Victorian fires and the
operational failure. This has led ActewAGL Distribution to consider additional risk mitigation
required to maintain the safety of the distribution system and keep the system secure from
liability of harm, injury, danger or other risk. ActewAGL Distribution requires specialist assistance
to identify opportunities to improve asset resilience against identified risks. ActewAGL
Distribution has in the past used the run to failure model with particular relevance to
underground cable faults and potheads on the low voltage network. ActewAGL Distribution
recognises the significance of the consequences of failure in rural and potential bushfire areas
and requires expertise to assist in efficient targeting of asset replacement. ActewAGL
Distribution considers that a run to failure model is not a safe (does not allow for ActewAGL
Distribution duties holders to discharge their WHS duties or meet the risk management duty) or
efficient model when the outcomes of that failure are significant community and worker safety,
as well as environmental destruction.

The recent bushfires and subsequent inquiries have also highlighted inadequacies in existing
industry bushfire mitigation standards. This has placed additional pressure on ActewAGL
Distribution to revise risk assessments and review bushfire mitigation strategies. Expenditure
identified in the recommended opex step change is for the engagement of expert independent
consultants to undertake an assessment and make recommendations on the most cost effective
areas to target to reduce bushfire risk and improve resilience including planning, asset and
response perspectives.

The 2014 changes to the SBMP result in increased costs to update relevant policies and
procedures for managing bushfire readiness, and to implement procedures for reducing the
bushfire risk from network assets. This will include a review and update of the ActewAGL
Distribution Bushfire Mitigation Strategy and Management Plan to ensure it aligns with the
current environment. The review of changes to ActewAGL Distribution policies and procedures
will be externally audited to ensure legislative requirements are being met and they reflect best
practice. These activities and costs are listed in Table 3.15.

3 5ee Attachment C55, Orton, T. (Chair), 2011, Powerline Bushfire Safety Taskforce: Final Report, September
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Asbestos and unexploded ordnance

When the new WHS Act commenced on 1 January 2012, the ACT primarily had two pieces of
legislation covering asbestos management, being the Dangerous Substances Act 2004 and the
Work Health and Safety Act 2011. This created a level of confusion and additional effort when it
came to the notification of asbestos related incidents as both pieces of legislation required
separate notification, including the additional notification to the ACT Environmental Protection
Agency.

Hazardous chemicals including lead, asbestos and major hazard facilities which comprise
Chapters 7, 8 and 9 respectively in the WHS Regulation were not included as the ACT
Government decided that these were to continue to be regulated under the Dangerous
Substances Act 2004 and associated Regulations pending a review in 2012.%** Some changes and
points of clarification were released in late 2014, after the regulatory proposal was submitted,
which resulted in ActewAGL Distribution reviews and updates to related procedures and
practices.

The WHS Regulation, Section 445 was amended in 2014 and required specific occupations, who
may be working with or exposed to asbestos, to complete accredited ‘Asbestos Awareness’
training only with ACT WorkSafe accredited training providers. A duty was placed on persons
conducting a business or undertaking (PCBU) to ensure identified workers had completed the
training by 30 September 2014. This change was an additional cost to ActewAGL Distribution in
changing asbestos procedures and providing the necessary training to engineers, field workers,
managers and supervisors and specifically is covered by the National Electricity Rules 6.5.6 (a) (2)
and was not foreseeable.

A further legislative change has occurred since the regulatory proposal was submitted relating to
asbestos management. On 25 November 2014 the Dangerous Substances (Asbestos Safety
Reform) Amendment Bill 2014 was passed in the ACT Legislative Assembly paving the way for the
adoption of the national model asbestos laws. The Bill and Amendment Regulation, including
two supporting Codes of Practice are to commence on 1 January 2015. One significant change in
the law is the removal of the 10 square metre exemption which will mean that any asbestos
identified can only be removed by licenced asbestos removalists (must hold a Class A or B
removalist license). For ActewAGL Distribution this means that when excavating to replace poles
or trench to lay underground assets, any asbestos found will result in costs associated with
testing, a licensed asbestos removalist, air monitoring, tipping fees and clearance certificates.

4 ACT WorkSafe, 2014, Work Health and Safety Legislation, accessed on 16 January 2015,

<http://www.worksafe.act.gov.au/page/view/2798>
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The base year included incidental discovery, handling, and removal of asbestos under the old
legislation however this recent change imposes additional costs.

Unanticipated costs associated with the standard operating environment are a component of
expenditure in the base year. However the ACT Government has changed strategies to release /
rezone land previously zoned as industrial to high density residential developments. This strategy
has led to unanticipated costs associated with significant asbestos discoveries (and other issues
such as hydrocarbon plumes) in brownfield developments during the current period, and have
been as high as $50,000 per incident from discovery, reporting, registration to disposal.
ActewAGL Distribution analysis has identified that the incidences of unexpected asbestos
discoveries will continue to increase over the 2014-19 regulatory control period as the
undergrounding of electrical assets continues in re-development areas. Importantly this is not
covered by the development cost. Developers work within the property boundary to ameliorate
any known or discovered issues and the land purchase price theoretically accounts for this cost.
However ActewAGL Distribution operates outside the property boundary incurring the same
costs without the ability to charge the developer. Since September 2013 unanticipated asbestos
discoveries have occurred once every 2.5 months. Additional opex is required to risk assess,
remove / mitigate and dispose of unanticipated asbestos (and other) finds in re—development
areas. ActewAGL Distribution requires this step change expenditure to maintain the ongoing
safety of the distribution network. Base opex is inadequate to keep the distribution system safe
by managing the risk of harm, injury or danger related to asbestos discovery and management.

A further unanticipated cost associated with the ACT Government changing planning strategies,
is the impact of unexploded ordnance. The ACT Government has indicated that the Molonglo
area will be rezoned and developed for urban residential usage. This change is beyond ActewAGL
Distribution’s control and outside current business operations. This Molonglo area is known to
have been used as an artillery range in the past with known unexploded ordnance having been
found. There is a clear change in risk level leading to a material change in costs to meet existing
legislation. Additional opex is required over the 2014-19 regulatory control period to conduct a
risk assessment on any work associated with the Molonglo area and update procedures and
asset maintenance documentation. Work has not commenced in the Molonglo area to date, and
as a result there were no costs in the base year. Under the WHS Act 2011 primary duty of care
ActewAGL Distribution must address the risk associated with sending our staff or contractors into
an area with a known hazard without any specific risk controls.

ActewAGL Distribution must maintain a database of non-residential asbestos sites as part of the
asset register under Section 327 of the Dangerous Substances (General) Regulation. Although
this database was developed in April 2010, it must now be maintained by a Class A Licenced
Asbestos Assessor. ActewAGL Distribution must comply with legislation and outsource this
requirement. All sites are reassessed independently and on an annual basis.

These activities and their costs are provided in Table 3.15.
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Climate change resilience

The AER draft decision does not allow a step change for climate change resilience, stating:

ActewAGL did not link it to a regulatory change nor did it specify or quantify the costs of this project.
In any case, ActewAGL has been aware about the risks of climate change for some time. We would
expect that as a prudent business it would have begun considering how these risks could impact on its

. 455
business.

Although ActewAGL Distribution has been aware of climate change risks and has begun
considering these risks on the business, the base year did not include adequate expenditure to
undertake a targeted risk assessment and investigation to identify and quantify the cost and
extent of work needed to ensure climate change issues are factored into efficient investment in
and operation of electricity services for the long term interests of consumers.

Existing climate vulnerabilities highlight the need for businesses, including utilities, to be able to
respond to climatic variability that may affect their operations. This requires the capacity to
make decisions that are informed by a sound understanding and a commonly agreed set of
parameters of projected climate change and its impacts. In responses to other DNSPs, the AER
has broadly indicated that the adopted models are not fit for short term forecasting and the
claimed effects have been rejected. In addition the AER indicates that the modelling does not
establish with certainty that any particular modelled scenario has a higher or lower probability of
eventuating.*® To remedy the challenge of model certainty the Energy Networks Association
(ENA) in consultation with the AER has produced a climate risk and resilience manual for the
energy network sector which will aid in providing a consistent approach by all network service
providers in managing climate risk and resilience across core network activities.

For ActewAGL Distribution, understanding how and when to adapt to the increased risk profile
arising from climate change will incur additional costs as it will require a combination of technical
knowledge of the physical impact on the network assets as well as analysis of the potential
future impact of climatic conditions over the assets lifespan. By using industry agreed processes,
ActewAGL Distribution can undertake a probabilistic risk assessment to understand the extent of
the risk of environmental factors beyond our control, and how ActewAGL Distribution might
specifically address threats to specific assets. These decision criteria will enable synergies
between asset maintenance, asset resilience improvement and bushfire mitigation.

5 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-151

4% gee Attachment C56, AER, 2010, Final Decision, Victorian electricity distribution network service providers,

Distribution Determination 2011-2015, October, page 408
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Summary of activities and costs

The opex step change is $2.8 million, which includes expenditure for a number of additional
activities requiring specialist input such health and safety professionals, risk assessment,
asbestos and unexploded ordnance specialists; and health practitioners enlisted to carry out
health monitoring and surveillance checks.

These measures are imperative to address the potential risk (and consequential cost) outcomes
of serious harm to workers and the public as well as damage to network distribution assets.
Additionally, the step change allows ActewAGL Distribution to discharge various WHS Act,
bushfire and environmental duties and obligations.

These skills are not core to ActewAGL Distribution’s internal staff. Therefore it is not considered
cost effective for the initiatives outlined in this report to be delivered or substituted with internal
resources. Significant programs requiring additional operating expenditure for external resources
are detailed in Table 3.15 [cic] and summarised below:

e Improve the health and wellbeing of ActewAGL Distribution employees and reduce the
incidence of long term injury through ‘Project Substance’, providing ongoing health monitoring
commencing in 2015/16 and expecting a trend down in compensation costs in the medium
term.

e Increase awareness training on sprains/strains and injuries to minimise injury to ActewAGL
Distribution employees in the course of their work. Vehicle incident training and management
to minimise injuries as a result of vehicular incidents, reduce damage to the ActewAGL fleet
and potentially reduce fleet insurance premiums.

e Delivery of education to employees on the early warning signs of psychological injury enabling
them to seek timely support and reduce future incidents.

e Update the Bushfire Mitigation Strategy and Management Plan in 2015/16 to ensure it is
consistent with and complementary to the ACT Government’s revised Strategic Bushfire
Management Plan. This will ensure legal obligations are met and improve ActewAGL
Distribution’s bushfire mitigation activities beyond the current inadequate industry standards
to further reduce the likelihood and consequences of bushfires in the ACT and reduce risk to
the community and the reliability, safety and security of ActewAGL Distribution’s network.

e Address unplanned safety events from asbestos dumps and unexploded ordinance resulting
from new land releases in the ACT to reduce safety risks to the public and ActewAGL
Distribution personnel during next regulatory control period.

e Develop strategy on business risk, continuity and resilience to climate change in response to
the Electricity Networks Association (ENA) manual on climate change. This activity requires
specialised external consulting resources.
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Table 3.15 EHSQ step change activities and costs

($ million, 2013/14) 2014/15 2015/16 2016/17 2017/18 2018/19
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Health - Injury prevention programs
1. Hazardous Substances Health
monitoring

2. Workplace assessment - muscular
strain & sprain
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communication plan for safety cultural
change
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4. Pre-employment and exit medical
tests

5. Specialised MV handling & training
6. Psychological Injuries - Awareness,
treatment
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Safety - Unplanned Events

1. Additional Asbestos discovery,
registering event and disposal of
asbestos.

2. Specialist Environmental Consultant -
Annual Asbestos Survey

3. Unexploded Ordinances

4. Risk Assessment of Area - Specialist
Consultant for unexploded ordinances

6. Implement Risk Mitigation strategies
proposed by the Specialist Consultant.
Climate risk and Resilience 0.01
1.Business Risk, Continuity & Resilience
to Climate Change manual developed by
the ENA - Specialist Input
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It is not feasible to accurately quantify benefits resulting from implementing this option as these
are predominantly risk-based, however ActewAGL Distribution anticipates the following benefits
from the activities included in this step change:

e Compliance with legislative and regulatory duties and obligations, resulting in reduced risks of
charges, fines and court proceedings against ActewAGL Distribution, AER and their officers

e Reduced incidence of long term injury to ActewAGL Distribution employees and contractors
and related injury management expenditure

e Improved incident investigation and management

e Improved procedures, safe work method statements and practices

e Reduced number of motor vehicle incidents, resulting in reduced costs associated with injury
to employees, damage to fleet vehicles and potential reductions in fleet insurance premiums

e Reduced incidence and severity of psychological injury

e Reduced likelihood and consequences of bushfires in the ACT and reduced risk to the
community as well as to the reliability, safety and security of ActewAGL Distribution’s network

e Improved ability to address unplanned safety events from asbestos dumps and unexploded
ordinance and consequent reduction in safety risks to the public and ActewAGL Distribution
personnel.

e Avoided cost of potential non-compliance action against ActewAGL Distribution.

e Avoided/Reduced liability due to potential incidents where ActewAGL Distribution assets
initiate a bushfire.

3.6.3.2  Regulatory compliance and strategy step change

Overview

The AER’s draft decision includes a step change of only $1.4 million of the $8.6 million proposed
by ActewAGL Distribution for additional expenditure related to regulatory compliance and

457
strategy.

ActewAGL Distribution maintains that this step change in required to achieve the opex objectives
and reflects the opex criteria. The increase in costs from base year opex is driven by the
increasing volume and complexity of compliance and regulatory requirements and associated
documentation and process burden for ActewAGL Distribution as a result of the introduction of
new obligations.

7 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-151
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The costs included in this step change are for engagement of specialist consultants, auditors and
additional highly skilled internal resources, including two regulatory specialists, one consumer
engagement specialist, and one distribution strategy specialist. These costs are detailed in Table
3.16 below.

Table 3.16 Regulatory compliance and strategy step change costs

(Smillion, 2013/14) 2014/15 2015/16 2016/17 2017/18 2018/19 Total
Regulatory reporting 0.31 0.31 0.26 0.96 1.51 3.33
National Energy Customer

0.07 0.07 0.07 0.05 0.05 0.30
Framework (NECF)
National Planning and Expansion

0.21 0.19 0.16 0.14 0.14 0.84
Framework (NPEF)
Consumer engagement 0.31 0.31 0.27 0.38 0.29 1.56
AEMC Network Pricing

- 0.02 0.12 - - 0.14

Arrangements 2014
Strategic review of network tariffs 1.29 0.18 0.13 0.59 0.13 2.31
AEMC Connection of Embedded

0.04 0.04 0.02 - - 0.10
Generation
Total 2.22 1.11 1.03 2.11 2.11 8.58

Increased regulatory reporting

The AER’s draft decision includes $1.0 million of the $3.3 million proposed by ActewAGL
Distribution for increased regulatory reporting requirements.458 The AER’s explanation of its draft
decision is as follows:

e  We have included the increased regulatory reporting costs of submitting the benchmarking,
category analysis and reset RINS. The level of detail we requested in the benchmarking and
category analysis RINs is greater than we have requested previously and the cost of submitting
reset RINSs is not included in the efficient base level of opex.

e  We have not included the costs of completing category analysis RINs in 2017-18 as the
information will be captured in the costs of completing a reset RIN.

8 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-152
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e  We have not included the costs of completing annual reporting RINs. They are not a new
regulatory obligation and these costs are already included in the efficient base level of opex.

«  We pro rata the consultancy costs accordingly.

«  We substituted lower labour costs than ActewAGL used in its estimate of the cost of increased
regulatory reporting. ActewAGL's FTE cost estimates are based on the cost of an engineer at
$232,500 per annum. However, we consider regulatory reporting can be done by a less qualified
employee. We substituted ActewAGL's most recent average labour cost of $180,000, as

reported in its category analysis RIN data. 459

ActewAGL Distribution considers the new RIN requirements call for an increased level of
granularity in reporting of financial and non-financial information which has driven a material
increase in costs associated with coherent regulatory reporting for the 2014-19 period above
what has been allowed for by the AER. The new RIN requirements include economic
benchmarking, category analysis benchmarking, and are in addition to the annual RIN and reset
RIN requirements.

Efficient collecting, collating and publishing of RIN data requires more experienced employees
than average which results in a higher average labour cost. Adjustments for less experienced
staff would require a corresponding increase in the number of staff to compensate for the
decreased productivity.

Considerable additional support from high level specialist consultants for both financial and non-
financial information is also required. Additionally, the RINs require historical values to be
independently in accordance with Australian Auditing Standards.

AER - Regulatory Information Notices - category analysis and economic benchmarking

The requirement to complete a category analysis RIN and economic benchmarking RIN is new.
The completion of these RINs was labour intensive and required significant external consultancy
to complete in the timeframe set by the AER. While this work is expected to be refined over
time, ActewAGL Distribution considers it most efficient to undertake much of this work
internally. For the 2013/14 economic, category analysis and annual RIN returns the total internal
labour effort was in excess of 1,000 hours. RIN returns require periodic engagement of specialist
technical consultants as well as auditors.

AER - 5 yearly Reset RIN

9 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-152
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The level of detail required to complete the reset RIN is voluminous and complex. This is a
recurrent expenditure for each regulatory control period and requires a high volume of work to
be undertaken in years 4 and 5 leading up to the next regulatory reset period. The ActewAGL
Distribution 2014-19 Reset RIN incurred an estimated 4,000 internal labour hours along with
additional support from specialist consultants.

National Energy Customer Framework (NECF)

The AER’s draft decision includes a step change of $0.2 million for the implementation of
customer connection charges, but not quarterly NECF breach reporting.460

In not including breach reporting, the AER notes:

We have not included this component of the step change in our opex forecast because we do not
consider a prudent service provider would assume it is going to breach the NECF, and hence the law,

. 461
twice a year.

While ActewAGL Distribution’s target is to have no NECF breaches, a minimal annual budget
provision totalling $0.1 million across the period has been included in the proposed step change
to cover technical and legal investigation assessment of potential breaches, as ActewAGL
Distribution’s experience to date has been that the handling of Type 1 breaches has been very
labour intensive in the reporting to the AER and the investigation process.

National Planning and Expansion Framework 2012(NPEF)

ActewAGL Distribution’s regulatory proposal included $0.8 million in this step change related to
the NPEF including costs:

e publish a distribution annual planning report (DAPR)
e investigate demand side solutions
e participate in the service target performance incentive scheme (STPIS).

The AER’s draft decision does not allow these costs because it considered these costs should
already be included in the efficient base level of opex.462

40 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-152

1 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,
November, page 7-153

62 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-153
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ActewAGL Distribution considers the new obligations imposed by the NPEF were significant and
have led to ongoing internal costs that were not incurred in the base year. These new obligations
include the annual review and publishing of the DAPR, the annual review and publishing of the
Demand Side Engagement Strategy and its internal implementation within ActewAGL
Distribution, and the requirement for RIT (D) consultation.

Distribution Annual Planning Report (DAPR)

ActewAGL Distribution was required to publish the DAPR for the first time in 2013/14 as required
by the AER. The output was minimal in content compared to other DNSPs. The on-going annual
publication requires additional resources to bring the report standard in line with that of its
industry peers. The estimated annual allocation is 300 to 500 hours to complete the report and
involves significant upstream technical compilation and collection of data, drafting of the report
and quality assurance.

Participation in the Service Target Performance Incentive Scheme (STPIS)

ActewAGL Distribution is required to monitor daily reports of compliance and this has
significantly increased the level of monitoring for single premise outages. Additional reporting on
the call centre — to record per cent of calls responded within 30 seconds. The STPIS on the LV
network commencing in 2015/16 will require significant increase in volume of STPIS reporting.
Similar STPIS reporting exists, however the format of reporting and the additional LV networks
and reporting of single premise outages makes this a significant step change.

Demand side solutions and engagement

The resources invested in demand side solution investigations will increase with the range of
credible demand side solutions that needs to be investigated, as well as engagement with
specialists. Demand side solutions also require closer engagement with customers for
implementation.

Consumer engagement

ActewAGL Distribution’s regulatory proposal included $1.6 million in this step change for
additional consumer engagement. The AER did not allow for this step change in its draft decision,
stating that:

Changes to the NER in late 2012 require service providers to describe how they have engaged with
consumers, and how they have sought to address any relevant concerns identified as a result of that
engagement. ActewAGL was required to present this information in an overview report with its
regulatory proposal. Notwithstanding the rule change, we would expect a prudent service provider
would already have programs in place to engage with consumers. The new NER requirement to
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address consumers' concerns in its regulatory proposal would not lead to a material increase in opex
and could be funded through the efficient base level of opex of an efficient and prudent service
provider.453

Following the rule change, the AER released a Consumer engagement guideline, which outlines
its expectations of how electricity and gas distributors are to engage with consumers. The AER’s
consumer engagement guideline notes:

At present, most service providers undertake some form of consumer engagement. However,
we are aware of significant variations in consumer engagement:

e between distribution and transmission service providers across the gas and electricity
sector

e within each group of service providers (for example, between distribution electricity
businesses)

e by asingle service provider over time ...

Implemented properly, the guideline may require most service providers to significantly change
how they run their businesses. We expect service providers, helped by the guideline, to develop
and implement strategies for consumer engagement to occur in a more systematic and
strategic way. Service providers should seek to understand and address issues of significance to
the business and its consumers. Over time, we expect service providers to embed consumer
engagement in their businesses.*®*

While ActewAGL Distribution has historically performed consumer engagement activities, it
considers that this rule change and guideline has placed a new regulatory obligation as to the
extent of consumer engagement and reporting on engagement to the AER and CCP and as noted
by the AER, the level of existing engagement varies significantly. ActewAGL Distribution’s
proposal sets out a clear path for formalising a customer engagement strategy for the future.

ActewAGL Distribution’s Consumer Engagement Strategy is proposed to be implemented over
the 2014-19 regulatory control period. Stage 1 has commenced in 2014/15 and it is anticipated
that one full time staff and external specialist skills will be required to successfully co-ordinate
existing consumer engagement activities and the roll-out of proposed expanded activities. These
costs are additional to consumer engagement activities undertaken in the base year. Whilst
ActewAGL Distribution has previously undertaken extensive engagement through sophisticated
willingness to pay studies as discussed in Chapter 1, no study was undertaken in the base year.

83 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-154

%% See Attachment C57, AER, 2013, Explanatory Statement, Customer Engagement Guideline for Network Service

Providers, October, pages 7 to 8
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The major planned consumer engagement activities are co-ordination and preparation for the
ActewAGL Distribution Energy Consumer Reference Council (ECRC), monthly meetings for 2015
then quarterly meetings long term; consumer analysis involving customer focus surveys and
work groups; liaison with major customers; implementation of staff training to move towards a
more customer centric organisational culture; and website adaption to encompass consumer
engagement. These activities are discussed further in section 1.3 of this revised regulatory
proposal. ActewAGL Distribution considers these consumer activities will deliver significant
benefits to consumers, including:

e more comprehensive, relevant and timely information on the work of ActewAGL Distribution
and its potential impacts;

e increased and more regular opportunities to provide input into decision making on efficient
investment and operation of ActewAGL Distribution’s services that will serve the long term
interested of consumers; and

e  better understanding of what impacts on energy bills and therefore more transparency around
ActewAGL Distribution’s decision-making and the impacts of regulatory activities and
processes.

AEMC network pricing arrangements 2014 and Review of network tariffs

The AER’s draft decision includes $0.1 million as proposed by ActewAGL Distribution for
expenditure related to the AEMC rule change regarding network pricing arrangements.

The AER’s draft decision does not include $2.4 million as proposed by ActewAGL Distribution for
additional expenditure related to reviewing its network tariff strategy, and notes:

...we do not consider a step change is needed for an internal management decision about how better
to meet pricing obligations. 965

ActewAGL Distribution contends that this step change is required for ActewAGL Distribution to
achieve the opex objectives. The review of network tariffs is required to address the AEMC’s
substantial changes to requirements relating to network pricing arrangements, which have
created substantial change that requires ActewAGL Distribution to review its network tariffs and
meet on-going requirements..

The costs included in this step change are for the following activities:

o Detailed studies to identify long run marginal costs at the individual tariff level

5 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-154
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e Development of a new pricing model to accommodate new tariffs

e AER approved connection charge policy with internal applications and charging manuals
e Consultation on the Tariff Structure Statement

e Preparation of the Tariff Structure Statement

The large increase in consultant costs included in this step change is due to insufficient internal
resource levels, as appropriately skilled internal resources will be required for other existing
regulatory and pricing activities. Further, a review of network pricing reports released by other
DNSPs indicated that several consultancy firms have expertise and experience in network pricing
reform, which could be drawn on efficiently for ActewAGL Distribution’s review. This review will
benefit consumers through more cost reflective tariffs that are fairer and encourage more
efficient energy supply and use.

AEMC connection of embedded generation

The AER’s draft decision includes $0.1 million as proposed by ActewAGL Distribution for
expenditure related to the AEMC rule change regarding connection of embedded generation.

3.6.3.3  Technical standards, safe work practices and contractor management

The AER’s draft decision does not include step changes for additional expenditure related to
technical standards, safe work practices or contractor management as it did not consider any of
these step changes arise from a new regulatory obligation.**®

Technical standards

The AER did not allow a step change of $1.5 million for additional technical standards expenditure,
stating:

The updated Management of Electricity Networks Assets Code is not a new regulatory obligation and
we are not satisfied it has imposed a materially heavier burden on ActewAGL than previously. We
consider the costs of ActewAGL complying with updated industry standards and updating its five year
technical standards plan should be met from the efficient base level of opex. 7

46 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-155

57 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-155
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ActewAGL Distribution maintains that this step change in required to achieve the opex objectives
and reflects the opex criteria. Specifically this step change is required to meet the requirements
of the updated Management of Electricity Networks Assets Code under the Utilities Act 2000, as
well as changes to other regulatory obligations relating to safety and technical standards. The
updated Code has set the compliance with applicable Australian and International standards as a
mandated minimum. This requires ActewAGL Distribution to revisit all existing standards and
guidelines to ensure minimum safety standards are provided for the design, construction,
operation and maintenance of the electricity network. ActewAGL Distribution has detailed the
requirement for this step change in its regulatory proposal468 and further detail was provided in
response to an information request from the AER.**

Safe work practices

The AER did not allow a step change of $3.5 million for an electrical safety documentation team
on the basis that the regulatory obligations driving the need for this team are not new*’”°

ActewAGL Distribution maintains that this step change in required to achieve the opex objectives
and reflects the opex criteria. Under its technical and safety regulatory obligations including the
WHS Act 2011 and codes of practice under the Utilities Act 2000 ActewAGL Distribution must
maintain electrical safety documentation that is consistent with current codes of practice and
the WHS Act 2011. It also has an obligation to eliminate or minimise identified risks to workers
and other persons to the extent that is reasonably practicable. These are discussed further in
Section 3.6.3.1. ActewAGL Distribution contends that costs to meet these new regulatory
obligations could not be met with base opex. ActewAGL Distribution has detailed the
requirement for this step change in its regulatory proposal.471

8 ActewAGL, 2014, Regulatory Proposal, 2015-19 Subsequent regulatory control period, Distribution services

provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June (resubmitted
10 July), page 229 and Attachment B10

9 ActewAGL, 2014, Response to OPEX Step Change AER Questions, 24 July

470 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-155

71 ActewAGL, 2014, Regulatory Proposal, 2015-19 Subsequent regulatory control period, Distribution services

provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June (resubmitted
10 July), page 229 and Attachment B10
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Contractor management

The AER did not allow a step change of $3.1 million for additional contractor management
expenditure, stating:

ActewAGL’s duty of care to contractors has not changed and the requirement to complete a Safe Work
Method Statement has not changed for either employers or principal contractors from those adopted
under the Work Safety Act 2008. 472

ActewAGL Distribution maintains that this step change in required to achieve the opex objectives
and reflects the opex criteria.

This step change is required for additional resources to manage contracts and has primarily been
driven by new obligations under the WHS Act which are required to be incorporated into
ActewAGL Distribution’s existing and new contracts. The WHS Act places more obligations and
responsibility on ActewAGL Distribution, specifically in the area of contractor management
relative to the repealed, ACT OHS legislation. Additionally, OHSAS 18001:2007 aims to assist
organisations in managing and controlling their health and safety risks and improving their
Occupation Health and Safety performance. Failure to adequately address safety concerns in
respect of contractor management, particularly those issues relating to health and safety, may
result in OHSAS 18001:2007 certification being removed. This would give rise to a number of
safety and legal issues as certification with this standard ensures ActewAGL Distribution has a
demonstrably sound occupational health and safety performance.

As explained in Section 3.6.3.1, responding to new requirement under the WHS Act in terms of
assessing the impact on the organisation and responding to legislative changes requires iterative
consultation. Once the issues are identified and agreed, there is a need to identify measures and
progressively implement changes. Therefore, the incremental cost of reviewing contract
management in light of the WHS Act 2011 was not accounted for in the 2012/13 base year. This
step change will enable resources to focus on implementing these changes and will ensure
ActewAGL Distribution meets its regulatory obligations with respect to minimising risk to the
health and safety of its contractors and the public through improved oversight of contractor
safety and performance management arrangements, including review, monitoring and

472 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-155
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evaluation of existing and future contracts. Further detail of the requirement for this step change
is provided in ActewAGL Distribution’s regulatory proposal.473

3.6.3.4 Network operations and call centre and network OT support

The AER’s draft decision does not accept ActewAGL Distribution’s proposed step changes for
neither network operations and call centre opex nor network OT support opex. The AER does not
accept ActewAGL Distribution’s claim that these step changes are required to meet NECF and
STPIS requirements as these are not new regulatory obligations. It also considers efficient
discretionary changes in inputs should normally have a net negative impact on expenditure,*’*
stating:

We expect that a business would only invest in IT where the benefits of that investment are expected
to outweigh the costs. The expectation of future benefits should be sufficient incentive to undertake

.. . . . 475
this investment and no increase in opex is needed.

ActewAGL Distribution maintains that these step changes of $2.1 million for Network Operations
and Call Centre and $4.8 million for Network OT Support are required to achieve the opex
objectives and reflects the opex criteria. These step changes are driven by the need to upgrade
network system operating and reporting capability following the OSRP and to meet the new
requirements of the NECF customer service standards and STPIS.

The completion of the OSRP will enable further necessary OT works planned for the 2014-2019
regulatory control period to meet the needs of ActewAGL Distribution’s network by ensuring
safety, network reliability, quality, and customer service standards are maintained. As a result of
these network OT investments, greater operational support is required to operate and support
these systems as well as to support the transition into future needs.

ActewAGL is participating in reporting statistics for the STPIS for the first time in 2015/16. The
granularity of information requested and the frequency of reporting to the AER for STPIS has
increased since the base year.

73 ActewAG L, 2014, ActewAGL, 2014, Regulatory Proposal, 2015-19 Subsequent regulatory control period,

Distribution services provided by the ActewAGL Distribution electricity network in the Australian Capital Territory,

2 June (resubmitted 10 July), page 229 and Attachment B10

474 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-156

473 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-148
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Additionally, the introduction of the NECF has required a number of changes within ActewAGL.
As the AER notes, a cost pass through of $1.9 million was approved in January 2013 for costs
incurred to establish and set up the customer framework.*’® However, the costs included and
accepted in this pass through related to implementation of the NECF only, and were not for on-
going additional costs required as a result of the introduction of the NECF. This step change
includes on-going costs that will be incurred during the 2014-19 regulatory control period to
meet the system reporting requirements of the NECF. ActewAGL Distribution has detailed the
need for this step change in its regulatory proposal477 and further detail was provided in
response to an information request from the AER.*®

3.6.3.5 Corporate services (including capitalisation of corporate services)

Overview

The AER’s draft decision did not include any opex forecast for corporate services step changes.
The proposed step changes were excluded on the basis that they were not driven by new
regulatory obligations or other changes in ActewAGL's operating environment beyond its
control.*”®

ActewAGL Distribution’s regulatory proposal included a $10.1 million forecast over the period for
Corporate Services step changes, however in responding to a related question from the AER, an
error in ActewAGL Distribution’s base year adjustments was discovered. This led to ActewAGL
Distribution reporting a revised step change amount of an additional $7.6 miilion to the AER for
both the corporate services charge and capitalisation of corporate services charge step changes.

ActewAGL Distribution’s revised corporate services step changes are provided in Table 3.17
below.

478 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-156

477 ActewAGL, 2014, Regulatory Proposal, 2015-19 Subsequent regulatory control period, Distribution services

provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June (resubmitted
10 July), page 230 and Attachment B10

478 ActewAGL, 2014, Response to OPEX Step Change AER Questions, 24 July

479 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-156
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Table 3.17 Revised corporate services charge step change

(Smillion, 2013/14) 2014/15 2015/16 2016/17 2017/18 2018/19

Salaries & wages escalation 0.5 1.0 13 14 1.5 5.9
Software licence escalation 0.3 0.3 0.3 0.3 0.3 1.5
Opex related to CSRP 0.1 0.1 0.1 0.1 0.1 0.5
Sr';ggorgnf]:pex related to capex 03 03 03 05 05 19
Health Strategy 0.1 0.1 0.1 0.1 0.1 0.5
Compliance Management 0.1 0.1 0.1 0.1 0.1 0.5
CAM adjustment 1.5 1.5 1.5 1.5 1.5 7.7
FTE reductions -0.2 -0.2 -0.2 -0.2 -0.2 -1.0
Other operational savings 0.0 -0.1 -0.1 -0.1 -0.1 -0.4
Total corporate services step change 2.7 33 34 3.7 3.9 17.0

Salary & wages escalation

For the purposes of the subsequent regulatory proposal, ActewAGL Distribution applied
professional labour cost escalators in respect of the Corporate Services division and included
these within the Corporate Services step change forecast. These are distinct from the utilities
cost escalator applied in respect of the Electricity Networks division workforce, included within
the price change component of the rate of change forecast.

ActewAGL Distribution has applied general labour cost escalators for corporate services labour.
ActewAGL Distribution’s proposal regarding labour cost escalation is detailed in section 3.5.3.1.
General labour escalators are provided in Independent Economics’ updated labour cost
escalators report provided at Attachment C46. Independent Economics’ updated nominal
forecast escalators have been used by CEG to develop real cost escalators, which is provided at
Attachment C47. The revised forecast shows a slight weakening in labour cost growth.

The updated general labour growth forecasts are provided in Table 3.18, which also shows the
labour cost escalators proposed in ActewAGL Distribution’s regulatory proposal for comparison.

Table 3.18 Real general labour cost escalators 2014-19

Per cent 2014/15 2015/16 2016/17 2017/18 2018/19
Regulatory proposal 0.8 1.3 1.8 1.9 1.9
Revised proposal 0.3 1.5 1.4 1.3 1.3
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ActewAGL Distribution contends that labour cost escalation should be applied for corporate
services as for other costs. Escalation of these labour costs does not occur with escalation of
ActewAGL Distribution’s other labour costs.

Software Licence escalation

ActewAGL Distribution’s corporate services step change includes forecast cost escalation of
seven per cent per annum for software licences from 2012/13 to 2014/15, with escalation in line
with CPI for the remainder of the 2014-19 regulatory control period.

The AER draft decision did not include a step change for software licence maintenance costs
relating to corporate services, on the basis that the rate of change is applied to the base year
total opex.

The AER explain that if a step change is incorporated to account for higher software licence and
maintenance costs a more accurate forecast for corporate services may result in isolation, but
that the opex forecast as a whole will be too high.*®

ActewAGL Distribution notes that it applies price change to opex excluding corporate services
charges, therefore applying the rate of change to only Electricity Networks costs. The corporate
services costs are considered as a standalone input given the shared services model and separate
divisional structure to Electricity Networks. This treatment is consistent with ActewAGL
Distribution’s treatment of salary and wages escalation.

Therefore, ActewAGL Distribution maintains that applying real cost escalation for software
licencing costs within this step change is appropriate and does not result in double counting.

Opex associated with the implementation of the core systems replacement program

ActewAGL Distribution will incur incremental opex associated with the implementation of the
core system replacement program in respect of new licences and associated maintenance and
support costs. This step change includes $0.5 million for these additional costs above base year
levels.

As outlined in ActewAGL Distribution’s regulatory proposal, the core systems replacement
program was specifically undertaken to enable ActewAGL Distribution to:

e mitigate major risks throughout the business;

80 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-157
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e maintain compliance with increasing regulatory and statutory requirements;

e accurately report consumption data to retailers;

e upgrade or implement new solutions without being impeded by out-dated systems; and
e manage the stability of the ICT environment.

On this basis, ActewAGL Distribution refutes the AER’s claim that implementation of the CSRP
was a discretionary business decision and that ongoing costs would be offset by future
efficiencies, and maintains that these costs are additional to those in the based year required to
achieve the opex objectives.

The incremental ongoing operating expenditure as a result of this program is for additional
licence maintenance costs from 2014/15 onwards. These costs were not included in the base
year as the legacy systems were unsupported and licencing models have changed with newer
software available.

Opex related to capex programs

The AER draft decision did not include a step change for the ongoing costs of software licences
and maintenance as proposed by ActewAGL Distribution, as it considered these costs to be
included within base opex and that IT investment should result in opex savings not opex
increases.*®!

The investment profile for ICT is higher in the early years due to a range of extension projects
that logically follow the major OSR and CSR programs of work completed in the 2009-2014
regulatory control period. The ICT strategy provides for ongoing investment into new foundation
projects to increase ActewAGL Distribution’s mobility and business information capabilities. In
the outer years costs include projects to refresh ICT assets as they reach their anticipated useful
life.

According to an independent benchmarking survey conducted by KPMG, ActewAGL Distribution’s
corporate services ICT capital expenditures have consistently performed well below the
Australian utilities industry average across various key metrics. This indicates ActewAGL
Distribution’s relative efficiency and also a level of underinvestment in critical ICT assets
compared with industry peers.

The AER’s draft decision allowed for the ICT capital expenditure of $29.7m in the next regulatory
control period, of which:

8L AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-157
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e $22.4mis non-recurrent capital expenditure (with $15.1m of this is primarily driven by the
investment in foundational initiatives to embed new capabilities); and

e $7.3mis recurrent capital expenditure, which predominantly provides for the
replacement/refresh of ICT assets as they reach their anticipated useful life.

Given the extent of non-recurrent capital expenditure, specifically being implemented to
introduce new capabilities, it reasonable to expect an associated increase in the level of
operational expenditure to maintain and support these new ICT assets. This opex is not included
in base level of opex nor does it replace or offset opex in the base level opex.

Health strategy

ActewAGL Distribution has a dedicated Health Strategy, which is borne from the legislative
requirements under the Work Health and Safety Act 2011, Safety Rehabilitation Compensation
Act 1988 and the Workers Compensation Act 1951 to protect the health and safety of all
employees.

The Health Strategy is aimed at providing employees with a workplace committed to improving
and maintaining staff wellbeing, health and safety. It is designed to promote leadership and
commitment at all levels, aligning with Environment Health, Safety and Quality’s Strategy 2012-
2015 of transitioning to a more proactive safety culture by the end of 2015. This strategy aligns
with the People and Performance Strategy 2013- 19 in which the value of our workplace health is
critical to attracting, recruiting and retaining skilled, capable staff.

Compliance management

ActewAGL Distribution’s electricity network operations in the ACT are subject to a significant
number of legislative and regulatory obligations. The number of obligations increased
significantly during the current regulatory control period, in part due to the introduction of NECF
in 2012.

With an increasing number of legislative and regulatory obligations, in 2013/14 ActewAGL
Distribution upgraded its legal compliance framework and implemented a legal obligations
management system (CMO).

Historically ActewAGL Distribution has relied on manual processes that are highly reliant on
subject matter experts (SMEs) to ensure compliance with key regulatory obligations. The
introduction of NECF in 2012 highlighted the need for a more sophisticated approach to
compliance management.

The CMO system enables ActewAGL Distribution to store, update and monitor legal obligations
that relate to ActewAGL Distribution’s day-to-day operations. It also allows ActewAGL
Distribution to identify and link an obligation to the relevant business controls that ActewAGL
Distribution has in place to ensure compliance with the obligation.
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Each obligation is assigned to the relevant division and the appropriate process owner within
that division. CMO is updated each quarter with new and amended obligations, and then notifies
process owners of changes to obligations that are assigned to them.

Implementation of the CMO database has improved end to end capability, ensuring the capture
and implementation of new and amended obligations relevant to ActewAGL’s operations, and
monitoring of compliance against these obligations.

Opex required to efficiently manage ActewAGL Distribution’s legal obligations has risen above
the base year as a result of changing and increasing regulatory obligations and requirements.

Allocation of corporate services

The AER states that it has taken annual variations in the amount of corporate services to be
capitalised into account in assessing the efficiency of ActewAGL's base year expenditure and it
has not specifically been considered as a step change.482

ActewAGL Distribution has continued to include this as a step change in its revised opex forecast
to ensure transparency in the allocation of opex and capex between standard control services
and alternate control services under the CAM approved by the AER. Due to changes in the capex
forecast, the allocation between opex and capex has changed, resulting in a minor change in this
step change.

3.6.3.6 Asset management optimisation

As discussed in 3.7, ActewAGL Distribution’s regulatory proposal for the subsequent regulatory
control period applied a zero-based forecasting approach for maintenance and vegetation
management expenditure, however its revised proposal is to apply a base step trend approach
for all expenditure, including maintenance and vegetation management.

In adopting this approach, ActewAGL Distribution maintains that it is prudent to assess base year
maintenance and vegetation management opex against its zero based forecasts to identify
whether this produces annual forecasts that ensure life cycle costs are optimised and therefore
reflect the efficient costs of achieving the opex objectives. Further, new ACT Government
regulations require ActewAGL Distribution to operate the electricity network in a manner
compliant with an asset management system, which implies zero based forecasting to minimise
whole of life cycle costing. This step change is required to ensure adequate expenditure to
deliver the maintenance program.

82 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-158
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In August 2013, changes were made to the Management of Electricity Network Assets Code,
which made compliance with an asset management system standard not just best practice, but
also a regulatory requirement in the ACT. Under section 5.3(3) of the updated Management of
Electricity Network Assets Code, which was made under section 65 of the Utilities Act 2000,
ActewAGL Distribution must have an up to date asset management system consistent with PAS
55 Asset Management and ISO 55000 Asset Management. It is understood by ActewAGL
Distribution that this is not a regulatory requirement of any other DNSP.

ISO 55000 provides a suite of standards for asset management and includes ISO 55001:2014,
which specifies requirements for an asset management system within the context of the
organisation. This standard has an explicit focus on maintenance, renewal and enhancement
activities intended to deliver sustainable outputs at the lowest whole of life cost, as opposed to
prioritising work predominantly according to asset condition.

In order to comply with the changes to the Management of Electricity Network Assets Code,
ActewAGL Distribution is working towards certification to ISO 55001:2014, which will
demonstrate that the organisation is applying the principles required by the standard and this
will provide the benefit of demonstrating to be operating in a ‘least cost environment’ consistent
with its level of service obligations. Compliance with the standard implies that asset-related
expenditure forecasts are set at an appropriate level to optimise life cycle costs.

It follows that in order to comply with its regulatory obligations under the Management of
Electricity Network Assets Code and in turn promote efficient investment in and operation of
distribution system assets over the long term, ActewAGL Distribution’s maintenance and
vegetation management opex forecasts must reflect the outputs of the asset management
system such that life cycle cost optimisation can be achieved.

In moving to a base year approach for all opex forecasting, ActewAGL Distribution will continue
to assess maintenance and vegetation management opex against zero based forecasts to identify
annual forecasts that ensure life cycle costs are optimised and therefore reflect the efficient
costs of achieving the opex objectives. Zero based forecasting has the benefit of providing an in-
depth review of the condition and risk profile of all assets, and minimises the probability of
overlooking critical tasks which may not have had adequate prior attention, particularly safety
related tasks.

As a result of this assessment, ActewAGL Distribution’s revised opex forecast includes a total step
change of $1.1 million across the five year period to account for the annual differences in
expenditure between base year opex for these categories and the zero based forecast. The
annual step changes are provided in Table 3.19. This expenditure is not accounted for in
ActewAGL Distribution’s proposed output growth rate, which only includes a small allowance for
maintenance of assets to be commissioned during the forthcoming regulatory control period and
includes an implicit productivity improvement.
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Table 3.19 Asset management optimisation step change costs

($m, 2013/14) 2014-15 2015-16 2016-17 2017-18 2018-19

Utilities labour 0.5 0.1 0.1 0.2 0.4 0.6
other 0.4 0.0 0.1 -0.2 0.3 0.5
Total 0.9 0.1 -0.2 -0.4 0.7 1.1

3.7 Opex forecasting method

3.7.1 ActewAGlL Distribution’s proposal

In the subsequent regulatory proposal, ActewAGL Distribution used a combination of zero-based
and base year approaches for opex forecasting, whereby a zero-based approach was used to
forecast its network maintenance and vegetation management expenditure.

3.7.2 AER draft decision

The AER is not satisfied that ActewAGL Distribution’s forecasting method produces an opex
forecasting that reflects the opex criteria. The AER’s draft decision is, therefore, to use a
forecasting method that is different to ActewAGL Distribution’s in determining its substitute
forecast total opex. Specifically, the AER used an approach consistent with its Expenditure
Forecast Assessment Guideline, whereby it forms a view on an efficient base opex that reflects
the opex criteria, then applies a forecast rate of change incorporating changes in input prices,
output and productivity, and accounts for ‘step changes’ for expenditure not captured in the
base or rate of change. That is, whereas ActewAGL Distribution used a combination of zero-
based and base year methods, the AER's forecasting method is to use a base year method
uniformly for all opex categories with the exception only of debt raising costs.*®

In making this decision, the AER expressed the view that using category specific forecasting
methods, such as ActewAGL Distribution's zero-based method, for some opex categories may
produce better forecasts of expenditure for those categories but this may not produce a better
forecast of total opex. This is because the use of hybrid forecasting methods can produce biased
opex forecasts, which is inconsistent with the opex criteria. Specifically, the AER reasoned that, if
a category specific forecasting method is used to forecast opex categories with low base year

83 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-159.
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expenditure and/or with a greater rate of change than total opex, forecast opex will
systematically exceed the efficient level of opex.***

For this reason, the AER concludes:*®

[W]e have not used category specific forecasting methods to separately forecast any of ActewAGL's
opex categories in our substitute total opex forecast. We formed our substitute forecast total opex
using our guideline forecasting approach with all opex categories included in base opex.

3.7.3 ActewAGL Distribution’s response and revised proposal

While ActewAGL Distribution is content to accept the AER's forecasting method for the reasons
discussed below, it observes that the AER's draft decision on the opex forecasting method
further evidences that the AER has misconstrued the task with which it is charged by the Rules as
being to determine upon its own opex forecast with little regard to ActewAGL Distribution's own
forecast, rather than, at least in the first instance, to assess ActewAGL's Distribution's forecast.

ActewAGL Distribution does not agree with the AER that, if category specific forecasts are used
for categories where base year opex is low and/or for which the rate of change is greater than
that for total opex, the total opex forecast will systematically exceed the efficient level of
opex.486 Rather, ActewAGL Distribution is of the view that the assessment of whether the
forecast reasonably reflects the efficient level should be based on the costs required to achieve

the opex objectives, which may or may not exceed the trended base opex forecast.

While the AER's stated 'position' (in Section D.1 of Appendix D) is that it is not satisfied that
ActewAGL Distribution's forecasting method produces an opex forecast that reasonably reflects
the opex criteria, the AER's 'reasons for position' (in Section D.4) do not provide any basis for
rejecting ActewAGL Distribution's forecasting method. Those reasons suffice only to support the
selection of the AER's own preferred forecasting method. Indeed, the entire focus of the
discussion in Appendix D is on the forecasting method to be used by the AER in determining its
own substitute total opex forecast. The AER's final, concluding paragraph, in particular, is
expressed solely by reference to the forecasting method for use in deriving the AER's own

84 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-160.

85 AE R, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-161.

% AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, pages 7-160 and 7-161
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substitute total opex forecast.”® ActewAGL Distribution considers the AER has misdirected itself,

and committed reviewable error, insofar as it puts aside ActewAGL Distribution's opex forecast
and derives its own substitute opex forecast with little regard to the former.

Putting this matter to one side, ActewAGL Distribution is content to accept the AER's preferred
forecasting method notwithstanding that the AER did not advance any logical basis for its
conclusion that ActewAGL Distribution's forecasting method does not produce an opex forecast
that reasonably reflects the opex criteria. Accordingly, ActewAGL Distribution’s revised proposal
is to adopt a base year (base-step-trend) approach for the forecasting of opex for all opex
categories. The reason for this is twofold.

First, as detailed in Sections 3.4.4 and 3.4.5, ActewAGL Distribution maintains that a revealed
cost approach is preferable and consistent with the incentive based regulatory framework, and
notes that the use of revealed base year expenditure is integral to the function of the EBSS.
ActewAGL Distribution maintains its position that the EBSS should continue to apply during the
2014-19 regulatory control period. If the EBSS is to be maintained, the use of a hybrid forecasting
approach may result in category specific forecasts being excluded for the purposes of the EBSS,
which would result in reduced incentives for service providers to pursue efficiency improvements
and penalties for efficiency losses.

Secondly, ActewAGL Distribution contends that use of a base step trend approach for all opex
forecasting provides for a more transparent forecast proposal and review process, whereby any
variations from the base year that are not captured in the rate of change are addressed through
step changes. ActewAGL Distribution expects that this approach should contribute to greater
consistency in regulatory decision making in future regulatory control periods.

In proposing to move to a base year approach for all opex, ActewAGL Distribution notes that as a
prudent operator, it will continue to assess base year maintenance and vegetation management
opex against its zero based forecasts to ensure that forecasts enable optimisation of life cycle
costs and therefore reflect the efficient costs of achieving the opex objectives. Annual variances
between the base opex forecasts and zero based forecasts are driven by movements in the
maintenance schedule which is determined by asset specific maintenance plans developed to
optimise life cycle costs. This may result in positive or negative step changes within a regulatory
control period, but this is intended to achieve lowest whole of life cycle costs. Similarly, this may

87 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, pages 7-160 and 7-161. The final, conclusionary paragraph reads: 'For the above reasons we have not
used category specific forecasting methods to separately forecast any of ActewAGL's opex categories in our
substitute total opex forecast. We formed our substitute forecast total opex using our guideline forecasting

approach with all opex categories included in base opex.'
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result offsetting capex savings. ActewAGL Distribution maintains that this is a prudent, efficient
and realistic approach to maintenance and vegetation management opex forecasting and
enables compliance with its regulatory obligation to have an up to date asset management
system consistent with PAS 55 Asset Management and now ISO 55000 Asset Management, as
detailed in Section 3.6.3.6 As a result, ActewAGL Distribution’s revised opex forecast includes a
total step change of $1.5 million across the five year period to account for the annual differences
in expenditure between base year opex for these categories and the zero based forecast. This is
detailed in Section 3.7.

3.8 Transition to more efficient costs

3.8.1 Overview

ActewAGL Distribution contends that the AER has a discretion under the Rules to establish a glide
path to allow an achievable transition to the AER determined level of opex and, further, that, in
the event that the AER makes a final decision on opex that is substantially similar to that
proposed in the draft decision, the only correct and reasonable decision is to exercise that
discretion to establish such a glide path.

In the draft decision the AER raises the possibility of transition to the level of opex that it has
determined to be efficient. The AER states in the Overview to its draft decision:*®®

It is not clear from the information before us that transitioning to an efficient level of opex is
consistent with the incentive framework provided by the NEL and the NER. We will, however, consider
the issue further in view of any submissions received on this matter in response to our draft decision.

The AER further comments in Attachment 7:*%°

As outlined in our Guideline, if the prudent and efficient opex allowance to achieve the opex objectives
is lower than a service provider's current opex, we would expect a prudent operator would take the
necessary action to improve its efficiency. We would expect a service provider (including its
shareholders) to wear the cost of any inefficiency. To do otherwise, [sic] would mean electricity
network consumers would fund some costs of a service provider's inefficiency. Accordingly, if our opex
forecast is lower than a service provider's current opex we would generally not consider it appropriate
to provide a transition path to the efficient allowance. This approach appears to be reflected in the
NER, which provides that we must be satisfied that the opex forecast reasonably reflects the efficient

488 AF R, 2014, Draft decision ActewAGL distribution determination 2014-19 Overview, November, page 11

89 AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-16
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costs of a prudent operator given reasonable expectations of demand and cost inputs to achieve the
expenditure objectives.

3.8.2 ActewAGL Distribution's response

As explained in this Chapter 3 of the revised regulatory proposal, ActewAGL Distribution does not
accept the AER’s draft decision on opex. It considers that the AER has failed to discharge its
procedural obligations under the Rules and common law in developing and applying its
benchmarking analysis relied on in making that decision, that its decision is otherwise not in
accordance with law, involves a material error, or material errors, of fact and/or an incorrect
exercise of discretion, and/or is unreasonable, and that its decision does not contribute to the
achievement of the NEO and, thus, does not result in a draft decision on opex or an overall draft
decision that contributes to the achievement of the NEO to the greatest degree as required by
Section 16(2)(d) of the NEL.

However, in the event that the AER makes a final decision on opex that is substantially similar to
that proposed in the draft decision, ActewAGL Distribution considers that the AER has a
discretion under the Rules to establish a glide path to allow an achievable transition to the AER
determined level of opex and, further, that the only correct and reasonable decision is to
exercise that discretion to establish such a glide path.

3.8.2.1 The discretion to establish a glide path

While Clauses 6.5.6(c) and (d) and 6.12.1(4) of the Rules require the AER to be satisfied that the
opex forecast reasonably reflects the efficient costs of a prudent operator given reasonable
expectations of demand and cost inputs to achieve the expenditure objectives, ActewAGL
Distribution considers that there is sufficient discretion and judgment inherent in the task with
which the AER is charged by those provisions to enable it to establish a glide path.

As discussed in Section 3.2.4 above, the AER is required to exercise discretion and judgment in
deciding the forecast opex that it is satisfied reasonably reflects the opex criteria. The
formulation of the statutory test for that decision (in Clauses 6.5.6(c) and 6.12.1(4)(ii) of the
Rules) by reference to whether the forecast 'reasonably reflects' the opex criteria introduces a
significant leeway of choice for the AER, while the requirement that the AER be 'satisfied' also
affords it some leeway in deciding whether a forecast is reasonable. Further, as the opex criteria
by reference to which those criteria are specified are evaluative and subjective in nature, the AER
is required to exercise judgment in deciding whether the criteria are satisfied.

The AER must exercise the discretion and judgment inherent in deciding forecast opex in a
manner that will contribute to the achievement of the NEO and having regard to the RPPs.

In the alternative, ActewAGL Distribution considers that the AER's discretion with respect to the
control mechanism would extend to establishing a glide path.
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Clause 6.12.1(11) of the Rules requires the AER to include in ActewAGL's distribution
determination for the subsequent regulatory control period a decision on the form of the control
mechanism (including the X factor) for standard control services and on the formulae that give
effect to that control mechanism. Clause 6.12.3(c1) of the Rules, in turn, provides that the
formulae that give effect to the control mechanisms must be as set out in the relevant
framework and approach paper unless the AER considers that unforeseen circumstances justify
departing from the formulae as set out in the paper.

However, in its Stage 1 Framework and approach paper ActewAGL for the transitional and
subsequent regulatory control periods published in March 2013 (Stage 1 F&A Paper), the AER
proposes to apply the following formulae to standard control services which formulae provide
for the inclusion of terms to establish transitional arrangements of the kind presently in issue:*®

Q. D piai?)
i=1  j=1

(1) MAAR, > i=1,..,n and j=1,..,m and t=1,...,5
kWhtransported,
I,+T, +B
) MAAR, — AAR, +— Ui #Te +B)
kWhtransported .

(3) AAR, = AAR_,(1+CPI)(1-X,)

The B; term is defined in the Stage 1 F&A Paper, for the purposes of the above formulae, as "the
sum of annual adjustments in year t. To be decided in the final decision". The T; term is defined

as "the sum of transitional adjustments in year t. To be decided in the final decision".**

There is little discussion or explanation of the AER's specification of the proposed formulae for
standard control services in the Stage 1 F&A Paper. In its Discussion paper Formulae for control
mechanisms - Revised: Matters relevant to the framework and approach for NSW and ACT DNSPs
2014-19 of February 2013 published for the purpose of consulting on the proposed formulae,
however, the AER observed that:**?

0 gee Attachment C58, AER, 2013, Stage 1 Framework and approach paper ActewAGL, March, pages 57 and 58

41 5ee Attachment C59, AER, 2013, Discussion Paper, Formulae for control mechanisms — Revised, Matters

relevant to the framework and approach for NSW and ACT DNSPs 2014-19, February, page 10

492 gee Attachment C59, AER, 2013, Discussion Paper, Formulae for control mechanisms — Revised, Matters

relevant to the framework and approach for NSW and ACT DNSPs 2014-19, February, page 10
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Adjustments made for incentive schemes and annual/transitional adjustments are set out in
generic form to allow for future specification.

Having regard to their broad definitions in the Stage 1 F&A Paper, the B, term and the T, term
encompass transitional adjustments to enable a "glide path".

The AER recognises, in the establishment of the B;and T; terms in the formulae for standard
control services in the Stage 1 F&A Paper that Clause 6.5.9(3) of the Rules does not preclude the
AER from allowing adjustments to a DNSP's control mechanism which diverge from the DNSP's
total revenue requirement and would extend to allowing an adjustment to establish a glide path.
The exercise by the AER of its discretion with regard to the control mechanism in a distribution
determination is, however, governed by the NEO and the RPPs.

It follows that, where the establishment of a glide path contributes to the achievement of the
NEO and is consistent with the RPPs, the only correct and reasonable course open to the AER is
to establish such a glide path.

3.8.2.2 Establishment of glide path correct and reasonable where AER's opex draft decision becomes
final

As discussed in Section 3.1 above, the AER's draft decision on opex reduces ActewAGL
Distribution's proposed total opex for the 2014-19 period by $157 million ($2013/14) or
approximately 42 per cent. In deriving its own forecast opex, the AER departs significantly from
its own and its predecessor's previous regulatory approach to estimating base opex, resulting in
a proposed AER opex allowance that represents a marked reduction to the opex allowances for
the 2004 - 09 and the 2009 - 14 regulatory control periods, as well as being materially lower than
ActewAGL Distribution's historical opex in those periods.

The financial impact of this reduction was provided in Chapter 2.

Furthermore, ActewAGL Distribution has submitted in Chapter 2 that to transform its business
model and operations to meet the harsh expenditure cuts proposed by the AER requires
significant restructuring costs to be incurred, and there is no allowance for such costs in the
regulatory reset process.

In addition, ActewAGL Distribution must ensure that organisational change is managed over a
sufficient time period such that the intended benefits of the change, such as expected cost
reductions, are sustainable in the long-term and do not put at risk the security of supply,
reliability, quality and safety.

These risk and potential consequences on service reliability and safety were also explained in
Chapter 2.
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Rationale for the establishment of a glide path

The magnitude of expenditure cuts proposed by the AER are unrealistic and likely to be
detrimental to the long interests of consumers, and lead to a higher risk of reduced security of
supply, increased risk of safety standards and increased risk of lower reliability. Professor
Newbery notes that:

In most regulated industries, glide-paths have generally been employed by regulators rather than full
PO adjustments when the scale of the inefficiency adjustment has meant that it was not feasible (i.e.,
reducing staff numbers, adopting new business practices, impact on financeability) for the inefficient
company(ies) to close the entire gap to the frontier in a single year. Glide-paths are therefore designed
to reflect:

e the degree of catch-up considered to be required to achieve an efficient operating cost base;

e the time period for which this is could be achieved; and

e how the ‘efficient frontier’ was calculated **

The information [....] indicates that more often than not regulators apply a glide-path. The evidence
from the UK suggests that only when regulators have collected data on a transparent and consistent
basis over a long period, and have tried and tested models, are they confident enough to not make a
further discretionary adjustment to the frontier, and that the frontier is then based on the upper
quartile. Even then it is worth noting that regulators tend to make adjustments, including mitigating
factors, for one-off expenditure, menu regulation, and/or company specific-factors which all impact on
companies’ regulated allowances. In addition, with a few exceptions, regardless of technique or choice
of benchmark regulators have tended to ‘offset’ the catch-up to the frontier required by the
companies. 494

The AER’s own technical advisors, from within the ACCC, and other regulators have recognised

the need to allow a ‘glide path’ to the efficient level of opex, particularly in circumstances where
a large opex cut is required by the regulator. Imposing a substantial reduction in opex without a
glide path results in what is likely to be an unachievable cost target which, in turn, places service
quality and the long term interests of consumers at risk. The 42 per cent reduction in ActewAGL

93 5ee Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 39

%% see Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, page 44
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Distribution’s opex allowance imposed by the AER in its draft decision is clearly substantial, and
cannot realistically be achieved in the first year of the regulatory control period.

For example, the ACCC Regulatory Development Branch, in the context of a technical report on
the use of economic benchmarking by the AER, has noted:**®

... the ability of an NSP to achieve cost savings by removing inefficiency in opex quickly may be limited
by a number of factors. These factors include the scope of the cost inefficiency, business practices and
the challenges of renegotiating workplace arrangements. It may be the case that efficient opex could
only be achieved by the end of a five-year regulatory period (i.e., catching up with its peers). That is, it
may take the full five-year requlatory period before the relatively inefficient NSP can ‘catch up’ with its
peers.

As noted above, the ‘scope of the cost inefficiency’ claimed by the AER is substantial. In addition,
the AER views a source of that inefficiency as relating to ActewAGL Distribution’s current
business practices and workplace agreements. On this basis, it appears that the AER’s own
advisors would consider the application of a glide path appropriate in the case of ActewAGL
Distribution.

The ACCC has also recognised the potential role for a glide path in situations where major
changes are proposed, to protect the legitimate business interests of businesses and to avoid
regulatory shock. In a telecommunications industry discussion paper on pricing of mobile
termination access services (MTAS) the ACCC said:**®

the ACCC is cognisant that all of the above options will likely produce a new MTAS rate that
departs significantly from the current rate. Taking into account the legitimate business interests
of the MNOs (mobile network operators), it may be appropriate to consider transitional prices in
implementing the new regime so as to minimise regulatory shock.

Other regulators have emphasised the need to set achievable targets, which deliver savings to
customers while recognising the importance of ensuring service quality, financial viability and a
stable platform for future investment over the longer term. Relevantly, in all of the cases
discussed below, the size of the proposed reduction in opex which these regulators considered
would be unrealistic to impose without a glide path is materially below that which has been
determined by the AER in the draft decision.

4% see Attachment C18, ACCC/AER Regulatory Development Branch, 2013, Economic Benchmarking Model:

Technical Report, page 19

4% gee Attachment C60, ACCC, 2011, Domestic Mobile Terminating Access Service (MTAS), Public inquiry to make

an Access Determination, Discussion paper, June, page 20
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In the United Kingdom, OFWAT decided to use a three-year glide path for companies with actual
existing costs above the average cost to serve (ACTS), arguing that this approach represented an
appropriate balance between delivering savings for customers while not setting unachievable
cost reduction targets for high-cost companies. In particular, OFWAT noted:**’

In taking a decision on whether to use a glide path, we need to consider the overall scale of the
efficiency challenge we apply in the round. We want to deliver savings for customers by reducing
inefficient behaviour but without setting unachievable cost reduction targets for high-cost
companies. In our view, a five-year glide path does not result in sufficiently stretching cost
reduction targets for high cost companies. At the same time, not using a glide path would result
in some companies being set unachievable targets for 2015-16 given the spread of efficiency in
delivering these services at the moment. We have therefore decided that the best approach is to
use a three-year glide path, with companies delivering the full (average costs) efficiency challenge
by 2018-19. The move to ACTS has been well trailed and effective companies will already be able
to start taking action to reduce costs now in order to achieve ACTS by 2018-19.

The Utilities Commission in the Northern Territory, in the context of its decision regarding the
maximum allowed revenue for PWC Networks, approved a glide-path for allowed opex with the
purpose of transitioning PWC Networks to a lower cost path to account for a 27 per cent cost
difference between PWC Networks and the average of its peers. In approving this glide path, the
Commission noted:**®

A key question for the Commission was the timeframe required for such a performance gap to be
removed. The Commission’s view in the Draft Determination was that the answer would depend
on several factors, including the size of the efficiency gap, its possible causes and the degree of
cost flexibility that PWC Networks could reasonably be expected to achieve.

If the timeframe was set for a period which was too short, there would be scope for PWC
Networks to be placed under excessive financial stress and for service quality to drop
substantially as maintenance programs could be terminated to meet overly onerous annual cost
reduction targets. This could impact on the significant improvement program currently underway
and run the risk of retail customers seeing short term price reductions at the expense of receiving
lower quality services in the future.

7 5ee Attachment C61, OFWAT,2013, Setting price controls for 2015-20 — final methodology and expectations

for companies’ business plans, July, page 101

4% gee Attachment C62, Utilities Commission, 2014, 2014 Network Price Determination — Final Determination —

Part A: Statement of Reasons, April, page 104
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In Ireland the Commission for Energy Regulation, in the context of its decision on the maximum
allowed revenue for Bord Gais Networks, approved a glide path for allowed opex to account for a
15 per cent efficiency gap. In approving this glide path the Commission noted:**

This final decision paper would have set a total distribution Opex of €392m for the five year
period covered by PC3, which represented a significant reduction of €71m (15%) below the
€463m originally requested by the distribution business. The CER believes that while BGN should
only be allowed a level of Opex that covers efficient costs, it is also recognised that BGN will be
challenged to immediately reduce their Opex to the levels proposed in the consultation
document. It is also of the utmost importance that BGN continue to maintain the highest of
safety standards in their operation of the gas distribution network.

While the CER expects that BGN will be able to introduce measures to reduce costs and improve
efficiency, this may take some time. Therefore the CER has allowed an additional €5m in year 1
and €3m in year 2 of the price control in order to provide BGN with a glide path to efficiency.
These additional revenues will ensure that BGN continue to maintain and operate the network to
the highest safety standards while allowing them time to make the necessary adjustments to
improve efficiency.

In relation to the Irish water industry the Commission for Economic Regulation has noted:**

Essentially the utility must provide more for less — it must constantly look to provide greater service
and quality to its customers at a lower cost. However, the necessity for cost efficiencies must be
balanced with the other principles outlined above — stability, predictability and sustainability. For
example, it would not make sense for the regulator to determine that an overly ambitious level of
operational efficiency is imposed on the utility in its first year of regulation, which in essence is
unachievable for the utility. Such a decision would not provide a stable platform for the utility to invest
capital in the short to medium term because of the heavy focus on its operational costs. It would be far
more appropriate to put the utility on an efficiency glidepath, which gives the utility time to reduce its
operational costs and improve its operational efficiencies over a consecutive numbers of years.

Risk of unachievable opex adjustments without a glide path

Professor Newbery has supported his opinion on the desirability of a glide path by referring to
Meyrick (2003):>*

9 see Attachment C63, Commission for Energy Regulation, 2012, Decision on October 2012 to September 2017

Distribution Revenue for Bord Gais Networks, Decision Paper, November, page 52

3% see Attachment C64, Commission for Energy Regulation, 2013, Economic regulatory framework for the public

Irish water services sector, Consultation paper, October, pages 13 to 14
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Given the capital intensive nature of electricity lines businesses and the long lived nature of the
assets involved, it is unrealistic to expect lines businesses to be able to remove large productivity
gaps in a short space of time. Rather, a timeframe of a decade, or two five—year regulatory periods,
is likely to be necessary for businesses performing near the bottom of the range to lift themselves
into the middle of the pack. This timeframe would allow sufficient time for asset bases to be
adjusted significantly, new work practices to be adopted and bedded down and for amalgamations
and rationalisations to be implemented and consolidated. It is, however, reasonable to expect
profitability levels to be adjusted over a shorter period, say one regulatory period of five years. This
should allow sufficient time for adjustment in a sustainable fashion without incurring the risk of
financial stress or failure resulting from large PO adjustments.502

In almost all cases regulators have taken a more cautious approach than using a simple frontier

in order to recognise the limitations of the modelling and the economic costs and risks placed on
the companies. This is not dissimilar to the revenue and pricing principles that the AER must take
into account as set out in Section 7A of the National Electricity Law (NEL).

Conclusions

ActewAGL Distribution contends that, if the AER makes a final decision on opex that is
substantially similar to that proposed in the draft decision, the only correct and reasonable
decision is for the AER to establish a glide path. In these circumstances, a decision to establish a
glide path would contribute to the achievement of the NEO and be consistent with the RPPs, and
would be materially preferable to a decision not to establish a glide path.

In exercising its discretion whether to establish a glide path, the NEO and the opex factors
require the AER to consider the impacts of its opex decision in the absence of such a glide path
on quality, safety, reliability and security, against the background of ActewAGL Distribution's
present circumstances. This could be expected to include having regard to:

the speed with which it is realistic to expect ActewAGL Distribution to be able to achieve the
opex allowance, and the impact on its financial viability and therefore its ability to continue to
maintain the quality and reliability of the network; and

*% See Attachment C3, CEPA, 2015, Benchmarking and setting efficiency targets for the Australian DNSPs:

ActewAGL Distribution, January, pages 40-41. Professor Newbery notes that the Meyrick report was led by Dr.
Denis Lawrence who is now Director of Economic Insights and who led the benchmarking work for the AER.

*%2 5ee Attachment C35, Meyrick and Associates, 2003, Regulation of Electricity Lines Businesses Resetting the

Price Path Threshold — Comparative Option, September, page 63
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o whether its opex allowance is achievable in practice, and the costs associated with any
restructuring necessary for the business to be able to move to the efficiency frontier.

ActewAGL Distribution maintains that reducing its opex allowance immediately by over 40 per
cent, particularly in circumstances where the 2014-19 period to which that allowance relates has
commenced, is not a decision that, in the absence of a glide path, is likely to contribute to the
achievement of the NEO. Given ActewAGL Distribution's current operational structure and the
time involved in effecting cost rationalisation of the extent required to operate within the
proposed opex allowance, consumers' long term interests in quality, safety, reliability and
security of supply would be significantly deleteriously affected by the AER's decision.

Therefore, a glide path represents a balanced way to provide strong incentives for ActewAGL
Distribution to deliver its services in the most efficient way, while also protecting the long term
viability of the business and the interests of consumers.

ActewAGL Distribution would continue to be subject to incentives to reduce costs. The glide path
would be compatible with the incentive framework created by the Rules.

In summary, the need for a balanced and reasonable approach to transitioning to a significantly
lower opex allowance has been recognised in a wide range of regulatory contexts and is
consistent with the requirements of the Rules and the law. A glide path should be adopted by the
AER, if it continues to reject ActewAGL Distribution’s opex proposal.

3.8.3 Options for implementing a glide path

ActewAGL Distribution considers that the AER should use its discretion to implement a glide path
via an annual transitional adjustment in the control mechanism for standard control services.

For the 2014-19 period, the AER has decided to apply an average revenue cap to ActewAGL
Distribution’s standard control services. Under this mechanism, the AER sets a maximum average
revenue allowance (MAAR) for each year. In the annual network pricing approval process
ActewAGL Distribution must demonstrate compliance with the average revenue cap by showing
that the average revenue expected from its proposed tariffs in year t is less than or equal to the
MAAR for year t. The AER has included in the formulae for calculating MAAR, terms to allow for
transitional and annual adjustments (T; and By).

The transitional adjustment term (T;) could be defined as an opex efficiency transitional
adjustment. To give effect to a glide path, the adjustment would be a positive dollar amount. The
adjustment could be calculated as a percentage of the difference between ActewAGL
Distribution’s opex forecast (as proposed in the subsequent regulatory proposal) and the opex
on the efficient frontier (as determined by the AER in the final determination). The glide path
could be implemented by reducing the percentage, and the efficiency adjustment, each year. For
example, at the start of the 2014-19 period, the opex adjustment could be set at 50 percent of
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the difference between ActewAGL Distribution’s opex forecast and the AER determined opex.
The adjustment could be reduced each year, to zero by the final year of the period.

In the hypothetical example shown below, the difference between the ActewAGL Distribution’s
proposed opex and the AER’s allowance over the period is $150 million.>® Under the
hypothetical glide path, $30 million of this difference is added back to the revenue allowance
over the period, via the annual transitional adjustment.

Table 3.20 Hypothetical T factor adjustment

2014/15 2015/16 2016/17 2017/18 2018/19 Total

ActewAGL Distribution opex 75 75 75 75 75 375

proposal (Sm)

AER opex allowance ($m) 45 45 45 45 45 225
Difference ($m) 30 30 30 30 30 150
Glide path na* 50% 30% 20% 0%

T factor adjustment (Sm) na 15 9 6 0 30

* Not applicable because the T factor adjustment would apply via the annual network pricing
proposal, and the 2014/15 transitional year proposal has already been approved.

The adjustment via the control mechanism would not involve a change to the basis of the control
mechanism. The proposed glide path would simply require one of the terms in the AER’s formula
to be defined in a certain way — that is, as a transitional efficiency adjustment.

3.9 ActewAGL Distribution’s revised regulatory proposal for opex

3.9.1 ActewAGL Distribution’s proposal

ActewAGL Distribution’s regulatory proposal included forecast opex for standard control services
of $377.3 million (52013/14), or an average of $75.5 million per year for the 2014-19 regulatory

% 1 this hypothetical example, a four year glide path is assumed. However, as ActewAGL Distribution has

submitted in Chapter 2, and supported by Professor Newberry, international best practice, management
consulting firms and academic, including the lead advisor to the AER, Dennis Lawrence (whilst with Meryck) that
multiple regulatory control periods are likely to be required to achieve the expenditure cuts proposed by the
AER.
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control period, excluding debt raising costs and EBSS carry-over amounts. This total opex
forecast was comprised of:

e Base opex for the 2014 - 19 period of $224.7 million based on adjusted actual opex incurred in
the 2012/13 revealed cost base year, excluding maintenance and vegetation management;

e Zero-based category specific forecasts for network maintenance and vegetation management
expenditure of $110.7 million, including $3.1 million for real price growth and $0.4 million for
output growth;

e Step changes, which resulted in an increase to base opex for the 2014 — 19 regulatory control
period of $35.3 million; and

e Forecast changes in input prices, which resulted in an increase to base opex for the 2014-19
regulatory control period of $6.7 million (not including maintenance and vegetation
management, for which real price growth was incorporated into the zero-based forecast).

3.9.2 AER draft decision

In its draft decision, the AER states that it is not satisfied that ActewAGL Distribution’s forecast
opex reasonably reflects the opex criteria and has therefore developed an alternative estimate of
$220.3 million.** This represents a 42 per cent reduction on ActewAGL Distribution’s forecast.
For the reasons set out in this chapter 3, ActewAGL Distribution contends that this is inconsistent
with the NEO and the long term interests of consumers, and if implemented will adversely
impact the ability of ActewAGL Distribution to provide safe, reliable and secure supply at an
efficient price.

3.9.3 ActewAGL Distribution’s revised regulatory proposal

ActewAGL Distribution maintains that the use of a revealed cost approach, in conjunction with its
proposed rate of change and step changes, results in an opex allowance that is consistent with
the requirements of the Rules and the law and is materially preferable to the AER’s draft
decision.

ActewAGL Distribution’s revised opex forecast for standard control services is $371.2 million, or
an average of $74.2 million per year for the 2014-19 regulatory control period, excluding debt
raising costs and EBSS carry-over amounts. ActewAGL Distribution’s revised opex forecast is
shown in

Table 3.21.

% AER, 2014, Draft decision ActewAGL distribution determination 2014-19 Attachment 7: Operating expenditure,

November, page 7-7
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Table 3.21 Revised standard control opex base step trend forecast 2014-19

($million, 2013/14) 2014/15 2015/16 2016/17 2017/18  2018/19

Regulatory proposal 76.7 74.9 73.0 75.6 77.1 377.3
AER draft decision 42.5 43.2 44.1 44.8 45.6 220.3
Revised proposal

Efficient base year (2012/13) opex 63.1 63.1 63.1 63.1 63.1 315.5
Step changes 104 9.3 6.9 8.3 9.1 44.1
Real cost escalation 13 1.7 2.2 2.7 33 11.2
Output growth 0.0 0.1 0.1 0.1 0.1 0.4
productivity growth 0.0 0.0 0.0 0.0 0.0 0.0
Forecast controllable opex 74.8 74.2 72.3 74.3 75.6 371.2
Debt raising costs 1.0 1.0 1.0 1.0 11 5.1
DMIS 0.1 0.1 0.1 0.1 0.1 0.6
Total forecast opex 75.9 75.3 73.5 75.4 76.7 376.9
Distribution 61.6 61.1 59.6 61.2 62.2 305.7
Transmission 14.3 14.2 13.9 14.2 14.5 71.2

ActewAGL Distribution’s revised opex forecast is $6.1 million, or 1.6 per cent lower than the
forecast in the regulatory proposal. Drivers of this change are shown in Figure 3.11 below.

Figure 3.11 Proposed opex forecast bridge ($ million 2013/14)
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4 Capital expenditure

4.1 Introduction

ActewAGL Distribution proposed a capital expenditure (capex) program of $372.2 million
(52013/14) for the 2014-19 period to continue key capex reform programs initiated in the
previous period aimed at ensuring the ongoing reliability of the network, and alignment with the
ACT Electricity Distribution Supply Standards Code (2013).

This forecast expenditure is largely driven by the continuation of zone substation augmentation
to meet demand for electricity in new urban areas and meet reliability standards, as well as an
increased focus on asset renewal and replacement to address an increase in reactive
maintenance in the 2009-14 period.

The AER did not accept ActewAGL Distribution’s proposed total forecast capex of $372.2 million
(52013/14) in its draft decision, concluding that it was not satisfied that this proposed forecast
capex reasonably reflects the capex criteria. The AER concluded that it was satisfied that its own
alternative estimate of ActewAGL Distribution's total forecast capex for 2014-19 of $244.2
million (52013/14) reasonably reflects the capex criteria. This represents a 34.4 per cent
reduction from ActewAGL Distribution’s proposed capex program.”® Table 4.1 below
summarises the AER's draft decision on capex.506 Unless otherwise specified, all financial
information in this chapter is stated in real 2013/14 dollar terms.

Table 4.1 AER draft decision on ActewAGL Distribution’s total forecast capex

S million (2013/14) 2014/15 2015/16 2016/17 2017/18 2018/19 Total
ActewAGL Distribution proposal 75.3 70.3 85.8 74.5 66.3 372.2
AER draft decision 59.2 47.8 51.8 44.8 40.6 244.2
Difference -16.1 -22.5 -34 -27.7 -25.7 -128

%5 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6, p. 6-9

*% This Table is substantively similar to the AER's Table 6-1 appearing on p. 6-9 of AER 2014, Draft Decision

ActewAGL Distribution Determination: ActewAGL Distribution Determination: Attachment 6

270 Revised Regulatory Proposal 2015-19 ActewAGL Distribution



Lictew/IGL 200

N

for You
v/

The AER's draft decision on capex is largely driven by reductions to ActewAGL Distribution's

proposed forecast augmentation and replacement capex for the 2014-19 period, from $99.5
million to $61.7 million for augmentation capex and from $132.3 million to $98.6 million for
replacement capex.

Specifically, the AER was not satisfied that ActewAGL Distribution’s proposed capex program
reasonably reflects the capex criteria because:*"’

e ActewAGL Distribution’s forecasting methodology does not include a top-down assessment, is
overly conservative and doesn’t adequately justify the timing and priority of its capex program;

e ActewAGL Distribution's augmentation capex forecasts are overstated and exceed the amount
required to achieve the capex objectives, as ActewAGL Distribution did not advance sufficient
evidence in respect of five augmentation projects in its augmentation capex program that
those projects were the efficient solutions to the relevant network constraints;

e ActewAGL Distribution's replacement capex forecasts are overstated and exceed the amount
required to achieve the capex objectives because these amounts are around 26 per cent higher
than ActewAGL Distribution’s historical trend, and compare unfavourably with other electricity
distribution businesses on AER’s replacement capex benchmarking;

e ActewAGL Distribution's capitalised overhead forecasts are not consistent with the 3 per cent
average proportion of ActewAGL capitalised overheads to total capex in the 2009/10-2013/14
regulatory control period, or the reduced amounts of capex included in the AER’s alternative
estimate; and

e It did not accept ActewAGL Distribution’ proposed commodity and labour escalators.

7 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6, pp. 6-10 to 6-12
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The AER accepted ActewAGL Distribution's proposed forecast of customer connections capex for
the 2014-19 period (of $91.4 million), capital contributions (of $41.16 million) and non-network
capex (of $37.9 million, excluding capitalised overheads).®®

The AER did, however raise concerns regarding discrepancies between the figures for ActewAGL
Distribution's proposed forecast capital contributions and non-network capex appearing in each
of the completed RIN templates and the populated PTRM accompanying ActewAGL Distribution's
regulatory proposal for the subsequent regulatory period.509

ActewAGL Distribution rejects the AER’s alternative estimate for capex over that period because
it is substantially lower than that required for ActewAGL Distribution to achieve the capex
objectives. A summary of ActewAGL Distribution’s response to the key elements of the AER’s
draft decision is provided in Table 4.2 below.

% AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6, pp. 6-10 to 6-11, 6-41 to 6-44 and 6-68 to 6-72. While the AER accepted ActewAGL Distribution's
forecast of total non-network capex as a reasonable estimate of the efficient costs required for this capex
category, it refers on two occasions on pages 6-69 to further review being warranted to confirm the need and
timing of the proposed expenditure, on the first occasion in respect of the forecast non-network capex program
generally and on the second occasion in respect of the forecast motor vehicles and ICT capex programs.
ActewAGL Distribution understands the AER to be referring to the further reviews conducted by the AER in
making its Draft Decision that is the subject of the discussion proceeding each of these references. Lest
ActewAGL Distribution have misunderstood the AER, however, it observes that, if the AER were to undertake
material additional analysis not reflected in the Draft Decision, as a consequence of which it were minded to
disallow any part of ActewAGL Distribution's forecast of total non-network capex, the AER would have an
obligation at law to consult on that analysis and provide ActewAGL Distribution with an opportunity to make
submissions on it prior to making its final determination. This obligation arises as a consequence of the AER's
obligation under section 16(1)(b) of the NEL (in respect of which the AEMC relevantly observed in its 2012 Rule
Determination (a p. 111) that '[i]t is noted that clause 16(1)(b) of the NEL protects a NSP from any material
change in the AER's analysis without notification') and its common law obligation to accord procedural fairness.

The AER refers to a non-network capex allowance of $37.9 m (52013/14) on page 6-11 of its Draft Decision and
$50.7 million ($2013/14), including Network ICT on page 6-68. Both figures are exclusive of capitalised
overheads. ActewAGL Distribution rejects the AER’s alternative estimate for capitalised overheads. This is
discussed in section 4.6 of this revised proposal.

99 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6, pp. 6-11 to 6-12
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Table 4.2 Summary of ActewAGL Distribution’s response to key elements of the AER’s draft
decision

Component Does ActewAGL Distribution adopt the approach

in the draft decision?

Augmentation capex $61.7m No
Replacement capex $98.6m No
Capitalised overheads S$7.6m No
Real material cost escalation 0% No

* ($2013/14) exclusive of capitalised overheads

This Chapter 4 responds to each of the AER’s key concerns with ActewAGL Distribution’s
proposed capex program. In summary, ActewAGL Distribution demonstrates that:

e ActewAGL Distribution undertook a top-down, holistic assessment, including trend analysis and
an assessment of capex/opex trade-offs, of its capex forecasts proposed in its regulatory
proposal for the subsequent regulatory period on the basis of bottom up build, and its network
planning criteria are appropriate and deliver comparable results with those of other DNSPs
operating in the NEM, in section 4.3.4 below;

e ActewAGL Distribution’s augmentation capex is not overstated, but rather is necessary to
achieve the capex objectives specified in the Rules, as evidenced by the detailed project
justification reports for the major augmentation projects in section 4.4.4 below;

e ActewAGL Distribution’s replacement capex is not overstated, and the conclusions drawn by
the AER from its historical trend analysis flawed comparative benchmarking analysis are
flawed. The AER’s alternative estimate for repex is based on incorrect data and flawed analysis
and is therefore invalid, section 4.5.4 below.

e the AER’s capitalised overhead ‘adjustment factor’ is inconsistent with ActewAGL Distribution’s
revised CAM that applies from 1 July 2014, in section 4.6.4 below; and

e ActewAGL Distribution's capex forecasts should be based on its proposed revised labour and
material escalators, in section 4.7.4 below.

The AER has based its alternative forecasts for repex and capitalised overheads on an analysis of
ActewAGL outcomes for this expenditure in the 2009-14 regulatory period. In this chapter,
ActewAGL Distribution demonstrates that trend analysis does not provide a robust indication of
future repex requirements, and that ActewAGL Distribution’s forecast capitalised overheads for
the 2014-19 should not be based on the proportion of overheads allocated to capex projects in
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the 2009-14 regulatory period because this ignores the change in ActewAGL Distribution’s CAM
that came into effect on 1 July 2014.

ActewAGL Distribution is also concerned by a number of discrepancies between the AER’s draft
decision and the AER’s consolidated capex model, specifically expenditure by asset class which is
an input to ActewAGL Distribution’s regulated revenue in the PTRM. For example:

e The AER ‘accepts that ActewAGL'’s forecast of ICT capex™’ is a reasonable estimate for the
efficient costs required for this category,””™ but in the capex model applies a ‘capex adjustment
factor’ that has the effect of reducing ActewAGL Distribution’s IT Communication Systems
(network) expenditure each year.512 The AER’s capex adjustment factor is calculated as the
weighted average of the AER’s cuts to connections, augmentation and replacement capex
categories. The model does not provide any detail as to how the cuts to connections,
augmentation and replacement capex were calculated.

e The model also applies the capex adjustment factor to ActewAGL Distribution’s forecast for
distribution and transmission zone substations, which would appear to be completely
inconsistent with the AER’s statements in the draft decision that it has reduced augmentation
capex by 38 per cent by way of removing five major zone substation projects. The AER has
confirmed that it applied the ‘same [percentage reduction] factor across the system’ rather
than doing a ‘bottom up build model.”™ This is inconsistent with the approach discussed in the
draft decision which was to ‘make reductions...to projects.””**

e The AER in its draft decision does not comment on ActewAGL Distribution’s proposed
transmission capex, but in its capex model has reduced transmission network capex by a capex
adjustement factor of up to 50 per cent in each year of the regulatory period.

310 AF R, 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6, p. 6-71. Footnote 112 states: ‘This includes expenditure on both network and non-network

related ICT assets, but excludes capitalised overheads.’

S AE R, 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6, p. 6-72

12 AF R, 2014, Consolidated Capex Model - ActewAGL Distribution Draft Determination 2014-19; 6. Forecast

Capital Expenditure by asset class

>13 18 December 2014, Meeting between AER staff and ActewAGL Distribution staff

M Eor example, in the AER’s discussion on augex, page 6-31 the AER states “Based on this engineering review, we

made reductions to the following projects....”
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ActewAGL Distribution advances no additional arguments or supporting material in respect of
these accepted capex categories in this chapter. However, ActewAGL Distribution notes that to
the extent that expenditure allowances by asset class in the AER’s model are inconsistent with
statements made by the AER in the draft decision, ActewAGL Distribution’s expenditure by asset
class over the 2014-19 period is likely to be inconsistent with the draft decision.

ActewAGL Distribution proposes a revised capex allowance of $341 million for the 2014-19
period required to achieve the capex objectives specified in clause 6.5.7(a) of the Rules.
ActewAGL Distribution’s revised total capex program by category is provided in Table 4.3 below.

Table 4.3 ActewAGL Distribution revised capex program 2014-19

S million (2013/14) 2014/15 2015/16 2016/17 2017/18 2018/19 Total
ActewAGL Distribution proposal 75.3 70.3 85.8 74.5 66.3 372.2
AER draft decision 59.2 47.8 51.8 44.8 40.6 244.2

ActewAGL Distribution’s revised

proposal 74.5 62.6 71.8 69.0 63.1 341.0

ActewAGL Distribution’s revised capex program is $31.2 million or 8.4 per cent lower than that
proposed by ActewAGL Distribution in its regulatory proposal for the subsequent regulatory
period. Major variations between the two programs are:

e Areduction in augex of $17.5 million, due to revised demand forecasts which indicate that a
third transformer at the Belconnen zone substation is not likely to be required during the 2014-
19 regulatory period, and updated cost estimates for the Molonglo zone substation and the
zone substation earth grids refurbishment project. This is discussed in section 4.4.4 of this
revised proposal.

e Areduction in the total capex forecast of $5.2 million attributed to revised cost escalators.
ActewAGL Distribution’s response to the AER’s findings on real cost escalation is provided in
section 4.7.4 of this revised proposal.

e A proportionate reduction in capitalised overheads of $4.1 million associated with a reduced
capital works program for the 2014/19 period than was proposed by ActewAGL Distribution in
its regulatory proposal for the subsequent regulatory period.

e Anincrease in non-network capex of $4.2 million to reflect the corporate cost allocation
associated with Operating Systems Replacement Program (OSRP) phase 2 that was omitted
from the forecast of ICT expenditure and non-network capex included in ActewAGL
Distribution's regulatory proposal for the subsequent regulatory period. This omission was
identified in the course of addressing the discrepancies in the forecasts of non-network capex

275 Revised Regulatory Proposal 2015-19 ActewAGL Distribution




Lictew7IGL 20

) 4
oYy Yjou
\\}A

as between the completed RIN templates and the populated PTRM accompanying ActewAGL
Distribution's regulatory proposal identified by the AER in its draft decision.

e Areduction in relocations capex of $3.1 million that should have been classified as alternative
control services in ActewAGL Distribution’s regulatory proposal for the subsequent regulatory
period.

¢ Inclusion of vehicle disposals previously omitted from ActewAGL Distribution’s regulatory
proposal for the subsequent regulatory period of $2.9 million.

e Decrease in total capex of $2.5 million to reflect the adjustment in CPI between ActewAGL
Distribution’s regulatory proposal for the subsequent regulatory period (3.25 per cent) and this
revised proposal (2.71 per cent).

ActewAGL Distribution’s proposed revised capex of $341 million for the 2014/19 regulatory
period is the amount required to achieve the capex objectives. This is supported by arguments
set out in this chapter and provided in additional justification reports attached to this revised
submission.

ActewAGL Distribution further observes that, despite the AER having a legislative obligation
under the NEL to satisfy the National Electricity Objective (NEO) to the greatest extent possible,
the AER has provided no evidence that it has assessed the impact of its draft decision on capex,
to disallow 34.4 per cent of ActewAGL Distribution's proposed total capex, in combination with
its draft decision on opex, to disallow 41.6 per cent of ActewAGL Distribution's proposed total
opex, on the quality, safety, reliability and security of supply of electricity in the ACT. The AER
does not appear to have had any regard to the economic costs and risks of the potential for
under investment in the ACT electricity distribution system in making its draft decision.

ActewAGL Distribution has assessed the likely implications of the AER’s Draft decision on safety,
quality, reliability and security of the network in section 2.8 and considers that the draft decision
will raise the level of risk of operating the network in the period 2015-2019 so as to potentially
lead to catastrophic failure of the network and endanger the safety of the public. These
consequences clearly demonstrate that the AER’s draft decision is not in the long term interests
of consumers, hinders, rather than contributes to, the achievement of the NEO, and does not
enable ActewAGL Distribution to achieve the capex objectives.

4.2 The relevant legal and regulatory framework for setting the capex allowance

4.2.1 The NEO and the RPPs

ActewAGL Distribution refers to and repeats the discussion of the relevance and role of the NEO
and the RPPs in section 3.2.1 above.
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4.2.2 Constituent decision on capex

The constituent decisions on which the distribution determination for ActewAGL Distribution for
the subsequent regulatory period is predicated relevantly include:**

e adecision on the annual revenue requirement for ActewAGL Distribution for each regulatory
year of the regulatory control period to which the determination relates; and

e adecision in which the AER either accepts ActewAGL Distribution's total capex forecast for that
regulatory control period or does not accept that forecast, in which case the AER must determine
an estimate of ActewAGL Distribution's required capex for that period.

Clause 11.56.4(c) of the Rules provides that, for the purpose of making a distribution
determination for ActewAGL Distribution for the subsequent regulatory period, the AER must
determine (amongst other things) the annual revenue requirement for ActewAGL Distribution for
each regulatory year of the subsequent regulatory period and its total revenue requirement for
the subsequent regulatory period, as if the subsequent regulatory period comprised the
transitional regulatory period and all of the regulatory years of the subsequent regulatory period
and the transitional regulatory period were not a separate regulatory control period. That clause
further provides, for the avoidance of doubt, that the AER must determine a notional annual
revenue requirement for the regulatory year that comprises the transitional regulatory period.

The annual revenue requirement for ActewAGL Distribution for each regulatory year of the 2014-
19 period must be determined using a building block approach, under which the building blocks
relevantly include the forecast capex for that year as accepted or amended by the AER in making

the distribution decision.>*®

4.2.3 The capex criteria, capex objectives and capex factors

The AER is required to accept ActewAGL Distribution's forecast capex where it is satisfied that
the total of the forecast capex for the regulatory control period reasonably reflects the following
criteria (capex criteria) in clause 6.5.7(c) of the Rules, being:

e the efficient costs of achieving the capex objectives specified in clause 6.5.7(a) of the Rules
(capex objectives);

e the costs that a prudent operator would require to achieve the capex objectives; and

1 Clause 6.12.1(2) and (3) of the Rules

*18 Clauses 6.4.3(a)(7) and (b)(7) of the Rules
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e arealistic expectation of the demand forecast and cost inputs required to achieve the capex
objectives.

Similarly if the AER is not so satisfied and, accordingly, does not accept ActewAGL Distribution's
forecast of required capex, the AER must estimate ActewAGL Distribution's required capex that it
is satisfied reasonably reflects the capex criteria taking into account the matters specified in
clause 6.5.7(e) of the Rules (capex factors) (clauses 6.5.7(d) and 6.12.1(4)(ii) of the Rules).

The capex objectives in clause 6.5.7(a) of the Rules are to:

e meet or manage the expected demand for standard control services over the regulatory
control period;

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

e tothe extent that there is no applicable regulatory obligation or requirement in relation to:
o the quality, reliability or security of supply of standard control services; or

o the reliability or security of the distribution system through the supply of standard
control services,

to the relevant extent:
o maintain the quality, reliability and security of supply of standard control services; and

o maintain the reliability and security of the distribution system through the supply of
standard control services; and

e maintain the safety of the distribution system through the supply of standard control services.

In deciding whether or not it is satisfied that the forecast capex for the regulatory control period
reasonably reflects the capex criteria, the AER must have regard to the capex factors specified in
clause 6.5.7(e) of the Rules, including, relevantly:

¢ the most recent annual benchmarking report that has been published under clause 6.27 and
the benchmark capex that would be incurred by an efficient DNSP over the relevant regulatory
control period;

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

e the extent to which the capex forecast includes expenditure to address the concerns of
electricity consumers as identified by the DNSP in the course of its engagement with electricity
consumers;

e the relative prices of operating and capital inputs;

e the substitution possibilities between opex and capex;
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e whether the capex forecast is consistent with any incentive scheme or schemes that apply to
the DNSP under clauses 6.5.8A or 6.6.2 to 6.6.4;

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

e whether the capex forecast includes an amount relating to a project that should more
appropriately be included as a contingent project under clause 6.6A.1(b);

e the extent the DNSP has considered, and made provision for, efficient and prudent non-
network alternatives;

e any relevant final project assessment report (as defined in clause 5.10.2) published under
clause 5.17.4(0), (p) or (s); and

e any other factor the AER considers relevant and which the AER has notified the DNSP in
writing, prior to the submission of its revised regulatory proposal under clause 6.10.3, is a
capex factor.

4.3 ActewAGL Distribution's forecasting methodology

4.3.1 Overview

In its regulatory proposal for the subsequent regulatory period, ActewAGL Distribution proposed
the use of a zero-based approach to forecasting capex for all capex categories other than non-
network capex, for which it used a combination of zero-based and base year approaches.
ActewAGL Distribution's zero-based approach involves a bottom-up construction of capex
associated with projects.

In its draft decision, the AER concludes that two aspects of ActewAGL Distribution's forecasting
methodology render that methodology insufficient to found a conclusion that ActewAGL
Distribution's resultant total capex forecast reasonably reflects the capex criteria. These are as
follows:*"/

e first, ActewAGL Distribution's forecasting methodology applies a bottom-up build to forecast
capex for all capex categories other than ICT capex in the non-network capex category but does
not apply a top-down assessment; and

e secondly, ActewAGL Distribution's risk assessment underlying its evaluation of projects in
performing its bottom-up build is overly conservative.

7 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6, pp. 6-19 to 6-20
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While ActewAGL Distribution predominantly employed a zero-based approach (that is, a bottom
up build) to preparing its total capex forecast included in its regulatory proposal for the
subsequent regulatory period, ActewAGL Distribution:

e assessed its proposed forecast of total capex, derived using its zero-based approach, by means
of top down techniques to ensure those forecasts did not overstate required allowances in
that they adequately accounted for inter-relationships and synergies between projects or
areas of work before submitting that proposal to the AER; and

e now adduces this top down analysis in support of the efficiency of that forecast.
This is discussed further in section 4.3.4 below.

ActewAGL Distribution rejects the AER's conclusion that its evaluation of capex projects and
programs is 'overly conservative'. ActewAGL Distribution uses a network planning methodology
that combines probabilistic criteria which incorporates risk parameters and deterministic
measures to optimize the trade-off between network investment and minutes off supply.
Indeed, Jacobs has compared ActewAGL Distribution’s network planning criteria to those of
other DNSPs and TNSPs in the NEM and has concluded that they are not 'overly conservative'.
This is discussed further in section 4.3.4 below.

4.3.2 ActewAGL Distribution's proposal

ActewAGL Distribution submitted its expenditure forecasting methodology to the AER on 30
November 2013 in accordance with clauses 6.8.1A(a) and 11.56.4(0) of the Rules. This was re-
submitted to the AER along with its regulatory proposal for the subsequent regulatory period on
2 June 2014.>* This document set out at a high level the forecasting methods (zero-based and
base year) and systems (asset management systems and RivaDS) used by ActewAGL Distribution
to establish potential capex and opex programs for the 2014-19 period, and to a certain extent,
prioritise projects within each program.

>18 ActewAGL Distribution 2014, Regulatory Proposal 2015-19 Subsequent regulatory control period Distribution

services provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June 2014
(resubmitted 10 July 2014), Attachment B19 (ActewAGL Distribution Expenditure Forecasting Methodology (May
2014))
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ActewAGL Distribution capex categories are asset renewal and replacement, augmentation
capex, reliability and quality improvements, customer initiated capex, non-network capex and
network OT.>*

ActewAGL Distribution uses a zero-based approach to forecasting capex for all categories other
than non-network capex, for which it used a combination of zero-based and base year
approaches.520

ActewAGL Distribution's zero-based approach involves a bottom-up construction of capex
associated with projects. The unit rates used by ActewAGL Distribution in constructing project
costs are detailed in individual project justifications and asset management plans and were
independently reviewed by SKM (now Jacobs) who concluded that ActewAGL Distribution's
activity unit rate estimates are reasonable and efficient.”*! Expenditure forecasts are then
escalated for the 2014-19 period in line with material and labour cost escalators independently
developed and/or verified by SKM, CEG and Independent Economics.>*

In 2012, ActewAGL Distribution implemented RivaDS, a real time, web based software tool that
supports long range asset management planning and decision making by bringing together asset
data from various sources within ActewAGL Distribution including spatial, work management and
financial systems. RivaDS produces individually optimised maintenance and refurbishment plans
and associated life cycle expenditure forecasts for each asset class, and these form the basis of

>'% ActewAGL Distribution 2014, Regulatory Proposal 2015-19 Subsequent regulatory control period Distribution

services provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June 2014
(resubmitted 10 July 2014), pp. 161-162

>2% ActewAGL Distribution 2014, Regulatory Proposal 2015-19 Subsequent regulatory control period Distribution

services provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June 2014
(resubmitted 10 July 2014), pp. 162 and Attachment B19 (ActewAGL Distribution Expenditure Forecasting
Methodology (May 2014). pp. 13-15.

>2! ActewAGL Distribution 2014, Regulatory Proposal 2015-19 Subsequent regulatory control period Distribution

services provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June 2014

(resubmitted 10 July 2014), pp. 162-163 and Attachment B11 (Unit rates - SKM Independent Verification Report)

322 pctewAGL Distribution 2014, Regulatory Proposal 2015-19 Subsequent regulatory control period Distribution

services provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June 2014
(resubmitted 10 July 2014), pp. 163-166 and Attachment B11 (Unit rates - SKM Independent Verification Report),
Attachment B12 (Cost escalation report - CEG) and Attachment B13 (Cost escalation report - Independent

Economics)
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ActewAGL Distribution's capex forecasts in its regulatory proposal for the subsequent regulatory
. 523
period.

4.3.3 AER's draft decision

The AER concludes that two aspects of ActewAGL Distribution's forecasting methodology render
that methodology insufficient to found a conclusion that ActewAGL Distribution's resultant total

. . 524
capex forecast reasonably reflects the capex criteria. These are as follows:

e first, ActewAGL Distribution's forecasting methodology applies a bottom-up build to forecast
capex for all capex categories other than ICT capex in the non-network capex category but does
not apply a top-down assessment; and

e secondly, ActewAGL Distribution's underlying risk assessment is overly conservative.

The AER concludes in respect of bottom up techniques that:>*

In our view, applying a top-down assessment is a critical part of the process in deriving a forecast
capex allowance. It indicates that some level of overall restraint that [sic] has been brought to
bear. This is an important factor for us to consider in deciding whether we are satisfied that a
proposed forecast capex allowance reasonably reflects the capex criteria. In particular, to derive
an estimate of capex by solely applying a bottom-up assessment does not itself provide any
evidence that the estimate is efficient. Bottom-up assessments have a tendency to overstate
required allowances as they do not adequately account for inter-relationships and synergies
between projects or areas of work which are more readily identified at a portfolio level. Whereas
reviewing aggregated areas of expenditure or the total expenditure, allows for an overall
assessment of efficiency [sic]. Whilst in certain very limited circumstances, a bottom up build may
be a reasonable approach to justifying expenditure, this is not the case when looking at
aggregated areas of expenditure or at the portfolio level. However, [sic] simply aggregating
estimates is unlikely to result in a total forecast capex allowance that we are satisfied reasonably
reflects the capex criteria.

In respect of top down assessment techniques, the AER concludes:**°

323 ActewAGL Distribution 2014, Regulatory Proposal 2015-19 Subsequent regulatory control period Distribution

services provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June 2014
(resubmitted 10 July 2014), p. 163

2% AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6, pp. 6-19 to 6-20

> AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6, p. 6-19
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...trend analysis is a top-down assessment that can be applied in the context of a distribution
network. This technique is able to test whether an estimate that results from a bottom-up
assessment might be efficient...

A top-down assessment should also clearly evidence a holistic and strategic consideration or
assessment of the entire forecast capex program at a portfolio level. It should also demonstrate
how the forecast capex proposal has been subject to governance and risk management
arrangements. In turn, these arrangements should demonstrate how the timing and prioritisation
of certain capital projects or programs has been determined over both the short and long-term. It
should also demonstrate that capex drivers, such as asset health and risk levels, are well defined
and justified. In particular, asset health and risk level metrics are key elements of capex drivers.

ActewAGL's forecast methodology does not demonstrate any of these points (except for non-
network assets).

The range of assessment techniques available to us provides for a top-down assessment. These
techniques enable us to test whether an estimate that results from a bottom-up assessment
might be efficient.

With respect to the conservatism of ActewAGL Distribution's underlying risk assessment, the AER

527
concludes:

...ActewAGL Distribution's cost-benefit evaluation of each of its capital projects or programs
reveals that its underlying risk assessment is overly conservative. The focus is on reducing its
business risks instead of risks to consumers. This is evident in ActewAGL's failure to fully justify
the timing and priority of its proposed forecast capex. Ultimately, this overly conservative
approach to risk means that ActewAGL is forecasting more capex in the 2014-2019 period than is
necessary to achieve the capex objectives. In particular, ActewAGL does not demonstrate that it
has properly considered the extent to which its programs or projects can be deferred to the 2020-
2025 regulatory control period. An overly conservative risk approach is likely to result in a
forecast capex allowance that is greater than what is required to achieve the capex objectives.

4.3.4 ActewAGL Distribution's response

ActewAGL Distribution considers the AER's adverse conclusions regarding its forecasting
methodology are unfounded. It asserts that, in preparing its capex forecasts proposed in its

2% AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6, p. 6-20

327 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6, p. 6-20
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regulatory proposal for the subsequent regulatory period, it did apply top down assessment
techniques and rejects the notion that the risk assessment underlying those forecasts is 'overly
conservative'. It addresses each of the AER's adverse conclusions in greater detail in turn below.

ActewAGL Distribution's application of top down assessment techniques

ActewAGL Distribution observes, at the outset, that the AER's propositions that 'to derive an
estimate of capex by solely applying a bottom-up assessment does not itself provide any evidence
that the estimate is efficient' (emphasis added) and that the use of a bottom up approach to
forecasting and justifying expenditure will be a reasonable approach only in 'very limited
circumstances' are startling.

First, top down assessment techniques, such as trend analysis, that rely on historic expenditure
are likely to provide limited evidence of the efficiency of forecast capex given the generally non-
recurrent and lumpy nature of capex, particularly for augmentation expenditure rendering the
economic justification for individual projects and work areas that underlies a bottom up build
critical to assessing efficiency.

Secondly, these views cannot be readily reconciled with the AER's recognition, in its Expenditure
Forecast Assessment Guideline, of the significance of economic justifications for individual
projects or areas of work to the justification and assessment of the efficiency of capex programs
and forecasts. Specifically, in that Guideline, the AER states in respect of its capex assessment
approach:

We will generally assess forecast capex through assessing: the need for the expenditure; and the
efficiency of the proposed projects and related expenditure to meet any justified expenditure
need. This is likely to include consideration of the timing, scope, scale and level of expenditure
associated with proposed projects. Where businesses do not provide sufficient economic
justification for their proposed expenditure, we will determine what we consider to be the
efficient and prudent level of forecast capex.528

Thirdly, the AER's focus on top down techniques that rely on ActewAGL Distribution's historic
capex to forecast and assess the efficiency of capex cannot be reconciled with its opex draft
decision, implicit in which is a conclusion that ActewAGL Distribution did not respond to the
incentives for efficiency created by the regulatory regime in incurring expenditure in the 2009/10
to 2013/14 regulatory control period (even in incurring opex for which there were the enhanced
incentives created by the EBSS). Where the AER maintains its opex draft decision in making its
final determination, limited probative weight can reasonably be accorded to trend analysis,

28 AF R, 2013, Expenditure Forecast and Assessment Guidelines for Electricity Distribution, p. 24
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particularly given that no efficiency incentive scheme in respect of capex applied to ActewAGL
Distribution in the 2009/10 to 2013/14 and previous periods.

In light of this, notwithstanding the express indications to the contrary in the draft decision,
ActewAGL Distribution does not understand the AER to be suggesting that it should have used a
top-down approach to forecasting capex for all capex categories to the exclusion of its zero-
based approach. Rather, ActewAGL Distribution understands the AER to be suggesting that it
should have:

e assessed the capex forecasts it derived using its zero-based approach by means of top down
techniques to ensure those forecasts did not overstate required allowances in that they
adequately accounted for inter-relationships and synergies between projects or areas of work;
and

e adduced this top down analysis to justify the efficiency of those forecasts.

While ActewAGL Distribution predominantly employed a zero-based approach (that is, a bottom
up build) to preparing its total capex forecast included in its regulatory proposal for the
subsequent regulatory period, ActewAGL Distribution undertook just such a top-down
assessment of its total capex forecast before submitting that proposal to the AER.

Specifically, ActewAGL Distribution undertook an assessment of total system expenditure, which
incorporates many aspects of the ‘top-down assessment’ methodology referred to by the AER,
before submitting that proposal to the AER. The objective of ActewAGL Distribution's top-down
assessment process was to ensure the capex program was not overstated, and that it is efficient
from an overall perspective. This was achieved by:

¢ undertaking a trend analysis against expenditure in past regulatory periods;

e considering all potential capex-opex trade-offs;

e applying appropriate capital governance and risk management procedures; and

e ensuring expenditure forecasts suffice to meet all relevant regulatory requirements.

Overall expenditure was kept within an acceptable envelope, based on expenditure in previous
years, the overall condition of assets, safety and other regulatory obligations and risk
management of security of supply. The application by ActewAGL Distribution of these top down
assessment techniques also ensures that its zero-based approach to preparing its capex forecasts
did not over-state required allowances and ensured that those forecasts adequately accounted
for inter-relationships and synergies between projects or areas of work.

For example, the initial top-down analysis highlighted a number of assets that have been in
service for many years, have exceeded their expected economic life and are due for replacement
or refurbishment. This presents ‘spikes’ in forecast expenditure that are typically managed in one
of the following ways:
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e Conduct a risk assessment on assets overdue for replacement/refurbishment based on the
consequence of failure. Depending on the outcome of this assessment, expenditure may be
deferred. This strategy was recently applied to ActewAGL Distribution’s aging power
transformers at Gilmore and Theodore zone substations. Although these 48 year old
transformers are past their economic life (45 years), ActewAGL is monitoring the expected
remaining life of these assets with oil sample analysis, and will undertake further invasive
testing of the state of the insulating paper within the transformer coils to ensure maximum use
is made of these assets before they are refurbished or replaced.

e Identify any synergies between asset class forecasts such that assets overdue for replacement
or refurbishment can potentially be provided with sufficient backup or redundancy by new
projects that are ‘in the pipeline’. For example the Molonglo zone substation was deferred
from the 2009-14 regulatory period by utilising feeders from nearby zone substations.

e Consider alternative maintenance strategies, such as applying condition monitoring technology
to more fully assess the risk of failure, and determine if refurbishment or replacement may be
deferred. ActewAGL Distribution is currently using sophisticated timing and resistance
measuring instruments to more accurately determine the condition of aging zone substation
circuit breakers.

Each of the steps in ActewAGL Distribution’s top-down assessment process is detailed, in turn,
below.

Trend analysis

ActewAGL Distribution has assessed the reasonableness of its forecasts against expenditure in
past periods, including an assessment of any historical anomalies or abnormal practices. This is a
lengthy and iterative process to ensure that all of the following trends have been considered in
formulating ActewAGL Distribution’s total capex program:

e the optimum timing of high value augmentation projects to meet stakeholder
expectations, and constrain the volatility of expenditure on a year to year basis;

e confidence levels of customer initiated and government development project forecasts;
e forecast economic growth;

e long term strategic trends within the industry; and

e emerging technologies.

The Molonglo zone substation project justification report (PJR) provides an indication of the
detailed trend analysis undertaken on a project by project basis during ActewAGL Distribution’s
top-down forecasting assessment. Specifically, this included:

o reference to updated forecast dwelling occupation information provided annually by the
ACT Land Development Agency;
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e moderation of forecast dwelling electricity demand based on the historical trend of similar
land releases;

e the use of lower dwelling occupation electricity demand based on known industry trends
for residential demand management initiatives lowering the nominal electricity demand
per residence; and

e consideration of capacity and infrastructure at adjacent zone substations to provide the
initial electricity supply to the Molonglo District.

Capex/Opex trade-offs

The consideration of capex-opex trade-offs within ActewAGL Distribution’s total capex forecast is
a key component of ActewAGL Distribution’s top-down assessment process. The required trade-
off analysis is usually undertaken with respect to refurbishment and replacement of aging and
potentially unreliable equipment, where the ongoing maintenance, repair, and fault costs
(including loss of supply) can be compared with the capital cost of refurbishment and
replacement.

An example of a capex-opex trade-off evaluation undertaken in preparing the capex forecasts for
the 2014-19 period is that relating to ActewAGL Distribution’s decision to install fibreglass poles
in ‘back yards’ instead of wood poles to reduce life cycle costs of maintenance of those assets.
This analysis was provided to the AER as attachment B17.1 to ActewAGL Distribution’s
subsequent regulatory period. The majority of capex-opex trade-off evaluations are not
assessed on a project by project basis, but on an asset class basis, and ActewAGL Distribution
referred to several examples of these evaluations in its regulatory proposal for the subsequent
regulatory period and attachment B.17.1. These included the pole replacement program, the
underground cable replacement program>> and replacement of the ageing Civic switchboard
during the 2009-14 regulatory period.530

ActewAGL Distribution uses a risk based decision support model, “Analysed Program of Works”,
to optimise its five year asset renewal and replacement capex program and to make capex/opex
trade-off evaluations. In particular, this model considers the failure effect and risk (likelihood and
consequence) of each investment decision. Failure effect can include impacts on safety of

329 ActewAGL Distribution 2014, Regulatory Proposal 2015-19 Subsequent regulatory control period Distribution

services provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June 2014

(resubmitted 10 July 2014), p.173 (underground cable replacement) and p.171 (pole replacement).

>3 jacobsSKM 2014, Capex/Opex trade-off Issue, 26 May 2014, (Attachment B 17.1) p.6.
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personnel and public, impact on environment, cascading failure on other equipment, operational
consequences (unserved energy), and risk to reputation.

Based on the determined failure effect for each asset under consideration, one of the following
replacement strategies is adopted and an optimal time for replacement or monitoring is
identified:

e run to failure;
e condition monitoring; or
e age and condition based replacement.

The methodology described for the Analysed Program of Works model was used to prioritise
ActewAGL Distribution’s replacement capex and to establish non-discretionary and discretionary
replacement capex budgets that form the basis of capex forecasts contained in ActewAGL
Distribution’s regulatory proposal for the subsequent regulatory period.

In setting ActewAGL Distribution’s maintenance program, the selection of a run to failure,
replace on condition or replace on age or usage strategy will be dependent on the safety
implications of each and which strategy has the lowest overall expected cost. Generally, replace
on condition is the most relevant to capex/opex trade off decisions and is most commonly
employed where the consequence of failure is very high, for example pole failures. Where the
consequence of failure is low such as assets with standby capacity, the run to failure strategy is
often the least cost option. Most distribution transformers have adjacent units which can take
up the load in event of failure, so it is common to run these units to failure. The run to failure
strategy has the advantage of delivering the maximum life from an asset, however once failure
has occurred, replacement or repair is no longer discretionary. Age or usage based replacement
is used where inspections are costly, and/or the asset cannot be allowed to run to failure
because of safety reasons. An example of this is ActewAGL Distribution’s earth grid upgrade
project discussed in section 4.4.4 below.

Governance of Capital Investment Projects

The AER stated that ActewAGL Distribution should demonstrate how the forecast capex proposal
has been subject to governance and risk management arrangements. This information, along
with examples of where these top-down assessment techniques have been applied, are detailed
in ActewAGL Distribution’s 3 October 2014 submission to the AER.**!

>3! ActewAGL Distribution, 2014, Operating and capital expenditure ‘site visit’ clarifications, 2014-19 subsequent

regulatory control period, 3 October 2014. This document was submitted to the AER in response to an
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Capex proposals generated by asset managers are coordinated through an asset management
systems group before being advanced through the General Manager — Asset Management for
consideration by the executive. Broad adjustments as directed by the executive are fed back to
asset managers for further refinement. The process is repeated until an acceptable solution is
arrived at. These controls are described in ActewAGL Distribution’s Asset Management System —
Governance Framework Version 1.0 and Asset Management Strategy Version 2.11.532 This
strategy is provided as Attachment D1 to this submission.

ActewAGL Distribution has a corporate investment framework including corporate policies,
delegations manual and planning / approvals processes to ensure that capital investment has an
effective governance, prudency and efficiency framework. There are two approaches adopted by
ActewAGL Distribution to manage capital investment: one is an existing framework for managing
minor or less complex capital investment with delegation levels, investment and accountability
for decision making. The second is the use of Project Boards for larger, more complex capital
projects.

There is a delegation manual with authorisations specific to capex and maintenance. Key
documents that set out the governance and approvals framework for capex are:

o ActewAGlL Distribution Corporate procedure - Delegations of authority; and
e Asset Management Commercial Risk Framework Policy - Expenditure.
These are provided as Attachments D2 and D3 to this revised proposal.

The ActewAGL Distribution Board approves expenditure (and is responsible for release of funds)
based on business cases with a capital value in excess of $5.5 million.

ActewAGL Distribution established Project Boards and project management best practices based
on PRINCE2 methodology for prudency, efficiency and the governance of major projects. Key
stakeholders are brought together under the umbrella of the Project Board to make decisions as
a group, thereby ensuring the needs of key stakeholders are met and the delays associated with
serial or multi-layered decision-making are overcome. This is in keeping with current good
practice in capital project governance.

ActewAGL Distribution has recently implemented the transition of a number of legacy ICT and
Network OT systems (non-network capex) programs under the “Operational Systems
Replacement (OSR) Program” using the Project Board governance framework. In addition,

information request by the AER dated 17 September 2014 the intent of which was to seek clarification on opex

and capex issues discussed at a meeting between AER and ActewAGL Distribution staff on 16 September 2014.
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ActewAGL Distribution has adopted the PRINCE2 project management methodology, and has
trained a number of staff as PRINCE2 practitioners. The project delivery function has also been
improved with the introduction of portfolio managers and end to end definition of
responsibilities and governance.

Regulatory obligations and requirements

In formulating its capex program, ActewAGL Distribution must ensure that forecast capex is
adequate to enable it to comply with all applicable regulatory obligations or requirements
associated with the provision of standard control services. Key regulatory obligations and
requirements relevant to the provision of standard control services were summarised in Chapter
4 of ActewAGL Distribution’s regulatory proposal for the subsequent regulatory period. Of
particular importance are ActewAGL Distribution’s responsibilities under the Work Health Safety
Act 2011 and the Utilities Act. Details of relevant regulatory obligations and requirements are
provided in project justification reports in respect of major capex projects.

ActewAGL Distribution's network planning criteria is not overly conservative

ActewAGL Distribution strongly rejects the AER’s view that its network planning criteria are
overly conservative. In planning the augmentation of its electricity distribution and transmission
networks, ActewAGL Distribution uses a mixture of deterministic (rule based) criteria and
probabilistic criteria as outlined in section 6.5 of ActewAGL Distribution’s regulatory proposal for
the subsequent regulatory period. Both ActewAGL Distribution’s deterministic and its
probabilistic planning criteria incorporate risk parameters.

In concluding that ActewAGL Distribution's cost-benefit evaluation of augmentation capex
programs and projects is 'overly conservative', the AER refers to only a section of ActewAGL
Distribution’s planning criteria in its draft decision, which section, if considered in isolation from
the remainder of those planning criteria, could be construed as suggesting that the risk to
security and reliability of supply is not taken into account.”® However, the risks of customer
outages and unserved energy are inherently being taken into account through the application of
its network planning criteria, without the need for the performance of discrete unserved energy
calculations using VCR estimates. For example;

o ActewAGL Distribution uses 10 per cent POE demand forecasting combined with a 2 hour
emergency rating of zone substation transformers as the basis of exceedance before a network
constraint is identified; and

>3 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, p. 6-34.
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e Inallocating forecast demand, ActewAGL Distribution typically assumes a probabili8ty factor of
100 percent for consumer connections supported by a connection application, a probability
factor of between 30 per cent and 80 per cent for consumer connections supported by a
connection enquiry, and a probability factor of between 0 per cent and 50 per cent for other
potential consumer loads that ActewAGL distribution are aware of, for example, through its
routine consultation with ACT Government departments.

ActewAGL Distribution engaged Jacobs to review the AER’s comments on ActewAGL
Distribution’s network planning criteria. Jacobs’ report534 is attached as Attachment D4 to this
revised regulatory proposal and the key findings of that report are detailed below.

Jacobs compared ActewAGL Distribution’s criteria to those of other DNSPs and TNSPs in the
NEM. For transmission lines (132kV), Jacobs found ActewAGL Distribution’s criteria to be at the
‘upper end’ of emergency ratings, but not ‘overly’ conservative. Furthermore, Jacobs found
ActewAGL Distribution’s standards entirely appropriate for the Southern Supply to ACT — Stage 2
project. The purpose of this project is to reinforce the capacity of the ActewAGL 132kV
transmission system such that it can be used, not only to supply the load within the ACT, but also
to provide mutual back-up 132kV tie capacity to TransGrid’s 330/132kV Canberra and
Williamsdale substations. By reinforcing its 132kV transmission system and adopting the
emergency ratings for transmission lines that it has, ActewAGL has effectively deferred the cost
of more expensive TransGrid transmission augmentation work into future years.

In respect of ActewAGL Distribution’s system security and planning criteria for the primary
distribution system (11 kV and 22 kV), Jacobs concluded that this is similar to that of other DNSPs
in the NEM, with distribution feeders being loaded up to 75 per cent of their thermal rating
depending on the number of inter-feeder ties available. Jacobs also found that ActewAGL
Distribution’s zone substation loading methodology, described below is not ‘overly conservative.’

ActewAGL Distribution uses the more onerous two hour emergency cyclic rating for all its zone
substation power transformers, even though it does not currently hold a system spare power
transformer.

ActewAGL Distribution maintains a high level of zone transformer utilisation through the
adoption of the two hour emergency rating, and effective load balancing between zone
substations wherever possible. The load balancing is an integral initial solution as part of network
augmentation planning. During the 2009-14 regulatory control period, a conscious decision was
made to install just a single transformer in the new East Lake zone substation, and operational
plans were developed to enable East Lake, Fyshwick, and Telopea Park zone substations to be
operated on a “combined N-1 basis.”

>3 Jacobs 2014, Review of AER Draft Decision — Augex, December 2014
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This means that instead of each zone substation being operated individually on an N-1 basis, as a
combined group they are operated such that the loss of any one of the total of seven
transformers (a significantly increased risk) can be covered by load transfers on the 11kV
distribution system. Depending on which transformer fails, some load may be lost initially, but is
able to be restored with manual switching. This approach simply does not support the AER’s
finding that ActewAGL Distribution has used “overly conservative criteria when making
augmentation decisions on zone substations.”>*®

4.4 Augmentation capex

4.4.1 Overview

In its draft decision, the AER did not accept ActewAGL Distribution's proposed augmentation
capex of $99.5 million ($2013/14) excluding overheads. It instead included augmentation capex
of $61.7 million ($2013/14) excluding overheads in its alternative estimate of total capex,
representing a reduction to ActewAGL Distribution's augex proposal of 38 percent.

The AER's draft decision on augex was based on trend analysis, an examination of utilisation and
capacity on ActewAGL Distribution's network, an assessment of ActewAGL Distribution's
augmentation planning criteria and an engineering review of ActewAGL Distribution's major
augex projects. In summary, on the basis of this assessment, the AER concluded that:

e there is likely to be excess capacity in the network that could be utilised ahead of additional
augmentation investment;

o ActewAGL Distribution has used overly conservative criteria in making augmentation decisions
on zone substations and proposed VCRs in its regulatory proposal for the subsequent
regulatory period that, if used as an input to its augmentation planning, would have resulted in
the overstatement of required augmentation capex; and

e ActewAGL Distribution's proposed capex for the 5 major augmentation projects that were the
subject of the AER's engineering review, being the new Molonglo zone substation, the
installation of a third transformer at Belconnen zone substation, the zone substation earth grid
upgrade, the Gold Creek 11kV switchboard extension and capex on the future Mitchell zone
substation, should be significantly reduced, primarily because the AER considered ActewAGL
Distribution did not adduce sufficient evidence in respect of project evaluation, justification
and timing.

>3 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, p. 6-30.
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ActewAGL rejects the notion that there is excess capacity on its network capable of being utilised
ahead of additional augmentation investment. The AER's conclusion to the contrary would
appear to be based on a 'desktop' assessment of average utilisation of zone substations. This
analysis would appear to contain a deficiency that results in the overstatement of excess capacity
and is inadequate, in any event, to support any conclusion about the technical and economic
feasibility of meeting a demand constraint at any given point on the network with excess
capacity. Rather, the detailed project justification reports for each of the major augmentation
projects proposed by ActewAGL Distribution that are attached to this revised regulatory proposal
disclose that, in respect of these projects, this is not technically and economically feasible. This is
discussed further in section 4.4.4 below.

ActewAGL Distribution rejects the AER's conclusion that its evaluation of capex projects and
programs is 'overly conservative.' The combination of deterministic and probabilistic criteria that
comprise ActewAGL Distribution's network planning criteria incorporate risk parameters, with
the consequence that the risks of customer outages and unserved energy are inherently being
taken into account through the application of its network planning criteria, without the need for
the performance of discrete unserved energy calculations using value of customer reliability
(VCR) estimates. Indeed, Jacobs has compared ActewAGL Distribution’s network planning criteria
to those of other DNSPs and TNSPs and has concluded that they are not 'overly conservative'.
This has already been addressed in section 4.3.4 above.

Finally, the detailed project justification reports for those projects that were subject to the AER's
engineering review that are attached to this revised regulatory proposal suffice to address the
AER's identified concerns with respect to their evaluation, justification and timing. ActewAGL
Distribution's response to the AER's engineering review is set out in section 4.4.4 below.

4.4.2 ActewAGL Distribution’s proposal

ActewAGL Distribution proposed augmentation capex for the 2014-19 period of $104.3
million,”® or $99.5 million, excluding overheads.

ActewAGL Distribution’s proposed augmentation plan for the 2014—-19 period reflects the
continuation of important augmentation capex that was commenced in the 2009-14 regulatory

>3 ActewAGL Distribution 2014, Regulatory Proposal 2015-19 Subsequent regulatory control period Distribution

services provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June 2014
(resubmitted 10 July 2014), p.159.
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control period following a sustained period of very low investment.>®’ Since the early 1990s,

ActewAGL Distribution has built just one major new zone substation, the East Lake zone
substation which was commissioned in late 2013.

The augmentation capex forecast for the 2014-19 period will ensure that ActewAGL Distribution
can continue to comply with reliability standards and efficiently meet anticipated customer
demand in new urban areas. Major augmentation projects included in ActewAGL Distribution’s
regulatory proposal for the subsequent regulatory period are:>*®

e anew zone substation®® in the Molonglo district for the provision of power to new suburbs in
Molonglo and North Weston. The new zone substation will enable network load balancing
through the transfer of some load in Weston Creek currently supplied by the Woden zone
substation, thereby deferring the need for capacity augmentation at the Woden zone
substation;

e installation of a 3rd 132/11 kV transformer at the Belconnen Zone Substation to meet new
block loads and manage ongoing reliability in the Belconnen region. This project has been
removed from ActewAGL Distribution’s revised proposal on the basis of updated demand
forecasts which indicate the project is unlikely to be required during the 2014-19 regulatory
period; and

e upgrade of the 132 kV transmission line between Gilmore and Theodore zone substation,
known as Southern Supply to ACT- Stage 2. This is a network security project aimed at
upgrading existing lines to meet a capacity rating required by the Electricity Transmission
Regulation 2006 and will increase security of supply to the ACT, through mitigating a single
point of failure in the network.

>%7 ActewAGL Distribution 2014, Regulatory Proposal 2015-19 Subsequent regulatory control period Distribution

services provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June 2014
(resubmitted 10 July 2014), p. 183

>3 ActewAGL Distribution 2014, Regulatory Proposal 2015-19 Subsequent regulatory control period Distribution

services provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June 2014
(resubmitted 10 July 2014), p. 183

>% Construction of the Molonglo zone substation was originally planned for the 2009-14 regulatory control

period but was deferred due to deferred urban development in the areas to be serviced by this zone substation.
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In addition to these projects, ActewAGL Distribution proposed several other augmentation capex
projects for the 2014-19 period including:540

e an upgrade of zone substation earth grids to be conducted over the period 2014 to 2018, with
approximately 3 substations to be upgraded per annum;

e the installation of a provisional zone substation power transformer;

e extension of the switchboards at the Gold Creek zone substation to accommodate customer
connections driven by demand growth and new block loads in Gungahlin and Mitchell;

e purchase of a site for the future Mitchell zone substation;

e anumber of HV feeder projects to cater for local area load growth or strengthen inter-zone ties
and rebalance and optimize zone substation loading into the future; and

e theinstallation of NEM compliant transmission connection point metering.

4.4.3 AER’s draft decision

In its draft decision, the AER did not accept ActewAGL Distribution's proposed augmentation
capex of $99.5 million excluding overheads.>*' The AER instead included capex in the amount of
$61.7 million (excluding overheads) in its alternative estimate of total capex, representing a
reduction of 38 per cent.

The AER concluded that ActewAGL Distribution's proposed forecast of augmentation capex
exceeded the augmentation capex required to achieve the capex objectives.542 The AER based
this conclusion on trend analysis, an examination of utilisation and capacity on ActewAGL
Distribution's network, an assessment of ActewAGL Distribution's augmentation planning criteria
(which it concluded were ‘overly conservative’) and an engineering review of ActewAGL

Distribution’s major augex projects.543

> ActewAGL Distribution 2014, Regulatory Proposal 2015-19 Subsequent regulatory control period Distribution

services provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June 2014

(resubmitted 10 July 2014), pp. 185-188

> AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6, p. 6-10 and Appendix A, p. 6-30

2 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:
Attachment 6, p. 6-10 and Appendix A, p. 6-30

>3 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, pp. 6-30 to 6-31
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The AER's trend analysis compared ActewAGL Distribution's proposed augmentation capex to its
historic expenditure, taking into account changes in demand, network capacity and design and
planning standards.** The AER concluded that that analysis shows that ActewAGL Distribution
has proposed ‘a slight increase' in augmentation capex for 2014-19 in comparison to that
incurred during the 2009-14 regulatory control period. In addition, it examined the utilisation of
ActewAGL Distribution’s network during 2009-14 and found that network utilisation did not fall
significantly in the 2009-14 regulatory control period (and, indeed, average utilisation actually
rose slightly for HV feeders) but that there is likely to be excess capacity in the network that
could be utilised ahead of additional augmentation investment.

In respect of the planning criteria used by ActewAGL Distribution in making augmentation

.. 545
decisions, the AER concludes as follows:

It appears that ActewAGL Distribution has used overly conservative criteria when making
augmentation decisions on zone substations. In our view, this has affected the scope and
unnecessarily advanced the timing of projects. For example, clause 6.2.2 of ActewAGL's distribution
network augmentation standard states:

Zone substation capacity must be augmented if the forecast zone substation maximum demand based
on 10% PoE under N-1 conditions is to exceed the two-hour emergency rating.

Major zone substation augmentation such as installation of additional transformer will not be
considered unless other constraints that limit the transformer loading are removed.

That is, ActewAGL augments zone substations when it expects maximum demand 10 per cent POE
forecast to exceed the substation's two hour emergency rating.

These criteria do not incorporate the change in the ACT Electricity Distribution Supply Standards Code
(2013), which removed the requirement on supply capacity. The criteria also do not provide an
assessment framework for evaluating and managing risks associated with expected unserved energy.
Instead, the criteria require network capacity to fully meet expected maximum demand with no cost
benefit assessment.

The AER further concludes that ActewAGL Distribution proposed VCRs in its regulatory proposal
that are higher than the most current values, derived using robust and transparent methods,
that were published by AEMO for NSW (including the ACT) in September 2014 and that, if these

> AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, pp. 6-30 to 6-34

> AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, p. 6-34
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higher proposed VCRs were used by ActewAGL Distribution as an input to its augmentation
planning, its augmentation capex forecast would be overstated.”* The AER did not use AEMO's
lower VCRs to further reduce ActewAGL Distribution's proposed forecast of augmentation capex,
as it was uncertain whether ActewAGL Distribution had used its proposed VCRs in forecasting
augmentation capex, but stated that it expected ActewAGL Distribution to identify the impact of
AEMO's lower VCRs on its augmentation capex forecast in this revised regulatory proposal.

The AER conducted an internal engineering review of 5 of ActewAGL Distribution's major
augmentation projects, being the new Molonglo zone substation, the installation of a third
transformer at Belconnen zone substation, the zone substation earth grid upgrade, the Gold
Creek 11kV switchboard extension and capex on the future Mitchell zone substation. In a letter
to ActewAGL Distribution dated 8 December 2014, the AER stated, in response to ActewAGL
Distribution's letter of 5 December 2014 requesting the AER provide it with all material relating
to the engineering review of ActewAGL Distribution’s proposed augmentation capex projects,
that ‘the draft decision reflects all calculations and analysis arising from its engineering

. 547
review'.

In respect of the new Molonglo zone substation, the AER acknowledges, in its draft decision, the
potential growth in the Molonglo Valley area and that ActewAGL Distribution would have to
service that growth but concludes that ActewAGL Distribution did not provide sufficient evidence
that its proposed Molonglo Valley substation is the efficient solution.>* In particular, the AER
concluded that:>*

e ActewAGL Distribution's risk and options analysis is inadequate;
e ActewAGL Distribution did not adequately justify the timing of the project; and

e the project costs are high and incorporate inefficient practices.

> AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, pp. 6-34 to 6-35

S47 Letter from Usman Saadat, Manager Regulatory Affairs of ActewAGL Distribution to Mr Warwick Anderson,
General Manager Network Regulation of the AER dated 5 December 2014 and email of response from Kurt
Stevens of the AER to Bjorn Tibell, Senior Financial Advisor of ActewAGL Distribution dated 10 December 2014.
> AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:
Attachment 6: Appendix A, p. 6-36

9 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, p. 6-38
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It reaches these conclusions because:

e ActewAGL Distribution did not provide any details of the intangible benefits on the basis of
which it preferred the project to the one other option considered, notwithstanding that that
other option had a lower net present cost;

e if ActewAGL Distribution used its proposed VCRs in that analysis, the benefits identified by its
options analysis may be overstated;

e ActewAGL Distribution's options analysis did not include any assessment of the 'do nothing'
option or non-network solutions, which may contribute to the deferment of expenditure for a
major zone substation such as that proposed;

e ActewAGL Distribution did not sufficiently investigate distribution feeder augmentation
solutions from the Woden zone substation, which would potentially provide a more efficient
solution;

e itis unclear from ActewAGL Distribution's documentation whether, in developing demand
forecasts relevant to this project, it considered the time lag between the year(s) of land release
and the year(s) when land is fully occupied and expected load eventuates which can be several
years;

e ActewAGL Distribution did not present any analysis of the probability that demand may exceed
existing capacity and the associated cost of unserved energy; and

e ActewAGlL Distribution's proposed risk allowance to manage the uncertainty associated with
the forecast cost of the project of $3.99 million is not appropriate because ActewAGL costs
may be higher or lower than forecast and its proposed internal management costs for the
project of $2.63 million are 'at the very high end of the normal range for project management'.

In respect of the proposed installation of a third transformer at the Belconnen zone substation,

the AER concludes that there is no justification for this project before 2023 because:™

e ActewAGL Distribution used an out-dated substation emergency rating to justify the need for
this project; and

e ActewAGL Distribution has not demonstrated it performed adequate risk and options analysis
in respect of this project in that:

>0 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, pp. 6-37 to 6-38

>1AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, pp. 6-38 to 6-40
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o while it states that there are constraints on its ability to transfer load to other zone
substations to cope with major transformer failure at the Belconnen zone substation,
it is unclear why it did not consider additional feeders and feeder ties from Latham
zone substation which has substantial spare capacity over the next 10 years and is
only 3.5 km away; and

o following the removal of the capacity requirement from the Supply Standards Code,
ActewAGL Distribution is not required to provide capacity to meet anticipated
maximum demand and, accordingly, should have estimated the probability and cost of
load curtailment in the event of capacity shortage so as to determine on the most
economical solution to balance the supply risks and costs at the Belconnen zone
substation.

In respect of the zone substation earth grid upgrade, the AER concludes that the failure by
ActewAGL Distribution to provide any evidence of earth grid failures or degradation of
performance suggests that there are no immediate or material issues with the overall condition
and performance of these assets and that forecast capex should not be allowed where, as in
respect of this upgrade, there is no certainty as to the need for expenditure or scope.’>

In respect of the Gold Creek 11 kV switchboard extension, the AER concludes that the proposed
capex is not prudent because ActewAGL Distribution did not explain why it had not investigated
the following alternative solutions:>>*

e the common industry practice of doubling up the cable termination box on the existing
switchboard where, as here, a substation does not have spare switch bays for connection of
new feeders, so as to provide an additional connection terminal for new feeders at
comparatively low cost; and

e distribution feeder reconfiguration and load transfers to free up the Gold Creek Substation's
existing feeders or feeder bays, which on current substation maximum demand would appear
to have substantial spare capacity, for potential new load in coming years.

Finally, in respect of ActewAGL Distribution's proposed forecast capex for the future Mitchell
zone substation, the AER concluded that this expenditure should be disallowed because

52 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, p. 6-40

>3 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, pp. 6-40 to 6-41
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ActewAGL Distribution did not provide any information on the purpose and scope of the
expenditure.554

Based on the AER’s internal engineering review, the AER made reductions to ActewAGL
Distribution's forecast capex (inclusive of overheads) as follows:>*

e Molonglo zone substation and associated feeders, a reduction of $24.6 million;
e Belconnen zone substation, a reduction of $12.7 million;

e Zone substation earth grid upgrade, a reduction of $2.619 million;

e Gold Creek 11kV switchboard extension, a reduction of $0.77 million; and

e Mitchell zone substation, a reduction of $0.6 million.

The AER's overall reduction to ActewAGL Distribution's proposed augmentation capex from
$99.5 million to $61.7 million (exclusive of overheads) would appear to be comprised of the sum
of the AER's reductions to ActewAGL Distribution's forecast capex for the 5 major augmentation
projects that were subject to the AER's internal engineering review (being $41.3 million stated
inclusive of overheads).

The discrepancy between the sum of the above reductions for the 5 augex projects that were the
subject of the AER's engineering review (being $41.3 million) and the AER's reduction to total
forecast augex of $37.8 million (being the difference between AAD's proposed augex of $99.5
million and the AER's allowed augex of $61.7 million) would appear to be explicable by the fact
that the former figures are inclusive of overheads while the latter figures are exclusive of

556
overheads.

4.4.4 ActewAGL Distribution’s response

ActewAGL Distribution rejects the AER’s contention that its alternative estimate for
augmentation capex would suffice to enable ActewAGL Distribution to achieve the capex
objectives. ActewAGL Distribution does not believe that the significantly reduced augmentation
expenditure allowance set by the AER will cover the efficient costs of meeting demand from new

>4 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, p. 6-41

>>> AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, p. 6-31

36 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, p. 6-30 to 6-31
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suburbs in the Molonglo district, or to undertake important zone substation refurbishment works
necessary to meet regulatory obligations and requirements in respect of safety and reliability.
The AER’s alternative estimate does not therefore reasonably reflect the capex criteria.

In removing 5 major augmentation projects from ActewAGL Distribution’s augmentation
program for 2014-19, the AER does not appear to have had regard to the implications for
ActewAGL Distribution's ability to meet or manage expected demand for its standard control
services and comply with its regulatory obligations and requirements in respect of quality,
reliability and security of supply and the safety of its distribution system over the period.

Augmentation expenditure for the Molonglo, Gold Creek and Mitchell zone substations is
required to meet current and expected future demand and ensure continued quality, reliability
and security of supply in those regions. ActewAGL Distribution’s planned condition assessment
and refurbishment program for zone substation earth grids is necessary given the age of these
assets and the potential risk to ActewAGL Distribution personnel and public safety. ActewAGL
Distribution’s response to the AER’s proposal to remove all four of these augex projects from
ActewAGL Distribution’s capex program is provided below, and supported by detailed project
justification reports attached to this revised regulatory proposal.

ActewAGL Distribution has reviewed the prudency of its plans to install a third transformer at the
Belconnen zone substation in light of updated demand forecasts. Based on those updated
demand forecasts and the associated probability of future block load increases in the Belconnen
region, ActewAGL Distribution now considers that the most prudent option is to manage
network constraints by transferring load to other zone substations (load balancing) on a
permanent basis, or during periods when the Belconnen zone substation 2 hour emergency
rating is exceeded. Accordingly, ActewAGL Distribution has reduced its forecast augmentation
expenditure program for the 2014-19 regulatory period by $13.1 million (52013/14). Details of
the Belconnen zone substation project, and ActewAGL Distribution’s revised approach are set
out in the Belconnen zone substation PJR, which forms Attachment D5 to this revised proposal.

ActewAGL Distribution observes that the AER's trend analysis provides no support for its decision
to reduce ActewAGL Distribution's forecast augmentation capex for the 2014-19 period. To the
contrary, this AER analysis confirms that ActewAGL Distribution's proposed forecast of
augmentation capex for 2014-19 is consistent with its augmentation capex incurred in the 2009-
14 regulatory control period. In fact, ActewAGL Distribution’s revised augex forecast of $79.8
million (52013/14) is lower than actual capex of $94.6 million (52013/14) in the 2009-14
regulatory period.

This leaves the AER's findings in respect of excess capacity in ActewAGL Distribution's network
and the conservatism of ActewAGL Distribution's augmentation planning criteria, and the AER's
internal engineering review of 5 of ActewAGL Distribution's major augmentation projects.
ActewAGL Distribution addresses each of these matters, in turn, below.
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Network utilisation, excess capacity and load balancing

ActewAGL Distribution rejects the AER’s general finding that there is likely to be excess capacity
in the ActewAGL Distribution network that could be utilised ahead of additional augmentation
investment.

This finding reflects an overly simplistic interpretation of network utilisation in that it assumes
that:

e thereis an opportunity to meet a demand constraint at one point on the network by
transferring energy from elsewhere on the network where there is excess capacity,
without any reference to or consideration of the relevant meshed 11kV network
connections between the zone substations; and

o thelongterm NPV cost associated with transferring excess capacity to elsewhere on the
network is lower than the cost of undertaking new augmentation investment to meet the
demand constraint.

ActewAGL Distribution has already considered all possible avenues for utilising existing capacity
instead of undertaking augmentation projects, and its examination of these options is detailed in
the project justification reports for each of the major augmentation projects proposed by
ActewAGL Distribution that are attached to this revised regulatory proposal. With the more
recent exception of the Belconnen upgrade, the utilisation of existing capacity was not found to
be a feasible solution for these major augmentation projects.

In response to the draft decision, ActewAGL Distribution undertook a comparison of the AER’s
historical and forecast utilisation factors by zone substation analysis with its own. It would
appear that the AER has most likely included Angle Crossing substation in its analysis, which has
the effect of understating the utilisation of ActewAGL Distribution's network and overstating
excess capacity. As pointed out in ActewAGL Distribution’s regulatory proposal for the
subsequent regulatory period, Angle Crossing substation is a specialist ‘temporary’ zone
substation that was constructed during the 2009-14 regulatory period.557 Angle Crossing zone
substation has a low utilisation factor, which has the effect of lowering ActewAGL Distribution’s
overall network utilisation factor even though there is very little opportunity to transfer excess
capacity from Angle Crossing to elsewhere on the network. As such, it should be excluded from
any analysis of network utilisation.

>7 ActewAGL Distribution 2014, Regulatory Proposal 2015-19 Subsequent regulatory control period Distribution

services provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June 2014
(resubmitted 10 July 2014), p.176.
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In any case, a reduction in ActewAGL Distribution’s utilisation factor from one year to the next
does not necessarily indicate that a lower level of augmentation capital expenditure is required.
Because of the relatively small size of the ActewAGL Distribution network, the utilisation factor is
likely to change from year to year because adding significant components such as power
transformers to the network, or other environmental factors will have a significant impact on
network utilisation.

Figure 4.1 shows the historical and forecast average utilisation trend. This is consistent with the
AER's analysis that average utilisation of zone substations fell from 50 per cent in 2008-09 to 46
per cent in 2012-13. There are three main reasons for this fall in utilisation over the period,
namely:

e avery mild year in 2011/12, resulting in abnormally low system demand;
e theintroduction of a new transformer at Civic in 2012; and
e the commissioning of the East Lake zone substation in December 2013.

ActewAGL Distribution does not expect this downward trend in zone substation utilisation to
continue in the 2014-19 period. Rather, it is expected to increase as shown in Figure 4.1. The
downward trend in zone substation utilisation following the introduction of new capacity in the
network is to be expected, as is the subsequent upward trend of zone substation utilisation as
the newly installed capacity starts to relieve identified capacity constraints.
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Figure 4.1 - ActewAGL Distribution’s historical and forecast average zone substation utilisation
trend (excludes Angle Creek Crossing)
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It should be noted that ActewAGL Distribution employs a best practice design principle of using
relatively large standard size zone substation transformers (55 MVA) and spacing these zone
substations relatively widely (average 6 km straight line distance). This design principle is suited
to the widely spaced population centres within the ACT, minimising the cost of establishing zone
substation infrastructure, but limiting the opportunity for load balancing between them.

For example, the extra capacity at Civic zone substation has the potential to take load from City
East and Belconnen zone substations, with potential to supply the Molonglo District with 3.2
MVA in 2017 via the Black Mountain feeder. This is planned as part of the initial supply solution
to the Molonglo region. However, further transfers to the Molonglo region are limited due to the
distance and difficult terrain. East Lake Zone Substation has potential to transfer energy to
Fyshwick and Telopea Park.

ActewAGL Distribution has reviewed the potential to use available capacity at existing zone
substations as an alternative to network augmentation, in the context of the AER’s draft decision
on it augmentation program. These are summarised below.

e The Molonglo district initial supply, as described in the Molonglo supply solution PJR, includes
three feeder augmentation projects which will provide the first 8.6 MVA of load from existing
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zone substations before a longer term solution is required. The current demand forecast
indicates this initial 8.6MVA will supply the Molonglo District until 2018/19 at which time the
forecast demand growth exceeds 8.6MVA. Woden zone substation will provide 5.4MVA by the
extension of 2 existing feeders and Civic zone substation will provide 3.2MVA by the extension
of 1 existing feeder.

e The Molonglo district long term supply solution from 2018/19 includes an assessment of 3
options, one of which is an 11kV feeder only option, supplying electricity from the available
capacity at 3 existing zones substations (Woden, Civic, and Latham). This option has been
assessed as being a higher net cost solution to the recommended Molonglo zone substation.

e Belconnen Zone Substation — as stated above, updated demand forecasts indicate that a third
transformer at the Belconnen zone substation is not likely to be required during the 2014-19
regulatory period. This will be reassessed on an annual basis as part of the annual demand
forecast. Further to this, ActewAGL Distribution’s options analysis has assessed that when a
network constraint is identified at Belconnen zone substation in the future there is potential
for transfer of load from Belconnen zone substation to adjacent zone substations allowing the
deferment of the third transformer at the otherwise fully utilized Belconnen zone substation.
These load transfers are identified in Table 4.4 below.

Table 4.4 Potential Load Transfers from Belconnen Zone Substation

Feeder Transfer to Zone Substation Load Transfer - MVA

Swinden City East 2.30

Benjamin Civic 3.60
Hayden
Swinden
Maribyrnong Gold Creek 3.60
Meacham
Swinden
William Slim
Bean Latham 2.30
Cameron STH
Chan
Emu Bank
Laurie
McGuinness
Meacham
Total 11.80

ActewAGL Distribution therefore rejects the AER’s assertion that 'there is excess capacity in the
network that could be utilised ahead of additional augmentation investment'. The statement is
misleading and shows a lack of understanding by the AER about the potential for planned
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projects to utilise capacity, recent and forecast network utilisation trends, and the potential for
ActewAGL Distribution to transfer load on its network.

Following a review of updated demand forecasts and the probability of future block loads, it
remains the case that planned augmentation in Molonglo, Mitchell and at Gold Creek is
necessary to meet current and future demand and ensure continued reliability in those regions.

ActewAGL Distribution's augmentation planning criteria

ActewAGL Distribution strongly rejects the AER’s view that its augmentation planning criteria are
overly conservative. As discussed in section 4.3.4 above, in planning the augmentation of its
electricity distribution and transmission networks, ActewAGL Distribution uses a mixture of
deterministic (rule based) criteria and probabilistic criteria as outlined in section 6.5 of ActewAGL
Distribution’s regulatory proposal for the subsequent regulatory period. Both ActewAGL
Distribution’s deterministic and its probabilistic planning criteria incorporate risk parameters.

Further, ActewAGL Distribution rejects the AER’s finding that ActewAGL Distribution’s
distribution network augmentation standard does “... not incorporate the change in the ACT
Electricity Distribution Supply Standards Code (2013)...”>%% The change in the ACT Electricity
Distribution Supply Standards Code (2013) removed the following clause:

8.1 Contract to Ensure Supply Capacity

An Electricity Distributor must include provisions in its Standard Customer Contract to the effect
that the Electricity Distributor will take all reasonable steps to ensure that its Electricity Network
will have sufficient capacity to make an agreed level of supply available at the Point of Supply,
providing that the Customer has complied with the requirements of the Service and Installation
Rules and has paid any applicable fees.

The change in the ACT Electricity Distribution Supply Standards Code (2013) removed the need to
‘document’ the supply capacity requirement in its standard customer contract. This does not
mean that ActewAGL Distribution is no longer obliged to ensure sufficient electricity supply
capacity is available to its customers, and the AER’s interpretation of it as such is startling.

Ensuring sufficient capacity is available to provide a reliable, safe and secure supply to customers
is a core requirement of the National Electricity Law. ActewAGL Distribution has carefully

>8 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, p. 6-34
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considered the changes to the ACT Electricity Distribution Supply Standards Code (2013) and has
found this to have no impact on ActewAGL Distribution’s network planning criteria.

Unserved energy (energy at risk) modelling

In undertaking its engineering review of ActewAGL Distribution’s proposed major augmentation
projects, the AER noted that ActewAGL Distribution did not present any analysis on the
probability of the risk and associated cost of unserved energy.

The risk of customer outages and unserved energy is inherently being taken into account in
ActewAGL Distribution’s network planning criteria, without the performance of discrete
unserved energy calculations using VCR, as discussed in section 4.3.4 above.

ActewAGL Distribution previously applied unserved energy modelling to justify the replacement
of the 11 kV switchboards at the Civic zone substation during the 2009-14 regulatory period.
However, the relatively small size of the ACT distribution system and the infrequency with which
major substations or feeders become overloaded do not present many opportunities to apply
unserved energy modelling. Furthermore, this type of modelling is not suitable for all
augmentation projects, and in some cases involves a number of subjective assumptions that can
lead to potential inaccuracies in the output results of the modelling. These assumptions include:

e the assessed value of customer reliability (VCR);
e the use of average asset fault rates (whether they are DSNP specific or an industry average);

e the lack of ‘age/condition sensitivity’ in the results of such modelling (the modelling produces
the same level of ‘unserved energy’ for a ‘new’ substation, as it would for an aging substation
at the end of its service life, when average outage rates are applied); and

o the lack of ‘time sensitivity’ in the results, such that all unserved energy is valued at the same
amount even though it is widely accepted that customer acceptance of outages decline as the
duration of the outage increases.

ActewAGL Distribution is aware of the range of deterministic, probabilistic and hybrid (a mixture
of both), system security and planning criteria used by most DNSPs in Australia. In 2009 this was
the subject of an AEMC investigation and reportinto the various jurisdictional requirements on,
and planning processes undertaken by electricity DNSPs operating in the NEM. % The report
prepared by SKM (now Jacobs) represents a detailed analysis of the similarities and differences
of a wide range of standards, processes, and activities that are followed by jurisdictional

>3% SKM 2009, Advice on Development of a National Framework for Electricity Distribution Network Planning and

Expansion, 13 May 2009. This report was prepared by SKM for the AEMC and led to the 2011 amendments to

the NER to provide for a national framework for electricity distribution network planning and expansion.
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regulators and DNSPs in analysing and planning for augmentation and expansion of their
distribution networks. There have been further changes and refinements by some DNSPs
(including ActewAGL Distribution) to their security and planning criteria since that time.

ActewAGL Distribution understands that it is not the only DNSP in the NEM that does not use
unserved energy modelling to justify the scope and timing of augmentation projects. Indeed, the
majority of DNSPs still use a mixture of mainly deterministic criteria, together with an acceptance
of the risk of loss of load under certain contingency conditions, but with the magnitude and
duration of lost load constrained to certain values.

ActewAGL Distribution is aware that the unserved energy approach has been used by DNSPs in
Victoria to optimise the scope and timing of zone substation augmentation projects for many
years. However, there are important differences between the ways in which substation ratings
are determined by the Victorian DNSPs to apply their unserved energy calculations, when
compared with the ActewAGL Distribution’s substation ratings. These differences can be
summarised as follows:

Victorian DNSPs: Timing of zone substation augmentation is when load exceeds cyclic
emergency rating and unserved energy equals annualised cost of
augmentation.

ActewAGL Timing of zone substation augmentation is when load exceeds two hour
Distribution: emergency rating of the substation.

After reviewing the network planning criteria of other DNSPs, Jacobs concluded the following:

The use of the higher (two hour) emergency rating by ActewAGL Distribution essentially means that it
is operating within the same “risk zone” as the unserved energy approach used by the Victorian
DNSPs. That is, ActewAGL Distribution is not 'overly conservative' compared to Victorian DNSPs when

it comes to optimising the timing of zone substation augmentation.560

In response to the AER’s draft decision to reject the Molonglo zone substation augmentation
proposal — a project that ActewAGL Distribution considers critical to the long term interests of
consumers in the Molonglo region — ActewAGL Distribution undertook an analysis of the three
viable options over a 30 year period. The inclusion of the VCR calculation and 11kV feeder losses
did not alter the outcome of the NPV analysis and in fact strengthened the economic evaluation
of the preferred option.

0 5ee attachment D4, Jacobs, 2015, Review of AER Draft Decision — Augex, January 2015, p.10
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In future, ActewAGL Distribution will consider applying energy-at-risk modelling to suitable
projects to optimise the timing of capex. In most cases, the time it takes to transfer load to
neighbouring substations has been calculated in relation to ensuring reliability on the core grid
and customer supply. There hasn’t been, and there is unlikely to be in the future, the same
opportunity for ActewAGL Distribution to use unserved modelling on a scale comparable to
Victorian DNSPs.

Further, the AER incorrectly states that ActewAGL Distribution’s proposed VCR values for STPIS
purposes may have been used to justify the timing of some major augmentation projects
(particularly Molonglo and Belconnen). This is not the case, as the justification and timing of the
projects have been based on the ActewAGL Distribution Network Augmentation Standard, and
the Distribution Network Planning and Expansion Framework, not on the basis of project specific
unserved energy (also known as energy at risk) and VCR studies. However, VCR calculations have
been used to assess the best long term consumer supply solution.

AER's internal engineering review

ActewAGL Distribution’s response to the AER's internal engineering review in respect of each of
the five major augmentation projects reviewed is set out below.

At the outset, however, ActewAGL Distribution observes that the draft decision, which the AER
has informed ActewAGL Distribution reflects all calculations and analysis performed in its
engineering review, includes only:

e asuperficial description of the methodology adopted by the AER in its internal review and its

terms of reference that runs to a little over a page;561 and

e adiscussion of the analysis performed, and findings reached, in the AER's review of 5 major
augmentation projects proposed by ActewAGL Distribution at an estimated cost of $41.3
million (52013/14), the majority of which is disallowed on the basis of that review, that is a

mere 5 pages in Iength.562

Further, in performing its review, the AER did not conduct a site visit to discuss technical aspects
of ActewAGL Distribution's major augmentation projects with it, cancelling plans made for such a
site visit on more than one occasion. By contrast, the NSW DNSPs had the opportunity to discuss
technical aspects of their key augmentation projects with the AER’s engineering consultant

1 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:
Attachment 6: Appendix B, pp. 6-80 to 6-81

2 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, pp. 6-36 to 6-41
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(Worley Parsons) during site visits. The AER's cancellation of plans for, and ultimate failure to
conduct, a site visit in respect of ActewAGL Distribution's augmentation program is surprising
when viewed against the background that the AER, in essence, concludes as a consequence of its
engineering review that it had received insufficient evidence in respect of project evaluation,
justification and timing for each of the projects reviewed.

Molonglo zone substation

ActewAGL Distribution has prepared a detailed project justification report for the Molonglo zone
substation project which addresses the AER’s concerns with the adequacy of ActewAGL
Distribution's risk and options analysis and justification of project timing. This can be found at
Attachment D6 to this revised regulatory proposal.

The key business and regulatory compliance drivers for augex in respect of the Molonglo zone
substation are:

e compliance with the Rules and regulatory obligations;
e maintenance of security of supply and system reliability;
e promotion of efficient investment for the longer term benefit of consumers;
o efficient asset management; and
e management of risk (financial, operational, health and safety, environmental and legal).
The Molonglo supply solution PJR provides a detailed assessment of the following four options:
1. Do Nothing
2. Molonglo zone substation
3. Feeder Augmentations from existing zone substations
4. Woden zone substation Extension

The AER states that ActewAGL Distribution did not include any assessment of the ‘do nothing option
and non-network solutions.’®® The ‘do nothing’ option was assessed by ActewAGL Distribution but
was not considered a technically feasible solution because it places ActewAGL Distribution in

breach of fulfilling its regulatory obligations with respect to system reliability and security of
supply.

3 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix B, p.6-37
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As for non-network solutions, Demand Side Management (DSM) options were also considered
for both the initial supply and deferral of the long term supply solution for the Molonglo district.
ActewAGL Distribution found that there is no value in adding additional DSM costs to ‘free up’
capacity at adjacent substations, such as the Woden zone substation as available capacity
already exists. Further to this ActewAGL Distribution investigated the use of a DSM solution to
offset the initial network supply solutions (the initial 8.6MVA supplied by Woden and Civic zone
substations). The cost of providing a DSM solution was based on Diesel Rotary Uninterruptable
Power Supply (DRUP) and is significantly higher (521.7 million) compared to the network supply
option considered ($1.6 million). This is shown in Table 4.5.

Table 4.5 Comparison of DSM and Network Solutions for initial Molonglo District Supply

2015 2016 2017 2013 2019 Total
Demand Forecast - MVA 21 3.8 5.6 7.2 8.7
Netwaork Initial Supply Option (capex)
Hilder feeder extension £400,000 $400,000
Streeton feeder extension 5350,000 5350,000
Black M ountain upgrade 5850, 000 5850,000
Total $750,000 0| $850,000 50 S0 51,600,000
DS kvitial Supply Option jopex)
DRUPS 51,903,020| 52, 854,530| 54,570,670/ 55,709,060| 56,660,570| $21,697,850

However, in recognition of the likelihood of DSM being an integral part of the Molonglo District
demand requirements, a lower 2.5kVA per household value has been used for developing the long
term demand forecast for the Molonglo District. This figure could nominally be in the range of 2.5kVA
to 3.0kVA.

The AER contends that ActewAGL Distribution appears not to have ‘sufficiently investigated
distribution feeder augmentation solutions from the Woden zone substation. In particular, the AER

states:

“ActewAGL can also raise the capacity of Woden zone substation by about 20 MVA for a
comparatively smaller cost. This would require a transformer tail cable upgrade, similar to what
ActewAGL carried out at the Belconnen zone substation. This alternative would potentially provide a

more efficient solution.”

ActewAGL Distribution considered the potential to increase the capacity at Woden zone
substation by upgrading transformer tails and did not find this to be a cost effective long term
solution. Upgrading transformer tails at the Woden Zone Substation would result in a ‘summer
firm/2hr emergency’ rating increase of 5 MVA/0O MVA and a ‘winter firm/2hr emergency’ rating
increase of 15 MVA / 7 MVA. A more cost effective way of providing this additional MVA would
be to supply 5.5 MVA from Woden zone substation and 5.5 MVA from Civic zone substation,
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however this was assessed and found to be an unsuitable long term solution to supplying 55,000
consumers in the Molonglo District.

Woden zone substation is presently servicing the Molonglo district and will continue to do so by
extending two nearby 11kV feeders with available capacity. A third nearby feeder from Civic zone
substation will also be extended to provide for the initial Molonglo district supply. This feeder
augmentation work is planned for the period 2015 to 2017. However, the demand growth in the
Molonglo district is forecast to exceed the augmented feeder capacity by 2018/19.

The new zone substation at Molonglo once constructed, will also enable load balancing through
the transfer of a portion of load from Weston Creek currently supplied from the Woden zone
substation, thereby deferring the need for capacity augmentation at the Woden zone substation
for approximately 10 years.

An updated 30 year NPV analysis has been completed on the three viable options. Construction
of the Molonglo zone substation remains ActewAGL Distribution’s preferred solution. It is also
the lowest cost 30 year NPV solution to service the forecast demand requirements of the
Molonglo District to 2043 (at $21.8 million ($2014/15)).

The Molonglo supply solution project includes the continuation of the initial 8.6MVA feeder supply
solution from existing zone substations and building the long term secure and reliable supply solution
of Molonglo zone substation and associated feeders to be commissioned by 2018/19. This represents
a deferral in the timing by 12 months compared to that proposed in ActewAGL Distribution’s
regulatory proposal for the subsequent regulatory period.

The revised timing of Molonglo zone substation is driven by the new ‘occupied’ dwelling electricity
demand requirements and demonstrates that ActewAGL Distribution does not take an ‘overly
conservative’ approach to network augmentation. In deferring the timing of the project by twelve
months, ActewAGL Distribution has assessed that the 11kV feeders providing the initial supply
solution will be above their firm rating but lower than their emergency rating in the year prior to the
zone substation being required.

ActewAGL Distribution is committed to this augmentation project and strongly believes that it
promotes economic efficiency with respect to direct control network services as required by the
National Electricity Rules Chapter 6.5.7 and provides a solution in the long term interests of
consumers as required by the National Electricity Law. This project is also subject to the
Regulatory Investment Test — Distribution (RIT-D).

The ACT Government Land Development Agency recently wrote to ActewAGL Distribution
expressing its concern with the AER’s draft decision to disallow capex for the Molonglo zone
substation in the 2014-19 period, and asking ActewAGL Distribution to advise on the implications
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of this draft decision on the future development of the Molonglo region.564 This letter forms
Attachment D7 to this revised proposal.

ActewAGL Distribution notes the concerns raised by the AER with respect to risk allowances and
internal management costs included in ActewAGL Distribution’s cost estimate for the Molonglo
zone substation. In particular the AER stated:

‘In addition we note ActewAGL’s costing for the project included $3.99 million for risk
allowances to manage the uncertainty associated with the accuracy of the project estimate. It
also included internal management costs of 52.63 million. We consider risk allowances are not
a part of augex and NSPs should not pass such items on to the customer since ActewAGL
expenditure may be either higher or lower than the estimates. We did not assess the efficiency
of the internal management cost. However, our view is the total internal management cost of
52.63 million is at the very high end of the normal range for project management. +563

ActewAGL Distribution has included a risk allowance of between 10 per cent and 20 per cent for
the Molonglo zone substation augmentation project. This is consistent with the ‘scope factor
allowance’ range recently proposed by Jemena Gas Networks (JGN)’s in respect of its 2015-20
capex forecasts.”®® Similar to ActewAGL Distribution’s ‘risk allowance,” JGN applies a ‘scope
factor allowance’ to forecast labour and materials costs for projects that cannot be fully scoped
at the strategic estimate stage as the scope arising from more detailed design, consultation and
site investigation has not been fully defined.>®’

In respect of ‘internal management costs’, ActewAGL Distribution’s cost estimate for the
Molonglo zone substation project include a 10 per cent - 15 per cent allowance for internal costs
which it considers to be efficient and within the accepted industry range for such costs. Internal
management costs include:

e Project management, commissioning management

e Training & inductions

*%% See Attachment D7, Letter from Mr David Dawes, Director-General Land Development Agency to Mr Michael

Costello, CEO ActewAGL Distribution dated 17 December 2014

5 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: p. 6-38

% See Attachment D8, Jemena Gas Networks (NSW) Ltd, 2014 Appendix 06 09 Project estimation methodology

review, 4 June 2014, pp.5-6

*%7 Jemena Gas Networks (NSW) Ltd, 2014 Appendix 06 09 Project estimation methodology review, 4 June 2014,

p.4
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e Safety compliance audits

e Design and standards reviews and approvals

e Safety, environmental, constructability, operability, quality reviews
e Legal / commercial reviews

e Permits

e Approvals management

Further details of internal costs included in ActewAGL Distribution’s cost build up for the
Molonglo zone substation are included in the detailed PJR attached to this revised proposal.

Molonglo pass through event

In the event that the AER does not accept augex for the Molonglo zone substation in its final
decision, ActewAGL Distribution proposes a Molonglo pass through event be specified in the
distribution determination as an additional pass through event to apply for the subsequent
regulatory period in accordance with clause 6.5.10 of the Rules.

In so doing, ActewAGL Distribution refers to and repeats its contentions regarding the relevant
legal and regulatory framework for nominated pass through events set out in section 11.2 of this
revised regulatory proposal.

As the AER must be satisfied that its own total capex estimate reflects the capex criteria in
accordance with clause 6.12.1(3)(ii) of the Rules, it will be implicit in any decision by the AER to
disallow augex in respect of the Molonglo zone substation that this expenditure was not needed
given the AER's expectation of the demand forecasts and cost inputs for the purposes of the
capex criteria - that is, it will be implicit in such a decision that the AER does not expect the
demand conditions which would necessitate the construction of the Molonglo zone substation to
eventuate.

As the AER notes, the pass through provisions provide a means for a service provider to pass on
unexpected capex to customers where appropriate.568 This is consistent with MCE Standing
Committee of Officials consideration in developing Chapter 6 of the Rules that uncertainty
around certain capex projects could be dealt with via the pass through provisions. 269

%% AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: p. 6-17

% AEMC 2012, National Electricity Amendment (Economic Regulation of Network Service Providers) Rule 2012,

Rule Determination, November, p.183
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The Molonglo pass through event provides a mechanism for ActewAGL Distribution to recover
efficient costs in constructing the zone substation where demand conditions eventuate, contrary
to the AER's expectation at the time of making the distribution determination, which necessitate
this additional expenditure.

A Molonglo pass through event would also be consistent with the nominated pass through
considerations for the reasons outlined in Table 4.6.

ActewAGL Distribution's proposed definition of the Molonglo pass through event is set out
below. Pursuant to this definition, the Molonglo pass through event would occur when a level of
demand eventuates that necessitates that an augmentation project be initiated. The attached
Molonglo project justification report indicates that a zone substation will take 3 years to
complete. To have the zone substation in place before the emergency rating of the feeders is
exceeded; therefore, the project would need to be initiated when maximum demand exceeds 3.8
MVA. ActewAGL Distribution has therefore defined the pass through event to occur when
demand reaches 3.8 MVA.

ActewAGL Distribution proposes a Molonglo pass through event defined as follows be specified
in the distribution determination as an additional pass through event for the subsequent
regulatory period:

A Molonglo pass through event occurs if:

(1)  demand from the Molonglo district exceeds 3.8 MVA and is growing at a rate greater
than 1.5MVA per annum;

(2)  asaresult, ActewAGL Distribution incurs or is likely to incur higher or lower costs in
augmenting its network to provide direct control services than it would have incurred
otherwise; and

(3) the event is not covered by any category of pass through event specified in clause
6.6.1(al)(1) to (4) of the NER.

Table 4.6 Molonglo pass through event and the nominated pass through event considerations

Nominated pass through event

. . Molonglo pass through event
consideration

whether the event proposed is an event The Molonglo pass through event is, by definition, not
covered by a category of pass through covered by any event specified in clause 6.6.1(al)(1) to (4)
event specified in clause 6.6.1(al)(1) to by reason of paragraph (3) of the proposed definition of
(4) (in the case of a distribution that event.

determination)

whether the nature or type of event can | The Molonglo pass through event is clearly identified as it is

be clearly identified at the time the defined by the occurrence of a specified level of demand in

315 Revised Regulatory Proposal 2015-19 ActewAGL Distribution




Lictew7IGL 20

for gou

Nominated pass through event

consideration

Molonglo pass through event

determination is made for the service
provider

a defined district which requires ActewAGL Distribution to
incur costs in augmenting its network.

whether a prudent service provider
could reasonably prevent an event of
that nature or type from occurring or
substantially mitigate the cost impact of
such an event

ActewAGL Distribution cannot prevent the occurrence of the
event as it does not have any ability to control whether the
specified demand eventuates.

ActewAGL Distribution cannot reasonably prevent or
substantially mitigate the cost impact of such an event as it
is a legal and regulatory obligation under the NEL, NER and
Utility Act (ACT) for ActewAGL Distribution to maintain
security of supply and system reliability. Any ability for
ActewAGL Distribution to control the cost impact of the
event would be at the margin because, where the
specified demand eventuates resulting in the occurrence
of the event, the Molonglo zone substation will be
required to maintain security of supply and system
reliability in accordance with these legal and regulatory
obligations.

whether the relevant service provider
could insure against the event, having
regard to:

* the availability (including the
extent of availability in terms of
liability limits) of insurance
against the event on reasonable
commercial terms; or

* )whether the event can be self-
insured on the basis that:

- it is possible to
calculate the self-
insurance
premium; and

- the potential cost
to the relevant
service provider

Insurance for the event is not available on reasonable
commercial terms and the event cannot be self-insured.

First, ActewAGL Distribution considers it unlikely that any
insurance company would provide insurance based on
demand conditions in a localised portion of ActewAGL
Distribution’s electricity network.

Secondly, ActewAGL Distribution is unable to self-insure for
the event. The cost to ActewAGL Distribution ($21.8 million)
represents a large portion of revenue and would
significantly impact on ActewAGL Distribution’s ability to
provide network services. To put the cost (which could not
be rolled into the RAB) into perspective it would be
appropriately 10 per cent of ActewAGL Distribution’s
combined distribution and transmission average annual
revenue requirement - approximately an order of magnitude
higher than the materially threshold specified in the Rules
for cost pass through events.

316 Revised Regulatory Proposal 2015-19

ActewAGL Distribution




317

Nominated pass through event

consideration

would not have a
significant impact
on the service
provider's ability
to provide network
services

Lictew/IGL 2

for gou

Molonglo pass through event

any other matter the AER considers
relevant and which the AER has notified
Network Service Providers is a
nominated pass through event
consideration

The AER purports to notify ActewAGL Distribution in its draft
decision that consistency in its approach to assessing
nominated pass through events across its determinations
where possible is another matter the AER considers relevant
and is a nominated pass through event consideration.>”

In response, ActewAGL Distribution contends as follows:

e Asdiscussed in section 11.5.4 of this revised
regulatory proposal, ActewAGL Distribution queries
whether this is properly considered by the AER to
be a nominated pass through event consideration
in accordance with paragraph (e) of those
considerations. The AER has not notified NSPs
generally that this is to be a nominated pass
through event consideration, as is required by
paragraph (e) if a matter the AER considers relevant
is to constitute a nominated pass through event
consideration. In any event, consistency in the
AER's approach to assessing nominated pass
through events should be a product of the AER's
application of the NEO, RPPs and the nominated
pass through event considerations specified in
paragraphs (a) to (d). It is not a matter that is, of
itself, relevant to the assessment of whether the
acceptance of a nominated pass through event

would promote the relevant statutory objects and

570
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Nominated pass through event

. . Molonglo pass through event
consideration

thus permissibly notified to NSPs and considered by
the AER pursuant to paragraph (e) of the
considerations.

e Evenif consistency in its approach to assessing
nominated pass through events across its
determinations where possible is properly
considered to be a nominated pass through event
consideration, ActewAGL Distribution is not aware
of any determinations by the AER with which it
would be inconsistent to accept the Molonglo pass
through event as a nominated pass through event.

Belconnen zone substation

As stated above, updated demand forecasts indicate that a third transformer at the Belconnen
zone substation is not likely to be required during the 2014-19 period. Consequently, capex for
this project has been removed from the 2014-19 capex program.

Zone substation earth grids upgrade

Each ActewAGL Distribution zone station and switching station has an earth grid installed, the
purpose of which is to maintain the safety of personnel and public at and near the site through:

e prevention of hazardous touch, step and transfer potentials during fault conditions;

e ensuring all accessible, non-current carrying structures and equipment are maintained at the
same potential;

e preventing the build-up of static charges on equipment;

e ensuring a continuous, low impedance path to earth for lightning surges, switching surges and
50 Hertz fault currents; and

e providing a consistent reference for the network voltage levels for the correct operation of the
network protective devices.

The earth grids at the respective stations were installed when the stations were first
commissioned. Over 80 percent of earth grids in ActewAGL Distribution's network have been in
operation for over 25 years, with the oldest installation approaching 55 years of age. The earth
grids have been in-service for a long time raising a concern about their integrity to be effective
given that substation loads have increased with consequent increase in network fault levels.
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As the earth grids are buried beneath the station surfaces and some equipment foundations,
there is no easy way to inspect their existing condition. Modern testing includes frequency
injection testing which replicates fault conditions and provides information on the impedance,
health and fault paths of the earth grid. ActewAGL Distribution proposes to undertake condition
assessment testing, and where required necessary remedial works to minimise project costs and
mitigate risks associated with the deterioration of earth grids. This will ensure that ActewAGL
Distribution fulfils its duty of care under relevant WHS legislation.

The ‘do nothing’ option, which the AER has endorsed in its draft decision, has not been seriously
considered by ActewAGL Distribution as most of the assets have been in service beyond their
‘economic’ asset life. ActewAGL Distribution considers that a ‘run to failure’ asset management
strategy in this case would result in an unacceptably high level of risk to the safety of ActewAGL
Distribution personnel and the public, including the risk of network protection malfunction and
collateral damage to other major network assets.

In a worst case scenario, the failure of an earth grid at a zone substation to perform its designed
function could lead to equipment malfunction and explosion or electrical shock risks potentially
resulting in injury or death to ActewAGL Distribution personnel and the public. Alternate
upstream distribution system protection arrangements are designed to activate if zone
substation protection systems fail to protect personnel, people or equipment, which would
result in loss of electricity to large numbers of customers in multiple districts and extended
outages which could continue for days.

Condition assessment based refurbishment is the most prudent and cost effective solution for
ensuring compliance to safety requirements and minimises ActewAGL Distribution’s residual risk
of incidents occurring due to deteriorated earth grids.

ActewAGL Distribution notes the AER’s concern regarding a lack of ‘clear scope’ or ‘certainty of
the need for expenditure.” However, in such a case as this it is very difficult to have a clear scope
or certainty regarding required expenditure until the earth grid is inspected and tested. Since
the release of the AER’s draft decision, ActewAGL Distribution has commenced condition testing
of earth grids at two zone substations. Based on this assessment, ActewAGL Distribution has
revised its program of earth grid condition assessment and refurbishment using a probabilistic
methodology. This suggests that approximately one third of ActewAGL Distribution’s earth grids
will require refurbishment. ActewAGL Distribution proposes revised capex for this program of
$1.2 million ($2013/14) to undertake a major earth grid upgrade at one zone substation and
earth grid refurbishment work at three others during the 2014-19 regulatory period.

Gold Creek 11kV Switchboard (Feeder Bay) extension

ActewAGL Distribution maintains that this project is required to enable it to achieve the capex
objectives, specifically to meet its regulatory obligations and requirements with respect to
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reliability and security of supply. Without the proposed extension of the 11kV feeder bays,
ActewAGL Distribution will not be able to do so.

Since the release of the AER’s draft decision, ActewAGL Distribution has prepared a detailed
project justification report which addresses the AER’s concerns with ActewAGL Distribution's
investigation of alternative solutions. This report considers three options for addressing the lack
of spare feeder bays at the Gold Creek Zone Substation. It can be found at Attachment D10 to
the revised regulatory proposal. In summary, the analysis reinforces the option included in
ActewAGL Distribution’s regulatory proposal for the subsequent regulatory period which
recommends the extension of the 11kV switchboard at Gold Creek Zone Substation to provide
for the forecast demand in Gungahlin and Mitchell, including consolidation (paralleling) of
feeders. This represents the most technically feasible option and provides a minimal incremental
cost approach to addressing forecast growth in the next regulatory period.

There are currently no spare feeder bays at the Gold Creek zone substation. All twenty (ten on
each 11kV switchboard) are utilised to feed existing loads. Gungahlin and Mitchell have been
experiencing higher than average demand growth at around 3.3 percent per annum over the
past 10 years and this steady growth is forecast to continue over the next 10 years. Gold Creek
zone substation is the primary source of electricity supply for Gungahlin and Mitchell.

Connection applications have been received for two major commercial block loads planned to be
commissioned by 2015/16 and 2016/17 respectively. The nature of both these loads [c-i-c
I | IS @ secure and
high level of reliability. The proponents have met with ActewAGL Distribution to discuss and
ensure a commitment from ActewAGL Distribution to provide a high level security of supply. Two
new feeders are planned with a potential third feeder required for security of supply to one of
these commercial block loads.

A third block load planned for supply from the Gold Creek zone substation is associated with the
ACT Government’s planned Light Rail project. This project is planned toward the end of the
2014-19 regulatory period. The ACT Government has communicated to ActewAGL Distribution
the need to ensure and strengthen HV infrastructure and connections such that they will provide
the high level of electricity supply security and availability required for a highly visible and relied
upon consumer based project.

A minimum of seven additional feeder bays are forecast to be required to connect forecast
connections and associated load growth over the next ten years. This comprises three feeders
identified for known block loads, including a feeder for additional security required for one of the
commercial [c-i-c | ] b'ocks loads. There are two feeders required to meet the
forecast residential and commercial load growth from 2015 - 2020 and a further two feeders
required for the forecast demand growth between 2020 - 2025

320 Revised Regulatory Proposal 2015-19 ActewAGL Distribution




Lictew/IGL 200

¥ o -
oYy Yjou

v/

The recommended solution is the extension of the 11kV switchboards, including the optimised
consolidation (paralleling) of feeders to be undertaken in two stages. This will result in the
creation of seven feeder bays, and achieves the objective of providing sufficient capability to
meet current and future feeder requirements of the network in a prudent and cost efficient
manner. The efficiency of the preferred solution is achieved by combining a low cost feeder
consolidation (paralleling) solution with the relatively more expensive but inevitable solution of
expanding the existing switchboard. The project would be undertaken in two stages as follows:

e Stage 1: Feeder Consolidation; estimated at $14,000
e Stage 2: Switchboard extension; estimated at $756,000

The capex forecast for the preferred solution is estimated at $770,000 and is expected to be
completed over a two year period with an expenditure forecast of $270,000 in 2015/16 and
$500,000 in 2016/17.

The AER has raised the following two concerns in respect of ActewAGL Distribution’s proposed
Gold Creek 11kV switchboard augmentation project:

“.. we understand it is a common industry solution to double up the cable termination box on the
existing switchboard when facing a shortage of switch bays. This provides an additional connection
terminal for new feeders at comparatively low cost. ActewAGL did not explain why it did not

. . . . 571
investigate such alternative lower cost solutions”’~ and

“ActewAGL's data manual shows that Gold Creek Substation has 20 feeders with firm operational
ratings around 5.5 MVA each. The current substation maximum demand of about 50MVA suggests the
existing feeders have substantial spare capacity for current and future load. However, ActewAGL
offered no information why it did not investigate distribution feeder reconfiguration and load
transfers. These solutions could free up some existing feeders or feeder bays for potential new load in

. 572
the coming years.”

In response to the AER’s concerns, ActewAGL Distribution notes the following:

e ActewAGL Distribution’s proposed solution does include the doubling up (or paralleling) of
cable terminations as the first stage of a two stage long term solution. Details of this solution
are contained in the Gold Creek Switchboard (Feeder bay) extension PJR attached to the
revised proposal; and

1 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:
Attachment 6: p. 6-40

32 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: p. 6-41
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e ActewAGlL Distribution did investigate distribution feeder reconfiguration and load transfers in
determining a recommended solution for the Gold Creek zone substation. The reconfiguration
of feeders and load transfers are an integral part of the feeder paralleling solution, and details
of this approach are also contained in the PJR attached to the revised proposal.

Mitchell zone substation

In response to the AER’s concerns regarding the lack of information on the purpose and scope of
augex proposed for the future Mitchell zone substation, ActewAGL Distribution has prepared a
detailed project justification report. This report can be found at Attachment D12 to the revised
regulatory proposal, and is summarised below.

The ACT Government is committed to new urban development at Kenny. The commercial load
centre at Mitchell is also experiencing strong load growth. The present feeder network from the
City East zone substation will not be able to supply this large load in future. This project is
therefore necessary for ActewAGL Distribution to meet the capex objectives under the Rules.

ActewAGL Distribution will be required to provide an electricity supply to this new and
developing urban area. ActewAGL Distribution’s long term planning and most recent demand
forecasts have identified the need for a new zone substation located in the Mitchell District, and
that this will most likely be required in the 2019 — 24 regulatory control period. Therefore, it is
planned to make a strategic acquisition of land to secure a suitable site for the future Mitchell
zone substation in the 2014-19 period. The acquisition of land at Mitchell in the 2014-19 period
mitigates risks associated with increased land values, land availability and the establishment of
easements for new feeders.

The proposed capex for the future Mitchell zone substation is, therefore, necessary to achieve
the capex objectives.

The two options considered in the project justification report are as follows:
e Option 1: Do nothing
e Option 2: Purchase land for construction of new Mitchell zone substation

The risk of ActewAGL Distribution not being able to meet the long term supply requirements of
the Mitchell district and hence the capex objectives, increases over time under the ‘do nothing’
option. This is because the cost of purchasing land suitable for development as a zone substation
site, and the associated feeder easement access requirements will be higher or the land may no
longer be available for purchase. This precludes the ‘do nothing’ option from being considered a
viable alternative.

Option 2 (purchase land for construction of a new Mitchell zone substation) is also considered
cost efficient and prudent, because it enables ActewAGL Distribution to optimise its use of City
East, Belconnen and Gold Creek zone substation assets. Existing capacity at City East, Belconnen
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and Gold Creek will continue to be considered as the first source of supply to the Mitchell district
during the 2014-19 regulatory period. However, a long term (20 Year) forecast has indicated that
these 3 existing substations will be approaching their capacity limit by 2022 at which time
ActewAGL Distribution plans to construct the Mitchell zone substation.

The estimated cost for the acquisition of the land for the future Mitchell zone substation has

been based on a third party valuation and includes estimated allowances for other associated
573

costs.

ActewAGL Distribution’s augex program 2014-19

ActewAGL Distribution rejects the AER’s alternative estimate for augex of $61.7 million
(52013/14) excluding overheads.

ActewAGL Distribution proposes a revised total augex program for the 2014-19 regulatory period
of $79.8 million ($2013/14) as shown in Table 4.7 below. ActewAGL Distribution contends that
this expenditure is justified by the additional material advanced in this section 4.4 and included
in project justification reports attached to this revised proposal.

Table 4.7 ActewAGL Distribution’s revised augmentation capital expenditure program 2014-19

($ million 2013/14) 2014/15 2015/16 2016/17 2017/18 2018/19 Total
Zone Substations 0.1 5.0 6.6 12.6 7.7 32.0
Transmission 0.6 0.6 7.8 4.1 0.0 13.2
Distribution System 6.8 3.9 7.4 4.8 6.7 29.6
Secondary Systems 1.0 1.1 1.0 1.0 1.0 5.0
Total Augmentation capital expenditure 8.5 10.6 22.8 225 15.3 79.8

Asset Renewal and Replacement capex

Overview

In its draft decision, the AER did not accept ActewAGL Distribution's proposed renewal and
replacement capex (repex) of $135.3 million,>”* or $114.5 million excluding overheads. It instead
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included replacement capex of $98.6 million excluding overheads in its alternative estimate of
total capex, representing a reduction to ActewAGL Distribution's proposal of 13.6 per cent.

The AER’s draft decision on repex was based on benchmarking at the expenditure category level,
trend analysis, an engineering review of ActewAGL Distribution’s major repex programs and
predictive modelling of repex requirements. In summary, on the basis of this assessment, the
AER concluded that:

e ActewAGL Distribution’s forecast repex exceeds its long term average ActewAGL repex and it
has not provided supporting evidence for this increase;>’”

e controlling for network scale characteristics, ActewAGL Distribution's historical repex does not
compare favourably to that of other DNSPs in the NEM and appears high in benchmarking

analysis at the expenditure category level;>’®

o the AER's review of ActewAGL Distribution's major repex programs identified that its proposal
may overstate the prudent and efficient repex required to achieve the capex objectives for
certain asset categories, and measures of ‘asset health’ suggest that ActewAGL Distribution has
not demonstrated that the likely condition of its assets supports its proposed forecast repex;

e the AER's predictive modelling of repex, using its calibrated repex model, suggests that
ActewAGL Distribution's proposed repex is likely to be materially overstated.

ActewAGL Distribution rejects the AER’s alternative estimate for repex and considers that the
AER has made a number of errors in coming to its conclusion that ActewAGL Distribution’s repex
forecast does not meet the capex objectives. In particular:

e The AER’s attempt at assessing the relative efficiency of ActewAGL Distribution’s historical
repex against that of other service providers displays a lack of understanding of the nature of
repex drivers, and does not make any adjustment for differences in these drivers between
businesses. It is therefore not possible to draw meaningful conclusions from the AER’s analysis.

7% ActewAGL Distribution 2014, Regulatory Proposal 2015-19 Subsequent regulatory control period Distribution

services provided by the ActewAGL Distribution electricity network in the Australian Capital Territory, 2 June 2014
(resubmitted 10 July 2014), p.159. This is reported by the AER as $132.3 million (52013/14) on p. 6-11 of
Attachment 6 of the draft decision.

7> AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, pp. 6-45 to 6-47

5 AER 2014, Draft Decision ActewAGL Distribution Determination: ActewAGL Distribution Determination:

Attachment 6: Appendix A, pp. 6-45 and 6-47 to 6-50
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Moreover, the AER has itself wrongly interpreted its analysis, which in fact shows that
ActewAGL Distribution has the lowest level of repex on the basis of the metrics used.

e ActewAGL Distribution contends that there are good reasons why future repex requirements
may differ from the historic trend. One of these is any increase in the age profile of assets over
time. A DNSP may also reprioritise its repex programs between regulatory periods based on an
assessment of the consequence of failure by asset type and other external drivers.

e ActewAGL Distribution rejects the AER’s finding that the ‘asset health’ of ActewAGL
Distribution’s network does not support the contention that there is a need for increased
repex. The data used by the AER is incorrect and does not provide a true picture of the age
profile of ActewAGL Distribution’s assets. In reality, ActewAGL Distribution does have a
substantial number of aged assets, and the age profile of its assets is increasing.

e ActewAGL Distribution contends that the AER’s predictive repex modelling is based on
incorrect data and asset ages that have been ‘back-engineered’ by the AER to produce a repex
program that matches past repex trends. If the asset age assumptions adopted by ActewAGL
Distribution are incorporated into the model, the resulting repex prediction is above the repex
forecast made by ActewAGL Distribution.

e ActewAGL Distribution rejects the conclusions made by the AER on the basis of its engineering
review of ActewAGL Distribution’s underground cable replacement program and overhead
conductor and pole top structures program and provides further supporting evidence for this
expenditure.

On the basis of the above, ActewAGL Distribution maintains its forecast capex for asset
repla