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PB

Parsons Brinckerhoff Strategic Consulting




Overview

Introduction

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

This is the first electricity distribution determination made by the AER on the price
control regime to apply to ETSA Utilities. The previous determination that applied to
ETSA Utilities for the period 2005-2010 was made by the Essential Services
Commission of South Australia (ESCOSA).

In making its decision and distribution determination, the AER has taken into account
ETSA Utilities’ revised regulatory proposal, submissions from interested parties,
advice from consultants and updated economic information and forecasts.

The AER’s determination for ETSA Utilities provides for distribution charges to
increase by an average of 9.5 per cent per year in nominal terms over the next five
years. This increase in network charges will flow through retail electricity prices to
residential customers. A price rise of 6 per cent in 2010-11 will result from higher
network charges. In the remaining four years of the regulatory control period, retail
prices are expected to rise by 3.4 per cent. Further explanation of the AER’s decision
and the context in which it was made is provided below and in greater detail through
the chapters of this decision.

Key expenditure drivers and considerations

Energy use patterns in South Australia are a significant factor contributing to network
expenditure over the next regulatory control period. The need to ensure that the
network can withstand customer demands at peak times is contributing to the increase
in network costs, driven predominantly by the use of air conditioners during summer
heatwaves. This is despite customers consuming less energy, on average, as a result of
a number of energy efficiency programs and increased penetration of photovoltaic
systems. For example, over ETSA Utilities’ network, maximum demand is forecast to
grow on average by 2.4 per cent per year, while energy sales are forecast to decline by
an average of 0.7 per cent per year over the next regulatory control period. The
outcome is that the revenue required for ETSA Utilities to maintain the integrity of
the network, supply reliability and services to customers over the 2010-15 regulatory
control period is applied to a smaller volume of energy sold.

The AER has accepted ETSA Utilities” maximum demand forecasts included in the
revised regulatory proposal, however, the AER is not satisfied that the energy sales
forecast provides a realistic expectation of the demand forecast required to achieve the
capital and operating expenditure objectives. The AER considers that ETSA Utilities’
revised total energy sales forecast over the regulatory control period is understated by
around five per cent. However, the energy sales forecast adopted by the AER is
considerably lower than what was expected in the draft decision and reflects updated
estimates for economic activity and energy use in South Australia. As noted below,
this also has an impact on the level of network charges.




Revenue allowance

The AER has established the annual revenue requirement for ETSA Utilities based on
the AER’s approved capital and operating expenditure allowances. ETSA Utilities’
total revenue for the 2010-15 regulatory control period is $3525 million (nominal).

This revenue allowance comprises in the main a return on capital, return of capital
(depreciation), operating expenditure, and a tax allowance. It also includes a capital
expenditure carry over from the 2005-10 regulatory control period. The return on
capital and depreciation represents over 60 per cent of the revenue allowance, with
operating expenditure accounting for 32 per cent and the tax allowance 5 per cent.

ETSA Utilities” allowed revenues will increase in nominal terms by 13 per cent in
2010-11 compared to the preceding year. For the remaining four years of the
regulatory control period, ETSA Utilities revenues will increase in nominal terms by
an average of 7 per cent per annum. If the weighted average cost of capital parameters
had remained the same as those applied in the current regulatory control period the
increase in ETSA Utilities’ revenue in 2010-11 would be about 10 per cent lower.
The significant annual increases in revenues over the 2010-15 regulatory control
period are explained largely by the increasing capital expenditure program and higher
operating expenses associated with a growing but aging network.

Network charges

In nominal terms, ETSA Utilities’ distribution charges will increase by 15 per cent in
2010-11 compared to the preceding year and by 8.4 per cent in the subsequent years
of the regulatory control period. This is a reduction to the distribution charges sought
by ETSA Utilities, which would have resulted in an increase of 18.5 per cent in
2010-11, 8.6 per cent in 2011-12 and 13.3 per cent in the remaining years of the
regulatory control period.

The final distribution charges were affected by an updated, 7 per cent lower, energy
sales forecast provided by the Australian Energy Market Operator which has resulted
in an increase in distribution charges compared to the AER’s draft decision.

The precise effect on retail charges will not be clear until ETSA Utilities submits its
pricing proposal following the AER’s decision. The increases in 2010-11 will need to
be adjusted as ETSA Utilities has over recovered revenue in the last year of the
current regulatory control period and has to return the money to customers through
lower tariffs.

The specific circumstances faced by ETSA Utilities which justify these price
increases are discussed in this decision. Briefly, based on the typical residential
customer’s annual retail electricity charges of $1400 in 2009-10, and without the
above adjustment, that customer can expect to pay 6 per cent or around $84 more in
charges in 2010-11. Beyond 2010-11, further price rises for residential customers
will be around 3.4 per cent or $52 each year. It should be noted that factors other than
distribution charges will influence the level of retail prices including changes in
wholesale electricity prices.
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The increase in retail electricity charges in the first year is a result of the substantial
increase in allowed capital and operating expenditure, and higher cost of capital than
in the current regulatory period.

Capital and operating expenditure

In its draft decision the AER confirmed the need for an increase in capital works
expenditure for ETSA Utilities over the next regulatory control period, with capacity
augmentation and customer related expenditure being significant components of the
capital works required over this period.

This increase in expenditure, driven by the continuing growth in peak demand,
customer numbers and ageing assets over the next regulatory control period, has been
confirmed by the AER’s consideration of ETSA Utilities’ revised proposal,
submissions from interested parties, further advice from consultants and updated
economic information and forecasts. While the AER is satisfied that an increase in
expenditure is required, consistent with its draft decision, it does not consider that
ETSA Utilities has justified the full extent of its capital expenditure proposal.

In the draft decision, the AER reduced ETSA Utilities’ net forecast capital
expenditure allowance to $1819 million (a reduction of 28 per cent compared to its
original proposal). In response to the matters raised in the draft decision, ETSA
Utilities revised its forecast capital expenditure for the next regulatory control period
to $1985 million (nominal).

After assessing ETSA Utilities’ revised regulatory proposal against the capital
expenditure criteria in chapter 6 of the NER, and taking into account the advice of its
consultants, the AER has accepted some elements of ETSA Utilities’ revised forecasts
for the low voltage capacity upgrade program, certain asset replacement expenditure
and the network control project. Nevertheless, the AER considers that ETSA Utilities’
proposed capital expenditure is still $217 million greater than an efficient level.

The AER’s determination results in an 11 per cent reduction in ETSA Utilities’
proposed revised capital expenditure and is also three per cent lower than the AER’s
draft decision. The further reduction in total allowed net capital expenditure compared
to the draft decision is driven by changes in cost escalation rather than additional
reductions to the scope of the capital expenditure work programs.

In particular, the AER considers that expenditure for the low voltage network upgrade
program, asset replacement, the network control project and the substation security
and fencing program proposed by ETSA Utilities in the revised proposal do not
reflect efficient costs.

The draft decision did not approve ETSA Utilities” proposed operating expenditure
allowance. ETSA Utilities’ operating costs largely relate to network maintenance with
increased inspections and higher emergency response expenditure forecast due to
increasing asset age and growth in the network. The AER determined that the efficient
allowance was 11 per cent lower than proposed. The AER determined that certain
operating costs, such as vegetation management and non-operating cost allowances
like self insurance and debt and equity raising costs were not efficient.
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In the draft decision, the AER reduced ETSA Utilities’ forecast operating expenditure
allowance to $1091 million (nominal). In response to the matters raised in the draft
decision, ETSA Utilities submitted a revised regulatory proposal which incorporated
most aspects of the AER’s draft decision and revised its forecast operating
expenditure to $1166 million (nominal).

After assessing ETSA Utilities’ revised proposal against the operating expenditure
criteria in chapter 6 of the NER, the AER considers that ETSA Ultilities’ proposed
operating expenditure is $51 million greater than an efficient level. The AER’s
determination of $1115 million (nominal) results in a 4.3 per cent reduction in
forecast operating expenditure.

In particular, the AER considers that the following aspects of the operating
expenditure proposal do not reflect prudent and efficient costs:

= the application of the economies of scale escalation for network growth to the
operating expenditure in relation to emergency response activities

= the impact of ETSA Utilities’ ageing network on maintenance and repair and
emergency response operating expenditure

= the debt raising costs
= the self insurance allowance.

The approved operating expenditure includes the reclassification of some self
insurance costs that the AER considers should have been included in ETSA Utilities’
controllable operating expenditure. The AER has accepted that certain business as
usual costs, which were included within ETSA Utilities’ self insurance proposal are
acceptable, however, were not suitable for self insurance. This has resulted in the
reclassification of $23 million in proposed self insurance costs to controllable
operating expenditure.

The AER was also not satisfied that the materials and labour cost escalators used to
forecast capital and operating expenditures reflected current economic conditions and
considered that the escalators used by ETSA Utilities were likely to overstate future
costs. The AER applied its own real materials and labour cost escalators based on
recent forecasts.

Regulatory rate of return

The AER determined a nominal vanilla WACC of 9.76 per cent for ETSA Utilities.
This is approximately 30 basis points lower than in the draft decision. The AER has
not accepted ETSA Utilities’ revised proposal to maintain the imputation credit factor
(gamma) at 0.5. The revised WACC is based on more recent financial market
conditions which reflect an easing of debt risk premiums. Current debt risk premiums,
however, are still well above the historic average.

Implementation of new incentive schemes
This decision also implements three incentive schemes:
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= the service target performance incentive scheme — which encourages ETSA
Utilities to maintain or improve its service performance in terms of the number
and incidence of outages on their network

= the efficiency benefit sharing scheme — which is designed to provide a fair sharing
of operating cost efficiency benefits and losses between ETSA Utilities and
network users

= the demand management incentive scheme — which is designed to provide
incentives for ETSA Utilities to pursue and implement efficient non-network
solutions to address growing demand on its network.

Alternative control services

Arrangements for establishing metering charges are also provided for in the decision.
This is a result of the AER’s decision to classify alternative control metering services
to facilitate competition by reducing the barriers to entry faced by other providers of
metering services in the South Australian market. This is the first time that a separate,
weighted average price cap control mechanism is to be applied to metering services
provided by ETSA Utilities and will result in these charges being unbundled from the
distribution use of system charges, leading to a more cost reflective and transparent
pricing outcome for customers.

Review process

The AER’s distribution determination for the South Australian electricity DNSP,
ETSA Utilities, for the 2010-2015 regulatory control period has been made under the
relevant provisions of the NER and NEL. The AER must also consider a number of
transitional requirements for South Australia that are set out in chapters 9 and 11 of
the NER.

The AER released its draft decision for ETSA Utilities in November 2009. ETSA
Utilities submitted its revised regulatory proposal in January 2010 indicating where it
did not agree with the draft decision. The AER received a total of 20 submissions on
the draft decision and ETSA Utilities’ revised regulatory proposal. The AER’s
consideration of these submissions forms part of this decision.

In this decision the AER specifically addresses those aspects of the draft decision
which have not been accepted in ETSA Utilities’ revised regulatory proposal or in a
submission by another party. Where an aspect of the draft decision was not addressed
in the revised regulatory proposal or submissions, then the draft decision is confirmed
in this decision.

The AER’s detailed examination of ETSA Utilities’ regulatory proposal and revised
regulatory proposal was informed by advice from Parsons Brinckerhoff Strategic
Consulting (PB). In addition to PB, the AER also engaged Energy Management
Services to review the deliverability of ETSA Utilities’ regulatory proposal and
sought the assistance of the Australian Energy Market Operator in reviewing ETSA
Utilities’ demand and energy sales forecasts.

In making its distribution determination, the AER assessed ETSA Utilities’ regulatory
proposal to determine if it was in accordance with the requirements of the NER.




Expert engineering consultants, as well as financial and economic experts assisted the
AER in making its assessment. The AER also considered the past performance of
ETSA Utilities and the effectiveness of their policies and procedures, both in terms of
past performance and in the development of its regulatory proposal.




Summary

Introduction

The Essential Services Commission of South Australia (ESCOSA) made the current
regulatory determination for ETSA Utilities for a five year period from 1 July 2005 to
30 June 2010 (the current regulatory control period). ETSA Utilities owns and
operates the electricity distribution network in South Australia.

The AER assumes responsibility for regulating electricity distribution services
provided by ETSA Utilities from 1 July 2010. The distribution determination for the
period 1 July 2010 to 30 June 2015 (the next regulatory control period) is the first for
ETSA Utilities to be conducted by the AER under the National Electricity Rules
(NER).

This decision should be read in conjunction with the draft decision, together with
consultants’ reports. Except as specified in this decision, the AER confirms its
conclusions set out in the draft decision.

The AER engaged the following consultants to assist in the assessment of ETSA
Utilities’ revised regulatory proposal:

= Parsons Brinckerhoff Strategic Consulting (PB)

= Australian Energy Market Operator (AEMO)

= Energy and Management Services (EMS)

= Access Economics

= McGrathNicol Corporate Advisory (McGrathNicol)

= Professor Michael McKenzie and Associate Professor Graham Partington
(University of Sydney)

= Associate Professor John Handley (University of Melbourne).
The consultants’ reports are available on the AER’s website.

The key decisions addressed in this decision are:
= classification of services

= gpecification of the control mechanisms and methodologies for demonstrating
compliance with the control mechanism

= the opening regulatory asset base (RAB) value
= the AER’s assessment of forecast capital expenditure (capex)

= the AER’s assessment of forecast operating expenditure (opex)

Xi



= an estimate of the efficient benchmark weighted average cost of capital (WACC)
= the annual revenue requirement for each year of the next regulatory control period
= the negotiation framework and NDSC that will apply to ETSA Utilities

= the schemes to provide incentives to ETSA Utilities to improve efficiency,
maintain service standards and manage increasing demand.

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

Regulatory requirements

National Electricity Law

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

The national electricity objective is:

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

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

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

National Electricity Rules
Chapter 6 of the NER sets out provisions the AER must apply in exercising its

regulatory functions and powers for electricity distribution networks. In particular, the
AER must make a distribution determination for ETSA Utilities that includes a:

= building block determination in respect of standard control services

= determination in respect of alternative control services

= determination specifying requirements relating to the negotiating framework

= determination specifying the NDSC.

The distribution determination is predicated on constituent decisions to be made by
the AER, specified in clause 6.12.1 of the NER. The NER requires the AER to:

= gpecify the classification of services that the AER is to apply

= specify the negotiating framework and NDSC to apply to the DNSP
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®  3ssess the DNSP’s control mechanism for standard control services
= set out the methodology for establishing the opening RAB

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

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

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

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

= set out the methodology for calculating the cost of capital

= develop and publish a service target performance incentive scheme (STPIS),
efficiency benefit sharing scheme (EBSS) and demand management incentive
scheme (DMIS)

= gpecify additional pass through events

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

= set out the form of control to apply to alternative control services

= set out how compliance with control mechanisms is to be demonstrated by the
DNSP.

Classification of services

AER draft decision

The AER applied the service classifications set out in the framework and approach for
ETSA Utilities’ distribution services. The AER’s procedure for assigning and
reassigning customers to tariff classes for ETSA Utilities was set out in appendix B of
the draft decision.

The AER considered that while retailer of last resort services in South Australia are
currently classified as excluded distribution services, these services did not fall within
the definition of a distribution service in the NER.

Revised regulatory proposal

ETSA Utilities incorporated the classification of services as set out in the draft
decision. However, it proposed a separate alternative control service, meter customer
exit fee, to recover asset related and administrative costs associated with a meter being
replaced by that of a another meter provider. ETSA Ultilities stated that this new
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service is a consequence of it implementing variable standard small customer
metering services and exceptional cases of large customer metering services as
alternative control services.

ETSA Utilities accepted the AER’s procedure for assigning or reassigning customers
to tariff classes.

AER decision

The AER amended its classification of services to specify that the meter provision
services classified as an alternative control service could include an exit fee. The
AER’s distribution service classifications are set out in appendix A to this decision.

The AER’s procedure for assigning and reassigning customers to tariff classes for
ETSA Utilities remains unchanged from the draft decision and is set out in
appendix B of this decision.

Arrangements for negotiation

AER draft decision

The negotiated distribution service criteria (NDSC) applying to ETSA Utilities for the
next regulatory control period was in appendix C of the draft decision.

The AER did not approve the negotiating framework proposed by ETSA Utilities.
The AER required amendments to ETSA Utilities” negotiating framework were set
out in appendix D of the draft decision.

Further, while not requiring specific amendment, the AER stated that publication of a
price list by ETSA Utilities is to be undertaken outside of the negotiating framework
and should be expressed to be indicative only. The AER considered that a set list of
prices is inconsistent with the notion that negotiated distribution services are by
definition negotiable.

The AER considered that regardless of how certain negotiated distribution services
are grouped in ETSA Utilities” negotiating framework, the provisions of the
negotiating framework must meet the minimum requirements provided under clause
6.7.5(c) of the NER for all negotiated distribution services.

Revised regulatory proposal

ETSA Utilities submitted a revised negotiating framework which maintained the
approach of categorising services into two groups and structuring the negotiating
framework around these groups. However, for one of these groups — price list
services, the price list is expressed as being indicative only. Further, ETSA Utilities
removed the pricing principles and connections arrangements adapted from chapter 3
of the South Australian Electricity Distribution Code.

ETSA Utilities stated its amendments will significantly impact on the resources
required to negotiate the provision of negotiated distribution services, particularly
with regard to new and non—standard or upgraded connection services. ETSA Utilities
stated additional capex is required to fund the increased resources required to
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negotiate these distribution services under the negotiating framework. It proposed
$1.2 million ($2008) per annum in forecast capex.

AER decision

Negotiated distribution service criteria

The NDSC applying to ETSA Utilities for the next regulatory control period are
unchanged from the draft decision and are set out in appendix C of this decision.

Negotiating framework

The AER does not approve the revised negotiating framework proposed by ETSA
Utilities. The AER considers that further amendments to ETSA Ultilities’ negotiating
framework are necessary to enable it to be approved in accordance with the NER. The
required amendments are as follows:

1. amendment to table 3 — timetable for indicative price list services to address
clause 6.7.5(c)(2) of the NER, by providing that commercial information is to
be as ‘reasonably’ required by ETSA Utilities to enable it to make an offer to
the applicant.

2. amendment to section 16 — payment of ETSA Utilities’ application fee. To
address clause 6.7.5(c)(7) of the NER, section 16 needs to adequately clarify the
arrangements for payment of application processing expenses. A footnote needs
to be added to clarify that no new application fee is require after negotiations
have been suspended.

3. amendment to clause E — Preamble to address clause 6.7.5(c)(6) by noting that
disputes are to be dealt with in accordance with the relevant dispute provisions
of the NEL as well a the NER.

The AER has amended ETSA Utilities revised negotiating framework in accordance
with these requirements and the amended negotiating framework is at appendix D of
this decision.

ETSA Utilities” claim for additional capex to fund the negotiating arrangements was
assessed and rejected under the AER’s review of ETSA Utilities’ total capex
proposal.

Control mechanisms for standard control services

AER draft decision

The AER accepted ETSA Utilities’ proposal that a weighted average price cap
(WAPC) be applied to its standard control services for the next regulatory control
period. The AER did not accept ETSA Utilities’ proposal to forecast an amount for
transitional factors as a building block component rather than an annual adjustment.

The AER accepted ETSA Utilities’ proposal to recover transmission use of system
(TUOS) costs in a manner consistent with the approach used by the NSW DNSPs.
The AER did not accept ETSA Utilities’ proposal for a within period interest charge
on TUQOS payments.
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Revised regulatory proposal
ETSA Utilities proposed three changes to the control mechanism in the draft decision:

= the retention of a term in the WAPC and side constraint formulas, to
accommodate any foregone revenue adjustment under Part B of the demand
management incentive scheme (DMIS)

= the tariff classes applicable to the side constraint formula

® amechanism to recover working capital, to fund TUOS payments.

AER decision

The AER has reinstated the term for forgone revenue adjustment under Part B of the
DMIS in the WAPC and side constraint formulae but the term will have no effect in
the next regulatory control period.

The AER understands that ESCOSA will amend ETSA Utilities’ distribution licence
and require it to undertake a specific demand management project to account for any
unspent demand management allowance. Accordingly, reference to an adjustment in
relation to the ESCOSA’s demand management allowance has been removed from the
definition of the transition factor term in the WAPC and side constraints formulae.

The AER accepts ETSA Utilities’ proposed tariff classes as set out in its revised
regulatory proposal. The AER confirms its rejection of ETSA Utilities’ proposal for
an additional interest charge on its TUOS payments for cash flow timing issues.

Opening regulatory asset base

AER draft decision

The AER did not approve the inclusion of ETSA Utilities’ proposed easement
revaluation and the reinstatement of capital contributions removed by ESCOSA in the
roll forward of the opening RAB. Metering assets associated with alternative control
services were also removed from ETSA Utilities” RAB for standard control services.

The RAB roll forward calculations for ETSA Utilities provided for an opening RAB
of $2768 million for standard control services for the next regulatory control period
(as at 1 July 2010).

Revised regulatory proposal

ETSA Utilities proposed a revised opening RAB of $2903 million as at 1 July 2010,
$134.7 million more than allowed in the draft decision.

ETSA Utilities updated the capex figures for 2008-09 and 2009-10 in its roll forward
model (RFM). It also rejected the AER’s adjustments to its RAB in respect of:

= valuation of easements

= ESCOSA’s treatment of certain capital contributions.
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AER decision

The AER accepts ETSA Utilities” updated capex for 2008—09 and 2009-10 in its
RFM. However, the AER rejects the adjustments made by ETSA Utilities to its RAB
in respect of the valuation of easements and ESCOSA’s treatment of certain capital

contributions.

The RAB roll forward calculations for ETSA Utilities are set out in table 1 and

provide for an opening RAB of $2772.4 million for standard control services for the
next regulatory control period (as at 1 July 2010).

Table 1: AER conclusion on ETSA Utilities’ opening RAB ($m, nominal)

2005-06  2006-07 2007-08  2008-09  2009-10°
Opening RAB 2504.9 2593.4 2628.9 2701.6 2767.0
Actual net capex (adjusted for actual CPI 149.4 1225 119.9 170.0 1935
and weighted average cost of capital)
Regulatory depreciation (adjusted for -61.0 -87.0 -47.3 -104.6 -106.6
actual CPI)
Closing RAB 2593.4 2628.9 2701.6 2767.0 2853.8
Difference between actual and forecast 03
capex for 2004-05
Return on difference -0.2
Removal of metering assets -81.0
Opening RAB at 1 July 2010 2772.4

@ Based on estimated net capex.

Demand forecasts

AER draft decision

The AER accepted ETSA Utilities’ proposed peak demand and customer number
forecasts.

The AER considered that the energy sales forecasts proposed by ETSA Utilities did
not provide a realistic expectation of the demand forecast. The AER considered that
revising ETSA Utilities’ forecast energy sales to the levels shown in table 2 provided
a more realistic basis for determining the X factors under the weighted average price
cap.
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Table 2: AER draft conclusion on ETSA Utilities’ peak demand, customer number
and energy sales forecasts

Average

2010-11  2011-12 2012-13 2013-14 2014-15  annual

growth

2010-15°

Energy sales (GWh) 11868 12062 12399 12638 12969 2.2%
Peak demand 10% PoE (MW) 3129 3227 3358 3434 3522 3.0%
Customer numbers 828 162 838 160 846 778 854 779 863 230 1.0%

@ Average annual growth rate calculated based on 2010-11 to 2014-15 data.

Revised regulatory proposals

ETSA Utilities did not accept the draft decision on its energy sales forecast, and the
AER’s substitution of the energy sales forecast developed by AEMO.

ETSA Utilities raised concerns with AEMO’s modelling approach, hot water sales
forecasts, and the treatment of post model adjustments. ETSA Utilities provided a
revised energy sales forecast (table 3) based on updated economic outlook and post
model adjustments.

ETSA Utilities accepted the draft decision that its proposed peak demand and
customer number forecasts provided a realistic expectation of demand forecast
required to achieve the capex and opex objectives.

Table 3: ETSA Utilities energy sales forecasts
Average
2010-11 2011-12 2012-13 2013-14 2014-15  annual
growth
2010-152
Energy sales (GWh) 11144 11185 10934 10714 10481 -1.5%

@ Average annual growth rate calculated based on 2010-11 to 2014-15 data.

AER decision

The AER considers the revised energy sales forecast proposed by ETSA Utilities does
not provide a realistic expectation of the demand forecast required to achieve the
capex and opex objectives in the NER. The AER considers revising ETSA Utilities’
forecast energy sales to the levels shown in table 4 provides a more realistic basis for
determining the X factors under the weighted average price cap.

The AER considers the peak demand and customer number forecasts proposed by
ETSA Utilities provide a realistic expectation of the demand forecast required to
achieve the capex and opex objectives.
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Table 4: AER conclusion on ETSA Utilities peak demand, customer

numbers and energy sales forecasts

Average

2010-11 2011-12 2012-13 2013-14  2014-15 annual

growth

2010-15°

Energy sales (GWh) 11636 11543 11416 11354 11318 ~0.7%
10% PoE Peak demand (MW) 3159 3274 3361 3410 3477 2.4%
Customer numbers 828162 838160 846778 854779 863230 1.0%

€)] Average annual growth rate calculated based on 2010-11 to 2014-15 data.

Forecast capital expenditure

AER draft decision

The AER was not satisfied ETSA Utilities” proposed net capex of $2315 million

reasonably reflected the capex criteria. In particular, the AER considered:

= the proposed demand driven capex for the low voltage network upgrade program
and major customer connections program did not reflect efficient costs

= ETSA Utilities” proposed asset replacement capex did not reflect efficient costs

= the proposed security of supply capex relating to the Kangaroo Island network

security project and elements of the network control project were not

demonstrated to be prudent and efficient

= ETSA Utilities” proposed safety related capex for the substation security fencing
program and CBD aged asset replacement program did not reflect efficient costs

= the capex relating to superannuation and benchmark equity raising costs did not

reflect efficient costs

= ETSA Utilities” application of cost escalators did not reasonably reflect a realistic
expectation of the cost inputs required to achieve the capex objectives.

Following the adjustments required to address the AER’s concerns, the AER was

satisfied an estimate of $1628 million for ETSA Ultilities’ forecast net capex

reasonably reflected the capex criteria, taking into account the capex factors. The
AER considered these adjustments were the minimum necessary to ensure ETSA

Utilities” capex forecast met the capex criteria.

Revised regulatory proposal

ETSA Utilities’ revised regulatory proposal included a net capex allowance of

$1793 million ($2009-10) for the next regulatory control period. ETSA Utilities’

revised capex proposal is set out in table 5.
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Table 5:

ETSA Utilities’ original and revised net capex ($m, 2009-10)

2010-11 2011-12 2014-15 Total
Original net capex® 393.7 485.3 440.4 2248.9
Revised net capex 352.5 392.9 345.6 1792.8
Difference -41.3 -92.4 -94.8 -456.1

Note:  Totals may not add due to rounding.

(@)

Excludes alternative control metering capex of $66.3 million.

ETSA Utilities implemented the findings of the draft decision in respect of forecast
capex except in relation to the following areas:*

the low voltage network upgrade program
asset replacement expenditure

substation fencing and security expenditure
network control expenditure

equity raising costs.

ETSA Utilities also included an additional capex requirement related to resources for
implementing the negotiating framework for customer connections.

AER decision

Following its review of ETSA Utilities’ revised capex proposal, the AER is not
satisfied that the proposed forecast capex allowance reasonably reflects the capex
criteria. The AER made the following adjustments:

$39 million reduction to the low voltage capacity upgrade program to reflect a
revised scope for required transformer augmentations

$93 million reduction to asset replacement capex to reflect amended forecasting
methodologies and a revised scope across a number of expenditure categories

$2 million reduction to security of supply capex to reflect the exclusion of
inefficient expenditure from the network control project

$6 million reduction to safety capex to reflect a revised scope for the substation
security and fencing program

$6 million reduction to customer connection capex to reflect the exclusion of
proposed costs associated with the revised negotiating framework for negotiated
distribution services

ETSA Utilities, Revised regulatory proposal, January 2010, pp. 83-108.
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= $43 million reduction to reflect the application of amended input cost escalators.

Allowing for the adjustments listed above, the AER’s estimate of forecast net capex
for ETSA Utilities is $1588 million, as set out in table 6. The AER considers these
adjustments to be the minimum necessary to ensure ETSA Utilities’ capex forecast
meets the capex criteria.

Table 6: AER conclusion on ETSA Utilities’ forecast capex ($m, 2009-10)

2010-11 2011-12 2012-13 2013-14 2014-15 Total

ETSA Utilities revised

a 337.0 392.9 351.8 350.1 345.6 1777.3
proposed net capex

Adjustment to demand driven

1.7 -7.9 -7.9 -7.9 -7.9 -39.3
capex
Adjustment to asset 158 204  -189  -190  -184  -925
replacement capex
Adjustment to security of 24 B _ _ a 24
supply capex
Adjustment to safety capex -2.3 -2.6 -1.0 -0.6 0.1 -6.4
Adjustment to customer 12 12 12 13 13 63
connection capex
Adjustment to cost escalators -6.1 -13.1 -10.0 -7.7 -6.0 -42.8
AER capex allowance 301.4 347.7 312.9 313.6 312.1 1587.7

Notes:  Totals may not add due to rounding.

@ Excludes proposed equity raising costs. The AER will allow ETSA Utilities to
amortise a total amount of $8.6 million ($2009-10) in benchmark equity raising
costs for the next regulatory control period.

Forecast operating expenditure

AER draft decision

The AER was not satisfied that the total opex forecast proposed by ETSA Utilities of
$1175 million reasonably reflected the opex criteria, including the opex objectives. In
establishing the opex allowance the AER made the following adjustments:

= $0.3 million reduction to maintenance and repair opex

= $5.0 million reduction to reflect a revised network growth escalator

= $0.01 million reduction to reflect revised network access, monitoring and control
opex to remove the impact of the growth in work volume or network growth

= $20 million reduction to maintenance and repair and emergency response opex

= $4.8 million reduction to vegetation management
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= $11 million reduction to emergency response opex

= $3.3 million reduction to sponsorships and community engagement projects
= $1.6 million reduction to reflect adjusted workload escalator

= $38 million reduction to reflect revised real input cost escalators

= $33 million reduction to the forecast self insurance opex

= $14 million reduction to the forecast for debt raising costs.

Following the adjustments required to address the AER’s concerns, the AER was
satisfied an estimate of $1044 million for ETSA Utilities’ forecast opex reasonably
reflected the opex criteria, taking into account the opex factors. The AER considered
these adjustments were the minimum necessary to ensure ETSA Ultilities’ opex
forecast satisfied the opex criteria.

Revised regulatory proposal

ETSA Utilities did not accept the AER’s conclusion on opex, and included an opex
forecast of $1082 million ($2009-10) in its revised regulatory proposal.

ETSA Utilities proposed adjustments to the draft decision relating to:
= escalation of emergency response opex

= trade off for asset replacement

= asset age escalation

= network growth escalation

= self insurance

=  debt raising costs

= feed-in tariffs

® input cost escalators, including network growth escalation.

AER decision

The AER reviewed ETSA Utilities’ proposed forecast controllable opex allowance
and is not satisfied that the proposed forecast opex allowance reasonably reflects the
opex criteria of the NER. The AER has determined the following specific adjustments
to ETSA Utilities’ revised proposed forecast opex:

= $7.2 million reduction to emergency response opex to reflect a change in the
economies of scale factor to be applied to the network growth escalator for
emergency response
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= $3.3 million reduction to maintenance and repair and emergency response to
remove the proposed impact of asset age on forecast maintenance

= $19.7 million reduction to reflect revised real input cost escalators
= $8.3 million reduction to the revised forecast self insurance opex
= $10.2 million reduction to the revised cost for debt raising costs.

Allowing for the adjustments listed above, the AER’s estimate of controllable opex
for ETSA Utilities is $1033 million, as set out in table 7.

Table 7: AER conclusion on ETSA Utilities total opex allowance ($m, 2009-10)

2010-11 2011-12 2012-13 2013-14 2014-15 Total

ETSA Utilities’ proposed

199.5 207.7 215.8 226.4 232.3 1081.7
forecast opex
Adjustments to controllable 10 15 20 07 33 105
opex
Adjustments to self 15 16 17 17 18
insurance
Adjustment to debt raising 19 20 20 21 oy 102
costs
Adjustment to cost 1.9 32 42 5.0 55 19.7
escalators
AER opex allowance 193.2 199.4 205.9 214.9 219.5 1032.9

Note:  Totals may not add due to rounding.

Estimated corporate income tax

AER draft decision

The AER considered that ETSA Utilities” proposed tax remaining and tax standard
asset lives were appropriate. It also considered ETSA Utilities’ proposed opening tax
asset base to be appropriate and reasonable, subject to the removal of metering assets
used for alternative control services. The AER accepted that gifted assets should be
included in the tax calculation.

The AER considered ETSA Utilities’ regulatory proposal and the supporting
information provided did not constitute persuasive evidence for justifying a departure
from a gamma of 0.65 as specified in the AER’s Statement of Regulatory Intent
(SORI). In forming its view the AER considered the information provided by
interested parties in response to the gamma determined in the SORI against the AER’s
specified criteria.

Using these inputs, the AER used the PTRM to calculate the allowance for corporate
income tax of $167 million over the next regulatory control period.
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Revised regulatory proposal

ETSA Utilities proposed a total tax allowance of $254 million for the next regulatory
control period. This revised allowance reflected changes by ETSA Utilities to various
factors that affect revenues and costs. ETSA Utilities stated that it had not revised the
transitional methodology used to determine corporate income tax under a post-tax
regulatory approach from that contained in its regulatory proposal.

ETSA Utilities rejected the draft decision to apply a gamma of 0.65 to the calculation
of corporate income tax. ETSA Utilities proposed a gamma of 0.5.

AER decision

McGrathNicol was engaged by the AER to identify and assess any significant changes
in ETSA Utilities’ tax approach from the draft decision. Based on McGrathNicol’s
assessment, the AER considers that the tax inputs into ETSA Utilities’ PTRM and
RFM are consistent with the tax provisions of the NER.

The AER considers that the gamma of 0.65 adopted in the WACC review and
subsequently in the draft decision is the best estimate of gamma based on the most
reliable evidence available. This is based on an assumed payout ratio of 100 per cent
and a theta estimate of 0.65.

Professor Michael McKenzie, and Associate Professors Graham Partington and John
Handley were engaged by the AER to advise on issues raised in relation to the
estimation of gamma. Taking account of the advice of its consultants, the AER
considers market based estimates of theta in the form of dividend drop—off studies are
subject to significant concerns due to noise in the data and the likely effects of
multicollinearity on the regression results. Therefore, the AER considers that a theta
estimate of 0.65, based on an estimate from tax statistics as well as an estimate from
market prices, is better than a market based estimate alone.

The allowances for corporate income tax determined by the AER are presented in
table 8. These figures are calculated using the PTRM and based on the various inputs
to the model.

Table 8: AER conclusion on ETSA Utilities corporate income tax allowances
($m, nominal)

2010-11 2011-12 2012-13 2013-14 2014-15 Total

ETSA Utilities 32.3 32.6 32.0 33.6 34.6 165.2

Depreciation

AER draft decision

The AER assessed the remaining and standard asset lives used by ETSA Utilities as
inputs to its PTRM, and the resulting regulatory depreciation allowance. The AER
accepted the remaining and standard asset lives proposed by ETSA Utilities, except
for the standard life for office equipment.
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On the basis of the approved asset lives, opening RAB and forecast capex allowance,
the AER determined ETSA Utilities’ regulatory depreciation allowance of

$640 million for the next regulatory control period. This figure reflected the removal
of metering assets used for alternative control services from the RAB.

Revised regulatory proposal

ETSA Utilities proposed a total regulatory depreciation allowance of $636 million for
the next regulatory control period. ETSA Utilities stated that its revised depreciation
allowance reflected responses to matters raised in the draft decision. In particular,
ETSA Utilities stated that its revised depreciation allowance (compared to the
allowance in the draft decision) includes the impact of changes to:

= the opening RAB to correct for the treatment of certain capital contributions
= forecast capex.

AER decision

On the basis of the AER’s approved asset lives, opening RAB, and forecast capex
allowance, the AER determined ETSA Utilities’ regulatory depreciation allowances
for the next regulatory control period, as set out in table 9.

Table 9: AER conclusion on ETSA Utilities’ regulatory depreciation
($m, nominal)

2010-11 2011-12 2012-13 2013-14 2014-15 Total

Regulatory depreciation 100.2 113.3 126.8 1425 157.7 640.5

Note: Regulatory depreciation represents the net effect of the straight line depreciation
of ETSA Utilities’ assets and the indexation of those assets due to inflation.

Cost of capital

AER draft decision

The AER calculated an indicative nominal vanilla weighted average cost of capital
(WACC) of 10.02 per cent for ETSA Utilities. The indicative WACC was higher than
that proposed by ETSA Utilities because the nominal risk—free rate had increased
since the time ETSA Utilities submitted its regulatory proposal.

Revised regulatory proposal

ETSA Utilities adopted a nominal vanilla WACC of 10.02 per cent consistent with the
draft decision. In revising its WACC, ETSA Utilities adopted a market risk premium
of 6.5 per cent and accepted the approach to estimate the debt risk premium by
reference to the CBASpectrum fair value curve.

AER decision

The AER determines a nominal vanilla WACC of 9.76 per cent for ETSA Utilities.
The WACC is based on the updated risk—free rate and debt risk premium, using the
agreed averaging period. The inflation forecast has been updated based on the latest
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available RBA forecasts and targets. The other WACC parameters are based on the
SORI.

Service target performance incentive scheme

AER draft decision

The AER determined the national service target performance incentive scheme
(STPIS) would apply to ETSA Utilities in the next regulatory control period in the
following form:

= the applicable components and parameters are the system average interruption
duration index (SAIDI) and system average interruption frequency index (SAIFI)
reliability of supply parameters and the telephone answering customer service
parameter

= overall revenue at risk of 3 per cent including £0.3 per cent for the telephone
answering parameter

= the incentive rates to apply to each applicable parameter were set out in table 12.1
of the draft decision

= the performance targets to apply to each applicable parameter in each regulatory
year of the next regulatory control period were set out in table 12.2 of the draft
decision

= the GSL component would not apply while the Essential Services Commission of
South Australia’s (ESCOSA) GSL scheme remained in place. In the event that the
ESCOSA’s GSL scheme is withdrawn the AER would implement such a scheme
from the day the jurisdictional scheme is withdrawn.

The AER approved the use of the Box—Cox transformation method by ETSA Utilities
for the purpose of setting the major event day boundary in the next regulatory control
period. However, the AER rejected ETSA Utilities’ proposal to apply a modified
s—bank mechanism.

Revised regulatory proposal

ETSA Utilities considered the STPIS performance targets should be determined using
the same period as that used to establish the ESCOSA’s jurisdictional targets. This
was considered by ETSA Utilities likely to be a period of five years.

AER decision

The AER determined it will apply the STPIS to ETSA Utilities. The AER will apply
the SAIDI and SAIFI reliability of supply parameters and the telephone answering
customer service parameter. There are no quality of supply parameters to apply.

The AER considered that it is not appropriate to use ETSA Utilities’ alternative
methodology for determining targets and maintains its position to set targets based on
four years of data, that concludes with data from 2008-09. Therefore, the AER will
apply the same performance targets to ETSA Ultilities as those set out in the draft
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decision. The AER updated the incentive rates to apply to ETSA Utilities based on the
amended revenues in this decision.

Efficiency benefit sharing scheme

AER draft decision

The AER decided it would apply the efficiency benefit sharing scheme (EBSS) in
accordance with its final framework and approach for ETSA Utilities in the next
regulatory control period. The AER considered that it would not adjust the EBSS for
the consequences of changes in demand growth for ETSA Utilities for the next
regulatory control period. The AER considered the following opex cost categories
should be excluded from the operation of the EBSS for the next regulatory control
period:

= debt raising costs

® insurance and self insurance costs

= superannuation costs for defined benefits and retirement schemes
= the DMIA

= other specific uncontrollable costs incurred and reported by ETSA Utilities during
the next regulatory control period, which the AER considers should be excluded
after assessment against the relevant principles expressed in clause 6.6.1(j) of the
NER and EBSS.

Revised regulatory proposal

ETSA Utilities maintained its original proposal in relation to the arrangements
regarding the transition from ESCOSA’s efficiency carryover mechanism (ECM) to
the EBSS. In particular, ETSA Utilities considered the aspects of the ESCOSA
Statement of Regulatory Intent which include uncontrollable cost items within the
EBSS and which apply a negative carryover amount, either immediately or on a
deferred basis, are incorrect or invalid. ETSA Utilities stated the AER should:

= exclude the inclusion of uncontrollable cost items arising in the current regulatory
control period from the carryover amount

= disregard any negative carryover amounts for the next regulatory control period
which result from costs arising in the current regulatory control period.

AER decision

In the next regulatory control period the AER will apply the EBSS in accordance with
its framework and approach for ETSA Utilities. The AER will not adjust the EBSS
for the consequences of changes in demand growth for ETSA Utilities for the next
regulatory control period. The AER will allow any negative opex carryover accrued in
respect of the ECM in the current regulatory control period to be deferred to offset
any positive carryover accrued in the next regulatory control period, provided the
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negative carryover is accrued in an approved uncontrollable cost category under the
EBSS.

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

=  debt raising costs

® insurance and self insurance costs

= superannuation costs for defined benefits and retirement schemes
= the DMIA

= other specific uncontrollable costs incurred and reported by ETSA Utilities during
the next regulatory control period, which the AER considers should be excluded
after assessment against the relevant principles expressed in clause 6.6.1(j) of the
NER and EBSS.

These excluded costs will be recognised in addition to the adjustments and exclusions
set out in section 2.3.2 of the EBSS, which include non-network alternatives and
recognised cost pass through events.

Demand management incentive scheme

AER draft decision

The AER decided to apply a two part demand management incentive scheme (DMIS)
to ETSA Utilities. The DMIS will comprise of a Part A — DMIA component, and a
Part B — foregone revenue component.

Part A will be capped at $3 million in the next regulatory control period. The capped
amount will be allocated to ETSA Utilities as an ex—ante allowance, in five equal
annual instalments of $600 000. The ex—post review and operation of the DMIA will
be as set out in the DMIS. Part B is as set out in the DMIS and remains uncapped for
projects approved in Part A.

Revised regulatory proposal

ETSA Utilities proposed the DMIA assessment criteria be modified to include a
statement that projects submitted for approval would not be disallowed in the ex—post
review should they not achieve the intended demand reduction or not do so in a timely
manner. It considered there is scope for the AER to disallow projects that did not
perform as intended.

ETSA Utilities proposed that the Part B — foregone revenue component be expanded
to apply to any additional demand management project it undertakes in the next
regulatory control period that does not form part of its revised proposal, whether
undertaken within the scope of the DMIA or not. Further, it proposed that the DMIS
be varied such that where the Part A cap has been met, projects can still be approved
under Part A of the DMIS for the purposes of recovering foregone revenue in Part B
of the DMIS.
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AER decision

The AER confirms its position as set out in the framework and approach and draft
decision, to apply the DMIS to ETSA Utilities. The DMIS will comprise of a Part A —
DMIA component and a Part B — foregone revenue component.

Part A will be capped at $3 million in the next regulatory control period. The capped
amount will be allocated to ETSA Utilities as an ex—ante allowance, in five equal
instalments of $600 000. The ex—post review and operation of the DMIA will be as
set out in the DMIS.

Part B will be uncapped but subject to the restrictions set out in the DMIS. Part B will
be applied consistent with the methodology set out in the DMIS.

Pass through arrangements

AER draft decision

The AER accepted the following pass through events as nominated pass through
events for ETSA Utilities:

" smart meter event

carbon pollution reduction scheme event

feed-in tariff event
= native title event
= ageneral nominated pass through event.

The AER considered the other events proposed by ETSA Utilities did not meet the
AER’s assessment criteria and therefore those events were not accepted as nominated
pass through events.

For general nominated events the AER stated it will apply a materiality threshold of

1 per cent of the smoothed revenue allowance specified in the distribution
determination for each of the years of the regulatory control period in which the costs
are incurred. The AER stated it will apply a materiality threshold of the administrative
costs of assessing an application relating to specific nominated events.

Revised regulatory proposal

ETSA Utilities did not accept the position of the AER in relation to the following
specific nominated pass through events:

® industry standards event — ETSA Utilities considered the AER had no legal basis
to reject this nominated pass through event

= retailer failure event — ETSA Ultilities did not consider the AER had accepted the
high level of risk of retailer failure and noted that the Essential Services
Commission of Victoria had included a pass through for this event in the current
regulatory control period
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= interim period event — ETSA Ultilities considered that the AER has the legal
capacity to make a decision to include this event.

ETSA Utilities proposed the following specific nominated pass through events:
® industry standards change event

® interim period event

= retailer failure event

= retailer of last resort obligation event

= Kangaroo Island cable failure event.

ETSA Utilities proposed a revised interpretation for the definition of a carbon
pollution reduction scheme event.

AER decision

The AER accepts the following additional pass through events to apply to ETSA
Utilities for the next regulatory control period:

= smart meter event

= carbon pollution reduction scheme event
= feed-in tariff event

= native title event

= retailer of last resort event

= general nominated pass through event
as defined in section 15.5 of this decision.

The AER considers the other events proposed by ETSA Utilities should not be
nominated as specific nominated pass through events. However, if the event occurs,
the AER notes that ETSA Utilities may apply to the AER during the next regulatory
control period for a pass through where a general nominated pass through event
occurs. The AER will determine throughout the next regulatory control period, upon
application by a DNSP, whether such event has occurred.

Building block revenue requirements

AER draft decision

The draft decision resulted in a total revenue requirement for the next regulatory
control period of $3549 million, compared to $3720 million proposed by ETSA
Utilities. The main reasons for the reduction were:
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= the removal of the $243 million from ETSA Utilities’ opening RAB
= the removal of the $638 million from ETSA Utilities’ forecast capex
= the removal of the $131 million from ETSA Utilities’ forecast opex.

The real price changes (as represented by the X factors) were significantly affected by
the AER’s revised energy forecasts. The real price increases where reduced by the
higher energy forecasts, with ETSA Utilities’ revenue requirement recovered over a
greater volume of forecast energy consumption. The building blocks and the X factors
are shown in table 10.

Table 10: AER draft decision on ETSA Utilities’ annual revenue requirements and
X factors ($m, nominal)

2010-11  2011-12 2012-13  2013-14 2014-15

Regulatory depreciation 100.3 1131 126.6 142.4 157.9
Return on capital 277.5 300.3 327.9 350.9 373.7
Opex 192.3 204.6 216.8 232.7 244.3
Tax allowance 31.9 33.0 324 34.0 35.2
Capex carryover 8.4 7.6 4.3 0.1 0.0
Annual revenue requirements 610.4 658.6 708.0 760.3 811.3
Expected revenues 616.4 653.2 703.9 756.8 818.4
Forecast CPI (%) 2.45 2.45 2.45 2.45 2.45
X factors (%) -10.95 -3.90 -3.90 -3.90 -3.90

Note: Negative X factors represent a real price increase.

Revised regulatory proposal

ETSA Utilities proposed a total revenue requirement for the next regulatory control
period of $3793 million, compared to $3549 million allowed in the draft decision. The
components of ETSA Utilities proposed revenue requirement are shown in table 11.
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Table 11: ETSA Utilities proposed annual revenue requirements and X factors
($m, nominal)

2010-11  2011-12 2012-13  2013-14 2014-15

Regulatory depreciation 98.3 112.2 125.9 141.8 157.2
Return on capital 291.0 318.5 350.0 376.4 402.0
Opex 204.4 218.0 232.0 249.4 262.2
Tax allowance 49.0 50.4 49.4 51.6 53.3
Capex carryover 0 0 0 0 0
Annual revenue requirements 642.7 699.1 757.3 819.2 874.7
Expected revenues 615.7 666.0 7447 840.9 949.7
Forecast CPI (%) 2.45 2.45 2.45 2.45 2.45
X factors (%) -15.63 -5.96 -10.50 -10.50 -10.50

ETSA Utilities noted that the draft decision excluded the transition carryover effect
from the building blocks. ETSA Utilities revised its PTRM in line with the draft
decision. However, because ETSA Utilities anticipates a significant carryover to be
returned to customers (an estimated $28 million in 2010-11), to derive a smooth price
path for customers, the X factors in the first and second year of the next regulatory
control period have been calculated such that a constant price increase of about

10.5 per cent is passed on to customers on average each year.

AER decision

The AER’s decision results in a total revenue requirement for the next regulatory
control period of $3525 million ($nominal), compared to $3793 million proposed by
ETSA Utilities. The main reasons for the reduction are:

= the removal of $131 million from ETSA Utilities’ opening RAB. This amount
relates to the revaluations ETSA Utilities made to its RAB for easements and the
reinstatement of capital contributions, and an updated CPI figure for 2009-10.

= the removal of $217 million from ETSA Utilities’ forecast capex

= the removal of $51 million from ETSA Utilities’ forecast opex

= the removal of $88 million from ETSA Utilities’ proposed tax allowance,
reflecting in part a higher gamma than that proposed by ETSA Utilities

= alower WACC than that proposed by ETSA Utilities.

The AER conclusion on ETSA Utilities’ annual revenue requirements and X factors
based on its decisions regarding the building blocks is shown in table 12.
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Table 12: AER conclusion on ETSA Utilities’ annual revenue requirements and
X factors ($m, nominal)

2010-11  2011-12 2012-13  2013-14 2014-15

Regulatory depreciation® 100.2 113.3 126.8 1425 157.7
Return on capital® 270.5 292.7 318.5 339.8 360.7
Opex 197.9 209.6 221.8 237.4 248.7
Tax allowance 323 32.6 32.0 33.6 34.6
Capex carryover 8.6 7.9 45 04 0.0
Annual revenue requirements 609.6 656.1 703.6 753.7 801.7
Expected revenues 619.7 656.9 695.8 745.9 804.0
Forecast CPI (%) 2.52 2.52 2.52 2.52 2.52
X factors (%) -12.14 -5.75 -5.75 -5.75 -5.75
@ Includes equity raising costs.

In deciding on ETSA Utilities” X factors, the AER has not recognised the forecast
impact of any carry over adjustments from the current regulatory period. Accordingly,
the AER has adopted the approach used for the draft decision and applied a separate
X factor (Po) for the first year of the next regulatory control period and then held the
X factor constant for the remaining years of the next regulatory control period. Using
this approach, the AER revised ETSA Utilities’ X factor for 2010-11 from —15.63 per
cent to —12.14 per cent, the X factor for 2011-12 from -5.96 per cent to —5.75 per
cent and the X factors for the remaining years of the next regulatory control period
from —10.50 per cent to —5.75 per cent.

The size of the X factors were significantly affected by the revised energy forecasts
(as discussed in chapter 6), which lowered the expected per unit price increases.

The impact of the AER’s decision on the X factors on end use prices, compared with
ETSA Utilities’ revised regulatory proposal, is outlined in table 13.
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Table 13: Retail price impacts (%)

2010-11  2011-12 2012-13  2013-14 2014-15

ETSA Utilities regulatory proposal

Real impacts 6.3 24 4.2 4.2 4.2

Nominal impacts 7.4 35 5.3 5.3 5.3
AER decision

Real impacts 4.9 2.3 2.3 2.3 2.3

Nominal impacts 6.0 34 34 34 34

Note:  Calculations assume distribution network charges make up 40 per cent of retail electricity
prices. Inflation of 2.52 per cent assumed for calculating the nominal impacts.

Alternative control services

AER draft decision

The AER stated it would apply a separate WAPC control mechanism set out in the
framework and approach to alternative control services. The AER noted that ETSA
Utilities’ indicated that it may reconsider some of the assumptions underlying its
proposal, however, it was also the case that stakeholders had no opportunity to
comment on ETSA Utilities’ proposal. The AER stated that it would assess the
building block components of the control mechanism based on the revised regulatory
proposal and submissions from interested parties.

The AER stated ETSA Utilities was required to demonstrate compliance with the
WAPC by providing, as part of its pricing proposal, the proposed tariffs which
correspond to the price terms contained in the WAPC formula approved by the AER.

Revised regulatory proposal

ETSA Utilities considered the draft decision classifying alternative control metering
services to be inappropriate, but incorporated the alternative control metering services
control mechanism consistent with the draft decision in its revised regulatory
proposal. It also accepted that compliance with the control mechanism will be
demonstrated by providing metering tariffs as part of its annual pricing proposal.

AER decision

The AER will apply a separate WAPC control mechanism to alternative control
services, set out in section 17.4 of this decision. ETSA Utilities is required to
demonstrate compliance with the WAPC by providing, as part of its pricing proposal,
the proposed tariffs which correspond to the price terms contained in the WAPC
formula approved by the AER.

The AER approved ETSA Utilities” proposal to adopt a reduced number of tariff
components in the first year of the next regulatory control period.
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1 Introduction

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

The Essential Services Commission of South Australia (ESCOSA) made the current
regulatory determination for ETSA Utilities for a five—year period from 1 July 2005
to 30 June 2010 (the current regulatory control period) under the National Electricity
Code, which has been replaced by the NER. ETSA Utilities owns and operates the
electricity distribution network in South Australia.

The AER has made this decision and distribution determination for ETSA Utilities
according to the relevant requirements of chapter 6 of the NER and the transitional
requirements for South Australia contained in chapters 9 and 11 of the NER. The
AER’s principal task is to set the revenues that ETSA Utilities can recover or prices
that ETSA Utilities can charge from the provision of direct control services in the
period 1 July 2010 to 30 June 2015 (the next regulatory control period).

On 1 July 2009 ETSA Utilities submitted its regulatory proposal and proposed
negotiating framework for the next regulatory control period to the AER. On 17 July
2009 the AER published these and its proposed negotiated distribution service criteria
(NDSC) for ETSA Utilities. On 30 November 2009 the AER published its draft
decision and draft distribution determination for ETSA Utilities.? In mid January
2010 ETSA Utilities submitted its revised regulatory proposal in response to the draft
decision.® The revised regulatory proposal was published by the AER on 15 January
2010.

This decision and the distribution determination should be read in conjunction with
the draft decision and draft distribution determination for ETSA Utilities.

1.1 AER draft decision

The AER calculated ETSA Utilities’ revenue requirements and X factors based on its
decisions regarding the building blocks.

The draft decision resulted in a total revenue requirement for the next regulatory
control period of $3549 million, compared to $3720 million proposed by ETSA
Utilities. The main reasons for the difference between the AER’s and ETSA Utilities’
estimated total revenue requirement reflect the net effect of:

The AER uses the version of the NER that is in effect at the date the regulatory proposal is lodged.
For the purposes of this decision and distribution determination for ETSA Utilities, the relevant
version of the NER is version 30, which was in effect on 1 July 2009.

2 AER, Draft decision, South Australia draft distribution determination 2010-11 to 2014-15, (Draft
decision, SA draft distribution determination), 25 November 2009; and AER, Draft distribution
determination ETSA Utilities, 1 July 2010 — 30 June 2015, 25 November 2009.

®  ETSA Utilities, ETSA Utilities revised regulatory proposal 2010-2015, (Revised regulatory

proposal), 14 January 2010.




= removal of the $243 million from ETSA Utilities’ opening regulatory asset base
(RAB)

= removal of the $638 million from ETSA Ultilities’ forecast capital expenditure
(capex)

= removal of the $131 million from ETSA Utilities’ forecast operation expenditure
(opex)

= ahigher weighted average cost of capital than proposed by ETSA Utilities.

The size of the X factors were also significantly affected by the revised energy
forecasts, which lowered the expected per unit price increases. Table 1.1 shows the
draft decision on ETSA Utilities building blocks and X factors.

Table 1.1: AER draft decision on ETSA Utilities’ annual revenue requirements and
X factors ($m, nominal)

2010-11  2011-12 2012-13  2013-14 2014-15

Regulatory depreciation 100.3 113.1 126.6 142.4 157.9
Return on capital 277.5 300.3 327.9 350.9 373.7
Operating expenditure 192.3 204.6 216.8 232.7 244.3
Tax allowance 319 33.0 324 34.0 35.2
Capex carryover 8.4 7.6 4.3 0.1 0.0
Annual revenue requirements 610.4 658.6 708.0 760.3 811.3
Expected revenues 616.4 653.2 703.9 756.8 818.4
Forecast CPI (%) 2.45 2.45 2.45 2.45 2.45
X factors (%) -10.95 -3.90 -3.90 -3.90 -3.90

Source: AER, Draft decision, SA draft distribution determination, November 2009,
p. 419, table 16.5.

The AER determined ETSA Utilities” opening RAB to be $2768 million ($2009-10)
as at 1 July 2010.* The total capex allowance used by the AER in the building block
calculation was $1628 million ($2009-10).> The total opex allowance used by the
AER in the building block calculation was $1044 million ($2009-10).°

*  AER, Draft decision, SA draft distribution determination, November 2009, p. 416, table 16.3.
> AER, Draft decision, SA draft distribution determination, November 2009, p. 175, table 7.17.
®  AER, Draft decision, SA draft distribution determination, November 2009, p. 245, table 8.20.




The AER specified the NDSC to apply to ETSA Utilities. The AER did not approve
the negotiating framework proposed by ETSA Utilities and specified a number of
required amendments to the negotiating framework in the draft decision.’

1.2 Revised regulatory proposal

ETSA Utilities set out an annual revenue requirement that increased from

$643 million in 2010-11 to $875 million in 2014-15 (nominal), and a total annual
revenue requirement of $3793 million for the next regulatory control period.® This is
$72 million greater than its original annual revenue requirement of $3721 million.

ETSA Utilities’ revised opening RAB was $2983 million (as at 1 July 2010). This
compares to its original opening RAB of $3011 million (as at 1 July 2010). The
revised RAB incorporated an updated capex forecast for 2009-10, and included an
amount of $80 million for alternative control services. ETSA Utilities did not accept
the draft decision on the opening RAB regarding the valuation of easements and
ESCOSA treatment of capital contributions.®

ETSA Utilities’ revised capex forecast for the next regulatory control period was
$1793 million ($2009-10). This compares to its original capex forecast of

$2315 million ($2009-10). ETSA Utilities implemented most aspects of the draft
decision relating to forecast capex, except those relating to the determination of cost
escalators. '

ETSA Utilities’ revised forecast opex for the next regulatory control period was
$1081 million ($2009-10). This compares to its original opex forecast of

$1176 million ($2009-10). ETSA Utilities implemented most aspects of the draft
decision relating to opex and has included a forecast for feed—in tariff payments. It
has not implemented amendments relating to:**

= emergency response opex
= capex opex trade off
= cost escalation

= self insurance.

ETSA Utilities generally accepted the other elements of the draft decision, although
some components, such as the control mechanism, demand management and pass
through event definitions were amended in some respects.

ETSA Utilities provided revised forecasts of energy sales.*?

" AER, Draft decision, SA draft distribution determination, November 2009, pp. 40-41.
ETSA Utilities, Revised regulatory proposal, p. 216.

ETSA Utilities, Revised regulatory proposal, p. 186.

ETSA Utilities, Revised regulatory proposal, p. 109.

ETSA Utilities, Revised regulatory proposal, p. 135.

ETSA Utilities, Revised regulatory proposal, chapter 5.

10
11
12




1.3 Review process

The AER reviewed ETSA Utilities’ regulatory proposal and proposed negotiating
framework in accordance with the review process outlined in Part E of chapter 6 of
the NER. This process has involved:

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

=  Framework and approach—the AER consulted with ETSA Utilities and interested
parties about the development of the classification of services, control mechanism,
efficiency benefit sharing scheme (EBSS), demand management incentive scheme
(DMIS) and service target performance incentive scheme (STPIS) to be applied in
the distribution determination. The framework and approach was published in
November 2008, as required under clause 6.8.1 of the NER.

= Cost allocation method—in February 2009 the AER approved cost allocation
methods of ETSA Utilities under clause 6.15.4 of the NER.

= Regulatory proposal—ETSA Utilities submitted its regulatory proposal and
proposed negotiating framework to the AER on 1 July 2009. The AER assessed
ETSA Utilities’ regulatory proposal against chapter 6 of the NER.

= Public consultation—the AER published ETSA Utilities’ regulatory proposal and
the AER’s proposed NDSC on 17 July 2009 and called for submissions from
interested parties. The AER held a public forum in Adelaide on ETSA Utilities’
regulatory proposal on 6 August 2009, where ETSA Utilities and interested parties
gave presentations.

= Submissions—the AER received 12 submissions on ETSA Utilities’ regulatory
proposal or the proposed NDSC. The submissions are listed in appendix M of the
draft decision.

= Assessment by technical experts—the AER engaged Parsons Brinckerhoff
Strategic Consulting (PB) as a technical expert to advise it on a number of key
aspects of the regulatory proposals.'®* PB provided independent advice to the AER
on these matters, based on its review. The AER considered this advice in making
its draft distribution determination. The terms of reference guiding PB’s review
are an appendix to its report.

= Assessment by demand forecasting experts—the AER engaged the Australian
Energy Market Operator (AEMO) as a technical expert to provide advice in
relation to demand forecasts.

= Additional technical advice—the AER engaged Energy and Management Services
(EMS) to provide technical and engineering advice throughout the review

3 PB is a group of engineering and business consultants with a primary focus on specialised needs

and operations in electric power, gas and other allied sectors.




process.** EMS assisted the AER in reviewing the technical aspects of material
contained in ETSA Utilities’ proposal, submissions and PB’s report.

Other specialist advice—the AER also engaged Access Economics™ to provide a
forecast of Queensland and South Australian labour costs relevant to electricity
distribution businesses. McGrathNicol Corporate Advisory (McGrathNicol) was
engaged to review elements of the tax asset base for the post—tax revenue model.

Draft decision—the draft decision and draft distribution determination were
released on 30 November 2009 and the AER requested submissions from
interested parties.

Public consultation—the AER held a public forum in Adelaide on 9 December
2009 to explain its draft decision and receive oral submissions from interested
parties.

Revised regulatory proposal—ETSA Utilities submitted its revised regulatory
proposal to the AER on 14 January 2010. The AER published the revised
regulatory proposal on 15 January 2010.

Submissions—the AER received 20 submissions on its draft decision and draft
distribution determination and ETSA Utilities’ revised regulatory proposal. The
submissions are listed at appendix L of this decision.

Assessment by technical experts—the AER engaged PB as a technical expert to
advise it on the capex, opex and service standards components of the revised
regulatory proposal. The AER engaged EMS to provide additional technical
advice. AEMO provided the AER with advice on energy sales forecasts in South
Australia in response to ETSA Utilities’ revised forecasts.

Other specialist advice—the AER also engaged Access Economics to provide
updated forecasts of Queensland and South Australian labour costs relevant to
electricity distribution businesses. McGrathNicol was engaged to review elements
of the tax asset base for the post—tax revenue model. Professor Michael
McKenzie, and Associate Professors Graham Partington and John Handley were
engaged by the AER to advise it on issues raised in relation to the estimation of
gamma.

Decision—the AER made its decision and distribution determination for ETSA
Utilities on 4 May 2010.

1.4  Structure of decision

This decision sets out the AER’s consideration of ETSA Utilities’ revised regulatory
proposal, together with the negotiating framework and NDSC to apply to ETSA
Utilities. This decision includes consideration of substantive issues raised in

EMS is an engineering consulting firm.
Access Economics is an economic consulting firm that specialises in economic modelling,
forecasting and policy analysis.




submissions. Except as specified in this decision, the AER confirms its conclusions
set out in the draft decision. Therefore, this decision should be read in conjunction
with the draft decision published by the AER on 30 November 2009.

The structure of the decision is set out as follows:

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

= chapters 5 to 11 relate to key elements of the building block calculation
= chapters 12 to 15 set out the relevant schemes and pass through arrangements

= chapter 16 sets out the annual building block revenue requirements for the next
regulatory control period

= chapter 17 sets out the control mechanism for alternative control services and the
AER’s review of these services.




2 Classification of services

This chapter sets out the AER’s consideration of issues raised in response to the draft
decision on the classification of services for ETSA Utilities. It also sets out the AER’s
classification of ETSA Utilities’ distribution services for the next regulatory control
period and the procedures to be used by ETSA Utilities to assign and reassign
customers to tariff classes.

A distribution service is a service provided by means of, or in connection with, a
distribution network, together with the connection assets, which is connected to a
transmission system or another distribution system.*® Distribution services are
classified as either direct control services, negotiated distribution services, or as
unregulated distribution services.’

2.1 AER draft decision

The AER applied the classification of services set out in the framework and approach
for ETSA Utilities’ distribution services. The AER’s procedure for assigning and
reassigning customers to tariff classes for ETSA Utilities was set out in appendix B of
the draft decision.®

The AER considered that while retailer of last resort (ROLR) services in South
Australia are currently classified as excluded distribution services,™ it considered that
these services did not fall within the definition of a distribution service in the NER.?

2.2 Revised regulatory proposal

ETSA Utilities incorporated the classification of services as set out in the draft
decision although it did not agree with the AER’s reasons set out in the draft decision.

ETSA Utilities proposed a separate alternative control service, meter customer exit
fee, to recover asset related and administrative costs associated with a meter being
replaced by that of a another meter provider. It stated this new service is a
consequence of it implementing variable standard small customer metering services
and exceptional cases of large customer metering services as alternative control
services.”* ETSA Utilities accepted the AER’s procedure for assigning or reassigning
customers to tariff classes and will submit its documented procedure consistent with
the draft decision along with its pricing proposal.??

6 NER, chapter 10.

7 NER, clause 6.2.1(a).

8 AER, Draft decision, SA draft distribution determination, November 2009, p. 24.

¥ The ROLR is responsible for assuming the obligations under the NER (including the obligation to
pay trading amounts and other amounts due under the NER) of a market customer that has
defaulted in the performance of its obligations under the NER.

Matters relating to the ROLR functions are contained in the cost pass through section of the
revised regulatory proposal and accordingly addressed in chapter 15 of this decision.

ETSA Utilities, Revised regulatory proposal, January 2009, pp. 26-27.

ETSA Utilities, Revised regulatory proposal, January 2009, p. 39.
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2.3 Submissions

2.3.1 Classification of services

TRUenergy submitted that in principle it supports the AER’s unbundling of metering
services. However, it stated that system changes were required to transit to an
unbundled environment and therefore requested that the AER defer the
implementation until 1 July 2011.%

AGL Energy Ltd (AGL) stated that ‘unbundling’ network electricity charges provides
transparency to customers, enabling them to make informed decisions on competitive
offerings and that the *bundled’ approach is a potential barrier to the provision of
contestable services.?*

AGL also stated that a nationally consistent regulatory framework and a national set
of metering procedures and rules were required, and that meter provision and meter
data services should be subject to competition. It stated that while supporting the
AER’s approach, a transitional period is required to ensure all parties can make the
necessary changes to implement the change.®

2.3.2 Assigning customers to tariff classes

The Energy Consumers Coalition of South Australia (ECCSA) submitted that the
AER’s approach to assigning customers to tariff classes does not address or require
ETSA Utilities to comply with the requirements of clause 6.18.5(b) of the NER.
ECCSA also submitted that setting tariffs that ensure long run marginal costs is the
only method that customers are assured that tariff structures as a whole are cost
reflective. It further stated that the AER should require ETSA Utilities to develop
tariffs that capture the cost of providing short term peaks in demand.?

2.4 Issues and AER considerations

2.4.1 Classification of services

ETSA Utilities informed the AER that it was not requesting a specific service
classification for the meter customer exit fee but only intended to propose the meter
customer exit fee as a component of the alternative control tariff metering service
tariff class.?” The AER accepts this clarification of ETSA Utilities’ revised regulatory
proposal.

ETSA Utilities noted that the alternative control meter provision service definition in
the draft decision was quite specific and that it could be considered as not
contemplating an exit fee.”® The AER acknowledges that ETSA Utilities is entitled to
recover these charges in certain circumstances. For example, in the event a meter

2 TRUenergy, South Australian draft distribution determination 2010-11 to 2014-15,

February 2010.
2 AGL, South Australia draft distribution determination 2010-11 to 2014-15, February 2010, p. 1.
% AGL, South Australia draft distribution determination 2010-11 to 2014-15, February 2010, p. 2.
% ECCSA, The AER draft decision on ETSA Utilities application, February 2010, p. 52.
27 ETSA Utilities, email response, 2 February 2010; and ETSA Utilities, letter, 15 February 2010.
% ETSA Utilities, email response, 2 February 2010.




supplied by ETSA Utilities to an alternative control meter customer is removed—
while it still has some residual value included in the regulatory asset base—and
replaced by a meter supplied by another meter provider, then it is reasonable for this
residual value to be recovered via an exit fee.

One of the factors considered by the AER in classifying alternative control metering
services is the direct attribution of the costs of service to the relevant customer.?® The
direct attribution principle means it is reasonable for a customer that stops receiving
the alternative control metering service to contribute towards the residual value of the
meter to ensure the cost is not borne by the remaining customers.

The AER therefore considers it reasonable to define the meter provision services
classified as an alternative control service to include the replacement of an ETSA
Utilities” meter by that of another meter provider. The AER has included the
following definition in the direct control (alternative control) services section of
appendix A (clause A.5 and A.6) of this decision:

For the purposes of this clause, meter provision services include, but are not
necessarily limited to, any asset related and administrative costs associated
with the provision, installation, maintenance, and replacement of the meter
(including circumstances in which ETSA Utilities meter is replaced by that of
another meter provider).

The AER’s consideration of the proposed exit fee is in chapter 17 of this decision as
part of the weighted average price cap control mechanism for alternative control
services.

AGL and TRUenergy supported the AER’s classification of alternative control
metering services but requested the implementation of the decision be deferred. ETSA
Utilities also noted that the retailers had indicated that they were not in a position to
implement billing system changes by 1 July 2010.%° The alternative control metering
service classification was set out in the framework and approach for ETSA Utilities.*
The AER notes that a distribution determination is predicated on several constituent
decisions but there are no constituent decisions that relate to billing and settlement
matters.> The retailers concerns relate to practical issues associated with interactions
between a DNSP and network users. The AER considers that practical
implementation issues relating to billing and settlements are outside the scope of the
distribution determination.

The AER acknowledges AGL’s comments regarding a nationally consistent
framework and competitive environment for metering services. The AER stated that
in the absence of specific circumstances and varying levels of market maturity a
consistent classification of metering services across the NEM would be achievable.®
The AER notes that the Australian Energy Market Commission is currently

% NER, clause 6.2.2(c)(5).

% ETSA Utilities, email, Metering alternative control services, 23 February 2010.

%1 AER, Final decision, Framework and approach paper 2010-15: ETSA Utilities, November 2008.
%2 NER, clause 6.12.1.

¥ AER, Draft decision, SA draft distribution determination, November 2009, p. 16.




considering a rule change proposal in relation to the provision of metering data
services.*

2.4.2 Assigning customers to tariff classes

ECCSA'’s submission suggests that the AER has discretion and authority to review
and determine the nature of tariff classes as part of its distribution determination.
Clause 6.12.1 of the NER does not identify any constituent decisions that require the
AER to determine tariff classes or review tariff structures as part of the distribution
determination. Rather, in accordance with clause 6.12.1(17) of the NER the AER is
merely required to make ‘a decision on the procedures for assigning customers to
tariff classes, or re-assigning customers for one tariff class to another (including any
applicable restrictions).” This decision does not go to the nature of a tariff class and
consequently the AER cannot influence the determination of tariff classes under this
provision. Further, the pricing principles in clause 6.18.5 of the NER referred to by
ECCSA relate to the revenue to be recovered from tariff classes and are applicable at
the stage of reviewing a pricing proposal, not as part of the distribution determination.

2.5 AER conclusion

2.5.1 Classification of services

The AER has amended its classification of services to specify that the meter provision
services classified as an alternative control service could include an exit fee. The
AER’s distribution service classifications are set out in appendix A of this decision.

2.5.2 Assigning customers to tariff classes

The AER’s procedure for assigning and reassigning customers to tariff classes for
ETSA Utilities remains unchanged from the draft decision and is set out in
appendix B of this decision.®

2.6 AER decision

In accordance with clause 6.12.1(1) of the NER, the classification of services to apply
to ETSA Utilities is set out in appendix A of this decision.

In accordance with clause 6.12.1(17) of the NER, the procedures for assigning
customers to tariff classes or reassigning customers from one tariff class to another
are specified in appendix B of this decision.

¥ AEMC, Rule changes: Provision of metering data services and clarification of existing metrology

requirements; available at http://www.aemc.gov.au/Electricity/Rule-changes/Open.html.
The appendix has also been amended in three instances where the term tariff had been used instead
of tariff class.
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3  Arrangements for negotiation

A distribution determination imposes controls over the prices and revenues that
DNSPs can recover from the provision of direct control services. However, services
classified as negotiated distribution services do not have their terms and conditions
determined by the AER, but are subject to a process of negotiation and dispute
resolution.

Facilitating the negotiating process are two instruments:

1.  negotiated distribution service criteria (NDSC)—set out the criteria that DNSPs
are to apply in negotiating the terms and conditions (including price) of access
for negotiated distribution services. The AER also applies the NDSC in
resolving disputes regarding these terms and conditions.

2. negotiating framework—sets out the procedure to be followed during
negotiations between a DNSP and any person wishing to receive a negotiated
distribution service.

This chapter sets out the AER’s considerations and conclusions on the negotiating
framework and NDSC to apply to ETSA Utilities in the next regulatory control
period.

3.1 AERdraft decision

The NDSC applying to ETSA Utilities for the next regulatory control period was in
appendix C of the draft decision.

The AER did not approve the negotiating framework proposed by ETSA Utilities.*
The AER required amendments to ETSA Utilities” negotiating framework as set out
in appendix D of the draft decision.

Further, while not requiring specific amendment, the AER stated in the draft decision
that publication of a price list by ETSA Utilities is to be undertaken outside of the
negotiating framework and should be expressed to be indicative only. The AER
considered that a set list of prices is inconsistent with the notion that negotiated
distribution services are by definition negotiable.®’

The AER considered that regardless of how certain negotiated distribution services
are grouped in ETSA Utilities” negotiating framework, the provisions of the
negotiating framework must meet the minimum requirements provided under clause
6.7.5(c) of the NER for all negotiated distribution services.*®

% AER, Draft decision, SA draft distribution determination, November 2009, p. 41.
¥ AER, Draft decision, SA draft distribution determination, November 2009, p. 41.
% AER, Draft decision, SA draft distribution determination, November 2009, p. 36.
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3.2 Revised regulatory proposal

3.2.1 Negotiated distribution service criteria

ETSA Utilities noted the AER’s NDSC as set out in the draft decision and
incorporated it into its revised proposed negotiating framework.*

3.2.2 Negotiating framework

ETSA Utilities submitted a revised negotiating framework which included a number
of modifications.*® Broadly, the revised negotiating framework maintained the
approach of categorising services into two groups and structuring the negotiating
framework around these groups. However, for one of these groups — price list
services, the price list is expressed as being indicative only. Further, ETSA Utilities
removed the pricing principles and connections arrangements adapted from chapter 3
of the South Australian Electricity Distribution Code (EDC).** The complete list of
amendments made in response to the draft decision is provided in ETSA Utilities
revised regulatory proposal.*?

ETSA Utilities stated these amendments will significantly impact on the resources
required to negotiate the provision of negotiated distribution services, particularly
with regard to new and non-standard or upgraded connection services. ETSA Ultilities
stated it has previously employed a more prescriptive regime, under which prices
were either fixed for high volume low cost distribution services, through a price list,
or determined in accordance with chapter 3 of the EDC. ETSA Utilities stated the
previous arrangement required little administrative effort in negotiating the
charge/price for such services.®

ETSA Utilities stated additional capex is required to fund the increased resources
required to negotiate these distribution services under the negotiating framework

employed under the NER. It proposed $1.2 million ($2008) per annum in forecast
capex, equal to approximately 13 full time equivalent staff members.*

ETSA Utilities stated the SA Government was proposing a derogation from the NER,
to continue the application of chapter 3 of the EDC. ETSA Ultilities also stated that
while the form of the derogation was uncertain at the time of submitting its revised
regulatory proposal, it understood that the derogation would only impact on new and
upgraded connections, and even with the derogation in effect, it would still require
additional resources under the revised negotiating framework.*

39
40

ETSA Utilities, Revised regulatory proposal, January 2010, p. 26.

ETSA Utilities, Revised regulatory proposal, January 2010, attachment B.1.
*1 ESCOSA, Electricity Distribution Code, December 2005, chapter 3.

%2 ETSA Utilities, Revised regulatory proposal, January 2010, p. 29.

** ETSA Utilities, Revised regulatory proposal, January 2010, p. 28.

“  ETSA Utilities, Revised regulatory proposal, January 2010, p. 28.

** ETSA Utilities, Revised regulatory proposal, January 2010, p. 28.
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3.3 Submissions

The AER received submissions from the Trans Tasman Energy Group (TTEG) and
the South Australian Minister for Energy (SA Energy Minister) on ETSA Utilities’
revised negotiating framework.

TTEG

The TTEG supported the draft decision but submitted that there were anomalies in the
subsequent revised negotiating framework.“® It proposed a number of amendments to
ETSA Utilities’ revised negotiating framework, including:*’

= the determination of terms and conditions (including price) for negotiated
distribution services by ETSA Utilities, particularly those to be offered via an
indicative price list

= arrangements for handling of commercial information

= arrangements for fees associated with processing applications
= gpecification and grouping of negotiated distribution services
= dispute progression

= determining timeframes for applications

= editorial matters.

SA Minister for Energy

The SA Energy Minister submitted that the AER’s approach to ETSA Utilities’
negotiating framework would result in key consumer protections regarding network
connections and charges being removed. Further, he stated the fee of $2750 for any
person notifying the AER of an access dispute is a backward step from current
practices undertaken in South Australia by ESCOSA.*®

The SA Energy Minister further stated he will seek approval from the Ministerial
Council on Energy (MCE) to have this fee waived for small to medium sized
consumers and bring it in line with the National Gas Law and Regulations which do
not require small customers to pay a fee for notification of a gas access dispute.*®

3.4 Issues and AER considerations

3.4.1 Negotiated distribution service criteria

The AER notes that ETSA Utilities accepted the draft decision on the NDSC and
incorporated these into its negotiating framework.

*  TTEG, Submission to the AER in response to ETSA Ultilities’ revised regulatory proposal,

February 2010, p. 1.
" TTEG, Submission to the AER, February 2010, pp. 1-6.
8 SA Energy Minister, Submission, 15 February 2010, p. 2.
“SA Energy Minister, Submission, 15 February 2010, p. 2.
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3.4.2 Revised negotiating framework

The AER has considered ETSA Utilities’ revised negotiating framework to ensure
that it complies with clauses 6.7.5(a) and 6.7.5(c) of the NER. Consistent with the
draft decision, ETSA Utilities:

= removed the pricing principles included in the original negotiating framework
= referenced the NDSC as the basis upon which prices/charges are determined

= removed the connections arrangements adapted from chapter 3 of the EDC.*°

The AER notes TTEG queried how prices for price list services (and all negotiated
distribution services) were to be derived. The AER notes that ETSA Utilities has in its
‘provisions applicable to all negotiated distribution services’ provided that the charges
for negotiated distribution services are in compliance with the NDSC as well as ETSA
Utilities’ cost allocation method. Further, all references to price list services in the
revised negotiating framework have been expressed to be indicative only.

The AER does not consider that further amendments are required in relation to the
derivation of the terms and conditions, including price for negotiated distribution
services, irrespective of the service being included in the indicative price list.
However, the AER reiterates its position that all negotiated distribution services are
by definition negotiable and their terms and conditions (including price) are to be
consistent with the NDSC. While the AER has no objection to ETSA Utilities
grouping certain services as ‘indicative price list services’, in this decision the AER is
not providing an ex—ante assessment or approval of the actual prices that may be
offered via such a list. The AER will make an assessment of the actual prices in the
event that a customer raises a dispute under Part 10 of the NEL and Part L of the
NER. One of the key considerations in assessing the terms and conditions (including
price) of a disputed service offering will be its compliance with the NDSC.

Finally, the AER notes that ETSA Utilities has tried to address the minimum
requirements set out in clause 6.7.5(c) of the NER for all negotiating distribution
services, including ‘indicative price list services’. However, the AER considers
further amendments are required.

NER clause 6.7.5(c)(2) — commercial information provision

ETSA Utilities attempted to address clause 6.7.5(c) of the NER in Part C of its
negotiating framework. The ‘timetable for indicative price list services’ in table 3
seeks to set out that a service application must include commercial information
required by ETSA Ultilities to enable it to make an offer to the applicant. The AER
agrees with TTEG, that the information required must be that which is ‘reasonably’
required by ETSA Utilities to make an offer.”* The AER considers that table 3 of
ETSA Utilities” negotiating framework should be amended to include this
requirement to ensure compliance with clause 6.7.5(c)(2) of the NER.

0 Chapter 3 of the EDC concerned connections requiring network extension and/or augmentation.

> TTEG, Submission to the AER, February 2010, p. 4.
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NER clause 6.7.5(c)(7) — application processing expenses

ETSA Utilities attempted to address clause 6.7.5(c)(7) of the NER in Part B of its
negotiating framework. Section 16 seeks to set out arrangements for payment of fees
associated with costs incurred by ETSA Utilities in processing an application for a
negotiated distribution service. TTEG submitted that it is unclear whether a further
application fee would be applied if an application was resumed following a
suspension of negotiations.>* ETSA Utilities confirmed that an application is not
terminated unless notified in accordance with clause 17 of the negotiating framework
(‘termination of negotiations’) and that no new application fee is required after
negotiations have been suspended.>® The AER considers that section 16 of ETSA
Utilities negotiating framework should be amended to clarify this matter to ensure
compliance with clause 6.7.5(c)(7) of the NER.**

NER clause 6.7.5(c)(6) — dispute resolution

ETSA Utilities attempted to address clause 6.7.5(c)(6) of the NER in various sections
of its negotiating framework. As submitted by TTEG, to ensure consistency with
clause 6.7.5(c)(6) all references to dispute resolution need to provide that disputes will
be dealt with in accordance with the relevant provisions of the NEL as well as the
NER. The AER considers that clause E of the ‘preamble’ section of ETSA Utilities
negotiating framework should to be amended to this effect to ensure compliance with
clause 6.7.5(c)(6) of the NER.

Other issues raised in submissions

TTEG proposed that should a service applicant and a DNSP be involved in a dispute
regarding the provision of a negotiated distribution service, the service should still be
provided at the DNSP’s proposed price while the dispute is being resolved. TTEG
was concerned that if ETSA Utilities simply suspended negotiations and this did not
occur, then, it might in effect ‘force’ the service applicant to accept the offering.
The AER notes that section 14 of ETSA Utilities’ revised negotiating framework sets
out a number of situations in which negotiations would be suspended. These relate to
situations in which negotiating parties do not comply with the negotiating framework
as required under clause 6.7.5(¢) of the NER, or situations in which a dispute has been
notified to the AER. TTEG’s proposal goes beyond the matters set out in section 14 of
ETSA Utilities” negotiating framework. The AER considers that TTEG’s proposal
can be considered either by the negotiating parties when a dispute arises or by the
AER in undertaking its dispute resolution responsibilities.

TTEG’s submission also highlighted a number of editorial issues concerning ETSA
Utilities’ revised negotiating framework. These concern cross referencing within the
negotiating framework, and clarifying that clause 14.1(b), which refers to the

2 TTEG, Submission to the AER, February 2010, p. 4.

® ETSA Utilities, email to the AER — ETSA Utilities revised negotiating framework, 23 March 2010.
> ETSA Utilities has advised the AER as to the appropriate wording for this amendments.

®  TTEG, Submission to the AER, February 2010, pp. 3-4.
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timeframe for the provision of commercial information requested by ETSA Utilities,

should have a timeframe of 10 days ‘or as otherwise agreed between the parties’.*®

Further, while not requiring amendment, the following clarifications in regard to
specific clauses of ETSA Utilities’ revised negotiating framework are noted by the
AER in response to TTEG’s submission:

= clause 27 allows for an email to be an acceptable form for a notice, consent,
information, application or request

= clause 6.4 permits a service applicant to forward commercial information
provided by ETSA Utilities on to their professional advisors if these advisors
comply with the confidentiality requirements

= clause 21.1(b) allows for negotiating parties by agreement to extend the time
period specified in Table 3 of the negotiating framework.

In summary, the AER has assessed ETSA Utilities’ revised negotiating framework
and the matters raised by TTEG and considers that to ensure consistency with the
requirements set out in Part D of the NER, three further amendments are required:

= commercial information provision
= application processing expenses
= dispute resolution.

3.4.3 Customer connections arrangements

The AER notes that in the current regulatory control period ESCOSA is responsible
for administering the charging regime for connections requiring network extension,
modification or augmentation, through specific provisions in the EDC and its
accompanying Guideline 13.>" While ESCOSA currently administers this regime via
a jurisdictional derogation in clause 9.29.2 of the NER, the derogation expires on 1
July 2010. The MCE is currently developing a National Energy Customer Framework
(NECF) which will include a national framework for electricity distribution network
connection and capital contribution arrangements, but is not anticipated to be
introduced by 30 June 2010.%®

However, as the NECF is some way off implementation, the AER understands the SA
Government is concerned that if chapter 3 of the EDC ceased operation, the AER
would regulate distribution network connections solely in accordance with provisions
of the NER (in particular chapters 5 and 6). The SA Government considered that the

% The AER drew these editorial matters to the attention of ETSA Utilities who agreed that the

corrections should be made. These corrections are set out in section 3.5 of this decision. ETSA

Utilities, email to the AER — ETSA Utilities revised negotiating framework, 23 March 2010.

Electricity industry guideline 13 elaborates on the application of specific provisions of chapter 3 of

the EDC.

% MCE, Communigue, 20 April 2010, accessible at:
www.ret.gov.au/documents/mce/quicklinks/bulletins.html.
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NER currently lacks a number of significant regulatory requirements that are
contained in the EDC to protect consumer interests. In particular, the EDC contains
specific provisions for calculating customer contributions for establishing new or
modifying existing connections that require network extensions or augmentations.

ETSA Utilities sought to replicate the provisions of chapter 3 of the EDC in its
proposed negotiating framework. The draft decision did not approve these inclusions
as they were not consistent with the purpose of the negotiating framework set out in
clause 6.7.5(a) of the NER.

Since publication of the draft decision and submission of ETSA Utilities revised
regulatory proposal, the SA Government sought a rule change to continue the
operation of the current connections arrangements. The rule change proposal provides
that:

= the charging regime set out in sections 3.3 to 3.11 of chapter 3 of the EDC and the
accompanying Guideline 13 would be extended via a derogation

= the derogation would be for the period of 1 July 2010 to 30 June 2015, or until
such a time as the NECF is operational in SA

= responsibility for administering the provisions in these sections would be
transferred from ESCOSA to the AER

= the AER would have a level of discretion in carrying out these provisions similar
to that of ESCOSA, with the exception of the unit cost of augmentation
‘f” variable which would be fixed at $135 and indexed

= the transferred provisions of chapter 3 of the EDC and guideline 13 would take
precedence over any potentially conflicting provisions in the NDSC or negotiating
framework.

The derogation has been proposed as a non—controversial rule change in accordance
with section 96 of the NEL and is therefore being assessed via the expedited process
set out in the NEL.> At the time of the AER’s decision, the rule change is yet to be
made by the AEMC. Should it be implemented, the AER notes that negotiated
distribution services would continue to be provided in accordance with the NDSC,
negotiating framework and other aspects of the NER. However, services associated
with connections requiring network extension/augmentation would be provided
subject to the provisions in chapter 3 of the EDC and these provisions would be
implemented by the AER. The AER considers that the EDC regime for such
connection services, if continued via the derogation, would provide certainty for
businesses and customers wishing to connect to the electricity distribution network as
the existing arrangement would continue until the NECF is implemented.

*®  AEMC, Consultation on SA jurisdictional derogation (connections charging), 18 March 2010,

accessible at: http://www.aemc.gov.au/News/Whats-New/Consultation-on-SA-Jurisdictional-
Derogation-Connections-Charging.html.
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3.4.4 Negotiation capex proposal

ETSA Utilities proposed an additional $6 million in capex for the next regulatory
control period to accommodate a need for increased resources to negotiate distribution
services under the negotiating framework arrangement. In support of its proposal, it
stated that in the current regulatory control period prices are either fixed through its
price list or determined in accordance with chapter 3 of the EDC.

The AER notes that ETSA Utilities’ proposed additional capex requirements related
to negotiated distribution services. In order for capex to be included in the AER’s
building block determination such capex must relate to standard control services.
ETSA Utilities” proposed additional capex does not relate to standard control services
and the NER does not require the AER to approve regulated revenues for negotiated
distribution services. The proposed $6 million has been removed from ETSA Utilities
forecast capex.®

3.5 AER conclusion

Negotiated distribution service criteria

The AER considers that the NDSC are consistent and give effect to the negotiated
distribution service principles in clause 6.7.1 of the NER. The NDSC applying to
ETSA Utilities for the next regulatory control period are unchanged from the draft
decision and are set out in appendix C of this decision.

Negotiating framework

In accordance with clause 6.12.3(g) of the NER, the AER does not approve the
revised negotiating framework proposed by ETSA Utilities as it does not comply with
the requirements of Part D of the NER.

Consistent with clause 6.12.3(h)(2) of the NER, the AER considers that further
amendments to ETSA Utilities’ negotiating framework are necessary to enable it to be
approved in accordance with the NER. The required amendments are as follows:

1. amendment to table 3 — timetable for indicative price list services to capture
clause 6.7.5(c)(2) of the NER, by providing that commercial information is to be
as ‘reasonably’ required by ETSA Utilities to enable it to make an offer to the
applicant.

2. amendment to section 16 — payment of ETSA Utilities’ application fee. To
address clause 6.7.5(c)(7) of the NER, section 16 needs to adequately clarify the
arrangements for payment of application processing expenses. A footnote needs
to be added to clarify that no new application fee is required after negotiations
have been suspended.

3. amendment to clause E — Preamble to address clause 6.7.5(c)(6) by noting that
disputes are to be dealt with in accordance with the relevant dispute provisions
of the NEL as well as the NER.

% The AER’s decision on this proposal is set out in section 7.4.5 of this decision.
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The AER has amended ETSA Utilities revised negotiating framework in accordance
with these requirements and the amended negotiating framework is at appendix D of
this decision.

Further, while not specifically required under the NER, the AER notes that ETSA
Utilities has agreed to undertake a number of editorial amendments to its revised
negotiating framework arising from matters identified by TTEG’s submission.®
These include the following:

= point G in the Preamble section should reference figure 1

= clause 3.4 should crossreference clause 20

= table 2 — Event C should crossreference clauses 13 and 16

= clause 18.1(d) should crossreference clause 24

= table 3 - Event C should crossreference clauses 23 and 25

= clause 14.1(b) — which refers to the timeframe for the provision of commercial

information requested by ETSA Utilities — should have a timeframe of 10 days ‘or
as otherwise agreed between the parties’.

3.6 AER decision

In accordance with clause 6.12.1(15) of the NER, the AER does not approve ETSA
Utilities’ revised negotiating framework and the amended negotiating framework set
out in appendix D to this decision will apply to ETSA Utilities for the next regulatory
control period.

In accordance with clause 6.12.1(16) of the NER, the NDSC to apply to ETSA
Utilities for the next regulatory control period are set out in appendix C of this
decision.

1 ETSA Utilities, Email to the AER — ETSA Utilities revised negotiating framework, 23 March 2010.
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4 Control mechanism for standard control
services

A distribution determination imposes controls over the prices, and revenues, that
DNSPs may recover from providing direct control services. Direct control services are
classified as either standard control services or alternative control services.

The AER published a framework and approach setting out the control mechanisms it
proposes to apply to direct control services provided by ETSA Utilities during the
next regulatory control period.®? For ETSA Utilities’ standard control services this
mechanism is a weighted average price cap (WAPC). This chapter discusses how this
mechanism will be applied and sets out how the AER will determine compliance with
the mechanism during the next regulatory control period.

4.1 AER draft decision

The AER accepted ETSA Utilities’ proposal that a WAPC be applied to its standard
control services for the next regulatory control period. The AER did not accept ETSA
Utilities” proposal to forecast an amount for transitional factors as a building block
component rather than an annual adjustment.®®

The AER accepted ETSA Utilities’ proposal to recover transmission use of system
(TUOS) costs in a manner consistent with the approach used by the NSW DNSPs.
The AER did not accept ETSA Utilities’ proposal for a within period interest charge
on TUOS payments.®

No submissions were received concerning the operation of the control mechanisms
for ETSA Utilities’ standard control services.
4.2 Revised regulatory proposal

ETSA Utilities proposed three changes from the control mechanism set out in the
draft decision:®

= the retention of the (1+Dy) term in the WAPC and side constraint formulas, to
accommodate any forgone revenue adjustment under Part B of the demand
management incentive scheme (DMIS)

= the tariff classes applicable to the side constraint formula
® amechanism to recover working capital, to fund TUOS payments.

4.2.1 Retention of the (1+Dy) term

ETSA Utilities did not agree with the removal of the (1+Dy) term from the WAPC and
side constraints formulas in the draft decision. ETSA Utilities argued that, while the

62 AER, Final decision, Framework and approach paper, ETSA Utilities 2010-15, November 2008.
8 AER, Draft decision, SA draft distribution determination, November 2009, p. 46.

AER, Draft decision, SA draft distribution determination, November 2009, p. 49.

% ETSA Utilities, Revised regulatory proposal, January 2010, p. 33.

20



demand management innovation allowance (DMIA) has been included as an
adjustment to ETSA Utilities’ opex, any forgone revenue adjustment under Part B of
the DMIS needs to be accommodated using this term.®

ETSA Utilities stated that it:®’

can see no reason that the (1+Dy) term should not be retained and applied to
the approved foregone [sic] revenue adjustment that occurs over the period. If
such an adjustment is not made in the following year in which it occurs, it is a
further disincentive to undertake demand management projects, especially
early in the regulatory period. This is consistent with the AER’s express
intention in the Framework and approach paper that recovery of any revenue
foregone [sic] as a result of the implementation of demand management
projects or programs approved under the DMIS in Part A takes place within
the regulatory control period in which the scheme applies.

In addition, ETSA Utilities proposed that the recognition of forgone revenue should
not be limited to demand management projects under the DMIS, but should be
extended to forgone revenue associated with any demand management project, which
is undertaken during the next regulatory control period. ETSA Utilities stated that
recognition of forgone revenue associated with all demand management projects is
essential to overcome the inherent barrier against such projects.®®

4.2.2 Tariff classes used in the assessment of side constraints

ETSA Utilities accepted the draft decision that “variable” metering services should not
be classified as standard control services. As a consequence, ETSA Ultilities revised
the tariff classes nominated in its regulatory proposal. The revised tariff classes
proposed by ETSA Utilities for assessing compliance with the side constraints are:®

® major business

= high voltage business

= Jow voltage business (including unmetered supplies)
= residential.

4.2.3 Recovery of TUOS payments

ETSA Utilities did not agree with the draft decision to not provide a within period
interest charge on TUOS payments. ETSA Utilities argued that it is obliged to make
payments on a monthly basis to ElectraNet and others in respect of TUOS and
avoided TUOS charges before recouping these funds from customers over the ensuing
four months. ETSA Utilities stated there was approximately 28 days between the
payment and receipt of these amounts. ™

66
67
68
69
70

ETSA Utilities, Revised regulatory proposal, January 2010, p. 38.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 38.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 38.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 39.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 37.
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ETSA Utilities stated that it is obliged to maintain working capital to finance the early
payment of TUOS charges on a continuous basis. It asserted that ‘the necessity of
working capital for business operations is recognised in other aspects of the regulatory
revenue modelling’. ETSA Utilities stated that the draft decision to not permit a
working capital allowance for the within period financing of TUOS payments is
inconsistent with the following:"*

= auniversally accepted economic principle that the time value of
money should be recognised,;

= the objective of the National Electricity Law, which is to ‘encourage
efficient investment in ... electricity services for the long-term
interests of consumers’. This involuntary investment generates a
negative return, since its value decreases with the passage of time
between payment and receipt, and thus is not an efficient investment;

= other provisions made by the AER in the PTRM concerning the time
value of money, for example in the recognition of capital
expenditure occurring throughout a financial year, in accordance
with clause 6.4.2 of the Rules;

= the provision proposed to be made by the AER concerning the
treatment of interest on opening balance of the TUoS overs and
unders account; and

= the provisions of the 2005-2010 electricity distribution price
determination (EDPD), where this financing cost was recognised by
ESCoSA and formed part of the ETSA Utilities’ revenue allowance.

ETSA Utilities noted that no alternative provision is made elsewhere in the AER’s
modelling for the working capital to cover TUOS financing costs. ETSA Utilities
reiterated its proposal that the within period financing of TUOS payments should be
factored into the TUOS under and over recovery calculation.”

4.3 Issues and AER considerations

4.3.1 Retention of the (1+Dy) term

In the draft decision, the AER dropped the (1+Dy) term from the WAPC and side
constraints formulae on the basis that this term will not be needed during the next
regulatory control period. However, ETSA Utilities proposed to retain the (1+Dy)
term, arguing that according to the framework and approach, forgone revenue
adjustments were intended to be made during the next regulatory control period.”

The AER notes during the development of the DMIS, its intention was always that the
assessment of whether ETSA Utilities had suffered any forgone revenue due to a
demand management initiative would be undertaken on an annual basis. However, the
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ETSA Utilities, Revised regulatory proposal, January 2010, p. 37.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 37.
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compensation for any such forgone revenues was to be made in the 2015-20
regulatory control period. In this regard, the DMIS clearly stated:"*

Approved forgone revenue will be returned to the DNSP in a single
adjustment in the second regulatory year of the subsequent regulatory control
period, at the same time as any adjustment under part A.

The AER notes that no change to this position was discussed in the framework and
approach referred to by ETSA Utilities, although the AER’s position in that paper
may not have been quite so clearly stated.”

As noted in the draft decision, the AER recognised that the (1+Dy) term would be
needed for the 2015—20 regulatory control period.”® Accordingly, the AER has
reinstated the (1+Dy) term in the WAPC and side constraint formulae but, based on the
DMIS, will treat the Dy term as zero for the next regulatory control period.

The AER’s response regarding the scope of the forgone revenue adjustment is
discussed in chapter 14 of this decision.

4.3.2 The ESCOSA’s demand management allowance

In the draft decision, the AER decided that there would be an adjustment in relation to
the demand management allowance approved by ESCOSA for the current regulatory
control period. That is, any unspent funds would be returned to customers as part of
the distribution determination.”” ETSA Utilities accepted the draft decision but not the
AER’s rationale, suggesting that there is no legal basis upon which an adjustment
could be made. This view was also shared by ESCOSA."®

The AER understands that ESCOSA has now signalled its intent to amend ETSA
Utilities’ distribution licence and impose an obligation upon it to undertake a specific
demand management project to account for any unspent funds.” The scope and
timing of the project, believed to be related to advanced metering systems with direct
load control capabilities, will be agreed between ESCOSA and ETSA Utilities. The
demand management project will be assessed and approved by ESCOSA and has no
bearing upon the AER’s distribution determination for ETSA Utilities. Reference to
an adjustment in relation to ESCOSA’s demand management allowance has therefore
been removed from the definition of the EDPD; term in the WAPC and side
constraints formulae.

4.3.3 Tariff classes used in the assessment of side constraints

The AER accepts ETSA Utilities’ proposed tariff classes as set out in its revised
regulatory proposal. The classification of metering services, which lead to the revision
of tariff classes, is discussed in chapter 2 of this decision.

™ AER, Demand Management Incentive Scheme: Energex, Ergon Energy and ETSA Utilities

2010-15, October 2008, p. 11.

™ AER, Final decision, Framework and approach paper: ETSA Utilities 2010-15, November 2008,
pp. 95-96.

®  AER, Draft decision, SA draft distribution determination, November 2009, p. 52.

" AER, Draft decision, SA draft distribution determination, November 2009, p. 51.

® ESCOSA, email to the AER, 20 January 2010.

" ESCOSA, email to the AER, 20 January 2010.
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4.3.4 Application of the side constraints

The AER considers the side constraints contained in this decision do not apply for the
first year of the next regulatory control period. This issue was not discussed in the
draft decision but reflects the application of side constraints for the approval of prices
of the NSW and ACT DNSPs for the first year of their current regulatory control
period.®’ The AER considers clause 6.18.6(b) of the NER has the effect of preventing
the side constraints from applying between the regulatory control periods.
Accordingly, the prices for 2009-10 cannot be used a basis for applying the side
constraints. The side constraint formula set out in section 4.5 is intended to first apply
to the prices for 2011-12, when these prices will be compared against the prices for
2010-11.

4.3.5 Recovery of TUOS payments

ETSA Utilities reiterated its proposal for an interest charge on TUOS payments made
to ElectraNet due to a perceived cash flow disadvantage in the timing of recovery of
TUQOS payments. ETSA Utilities provided information to show when a typical
month’s TUOS is paid to the TNSP and when this amount is recovered from
customers.®! It shows that for any single month there will be a delay between receipt
and payment of TUOS charges. The AER does not dispute this observation for a
single month. However, the AER considers that ETSA Utilities has failed to consider
the overlapping effect of TUOS receipts and payments from all months over time.

The AER’s position in the draft decision was that any cash flow disadvantage ETSA
Utilities may have faced would have been “a one-off effect’ which would have
occurred when ETSA Utilities first began operating in the NEM.? The AER
considers that this position is still valid and the example in table 4.1 demonstrates this
one-off effect.

Table 4.1: Example of cash flow timing of TUOS payments and receipts ($, 000)

Month 1 2 3 4 5
Payments to transmission service provider 1000 1005 990 1000 995
Receipts from customers 0 1000 1005 990 1000
Difference in cash flow for the month -1000 -5 15 -10 5

In the example, it has been assumed that TUOS is paid in full by the DNSP in the
month the transmission services are provided, while payment from customers is
received in full by the DNSP one month later. Consistent with ETSA Utilities’
argument, table 4.1 illustrates that the DNSP could suffer a significant cash flow

8 AER, Final decision, New South Wales distribution determination 2009-10 to 2013-14, 28 April
2009, pp. 63-64; and AER, Final decision, Australian Capital Territory distribution determination
2009-10 to 2013-14, 28 April 2009, pp. 19-20.

ETSA Utilities, Revised regulatory proposal, January 2010, attachment C.1, figure 2.

%  AER, Draft decision, SA draft distribution determination, November 2009, p. 52.
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disadvantage in month one (this is the one-off effect referred to by the AER in its
draft decision).

After this initial month, however, it is not apparent that the DNSP will face a bias
towards further negative cash flow outcomes due to the timing of TUOS payments
and receipts. Indeed, some months could be cash flow positive (as illustrated in

table 4.1 for months three and five). ETSA Utilities provided no evidence to suggest a
particular trend in this regard. The cash flow effects for these subsequent months are
also likely to be relatively insignificant compared to that implied by looking simply at
the first month (that is, month one) as ETSA Utilities has done. In addition, the AER
notes that the effect observed in month one does not suddenly resurface when the
business reaches month 13 (that is, next year) as the DNSP continues to receive
TUOS payments from customer for services provided in the previous year.

The AER considers that its position in the draft decision is not inconsistent with the
interest charge on the opening balance of the TUOS unders and overs account, or ‘a
universally accepted economic principle that the time value of money should be
recognised’, as ETSA Ultilities asserted. The interest charged on the opening balance
of the TUOS unders and over account is a year—on-year adjustment for the time value
of money, whereas ETSA Utilities’” proposal is for a general working capital
allowance on TUOS payments during the year, regardless of the particular timing of
actual cash flows.

The AER notes that ESCOSA’s approach to TUOS under/over recoveries did not
account for the time value of money. ETSA Utilities’” claim that financing costs were
recognised by ESCOSA appears to be in relation to a general working capital
allowance, rather than a specific allowance in relation to TUOS payments. ESCOSA’s
working capital allowance reflected the particular building block approach it adopted
at the time, rather than the building block approach under the NER.

The AER does not agree with ETSA Utilities that its position in the draft decision is
inconsistent with the objectives of the NEL. The AER considers that there is no
systematic cash flow disadvantage currently faced by ETSA Utilities in relation to the
timing of TUOS payments and receipts.

Based on the above considerations, the AER rejects ETSA Utilities” proposal for an
additional interest charge on its TUOS payments for cash flow timing issues.

4.4 AER conclusion

As part of its pricing proposal, ETSA Utilities must submit to the AER proposed
tariffs and charging parameters which correspond to the price terms contained in the
WAPC and side constraint equations set out below. Each of the relevant percentage
factors (for example, CPI;) must be rounded to two decimal places before being
applied in the WAPC and side constraints formulas.

4.4.1 Weighted average price cap

The WAPC formula to apply to ETSA Utilities for the next regulatory control period
is:
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Where:

ETSA Utilities has “n’ distribution tariffs, which each have up to ‘m’ distribution
tariff components, and where:

regulatory year t is the regulatory year in respect of which the calculation is
being made

regulatory year t-1 is the regulatory year immediately preceding regulatory year
t

regulatory year t-2 is the regulatory year immediately preceding regulatory year
t-1

p. isthe proposed distribution tariff for component j of distribution tariff i in
regulatory year t

Py is the distribution tariff being charged in regulatory year t-1 for component
j of distribution tariff i

qc, isthe quantity of component j of distribution tariff i that was delivered in
regulatory year t-2

X is the allowed real change in average prices from year t-1 to year t of the
regulatory control period as determined by the AER

St is the service target performance incentive scheme factor to be applied in
regulatory year t

D is the demand management incentive scheme factor to be applied in
regulatory year t, which is set equal to zero for each year of the next regulatory
control period

U, is the undergrounding factor to be applied in regulatory year t

EDPD; is the EDPD transition factor for regulatory year t. It is a carryover of
adjustments made in the 2005-2010 EDPD comprising the previous K, Q, PU
and SI factor adjustments

passthrough; is the change in approved pass through amounts, expressed in
percentage form, with respect to regulatory year t as compared to regulatory year
t—1, as determined by the AER

CPlI is the annual percentage change in the Australian Bureau of Statistics
(ABS) Consumer Price Index All Groups, Weighted Average of Eight Capital
Cities from March in regulatory year t-2 to March in regulatory year t-1.
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4.4.2 Side constraints

The side constraints formula to apply to ETSA Utilities for the next regulatory control
period is:

Zm:dtj XQtj—z
(L+CPI)x(1-X,)x(@+S,)x(@+D,)x(L+U,)x L+ EDPD,)x (1 +2%) £ ( passthrough,) > -
Zdtj—l thj-z
j=1

Where each tariff class ‘j” has up to “‘m’ components, and where:

d! isthe proposed price for component j of the tariff class for year t

dl; is the price charged by the DNSP for component j of the tariff class in year
t-1

q., is the audited quantity of component j of the tariff class that was charged by
the DNSP in year t-2

X is the allowed real change in average prices from year t-1 to year t of the
regulatory control period as determined by the AER. If X>0, then X will be set
equal to zero for the purposes of the side constraint formula

St is the Service Target Performance Incentive Scheme factor to be applied in
regulatory year t

D is the Demand Management Incentive Scheme factor to be applied in
regulatory year t, which is set equal to zero for each year of the next regulatory
control period

U is the undergrounding factor to be applied in regulatory year t

EDPD; is the EDPD transition factor for regulatory year t. It is a carryover of
adjustments made in the 2005-2010 EDPD comprising the previous K, Q, PU
and Sl factor adjustments

passthrough; is the change in approved pass through amounts, expressed in
percentage form, with respect to regulatory year t as compared to regulatory year
t—1, as determined by the AER

CPlI is the annual percentage change in the ABS Consumer Price Index All
Groups, Weighted Average of Eight Capital Cities from March in regulatory
year t—2 to March in regulatory year t-1.

In addition, ETSA Utilities can not raise the fixed supply charge for small customers
by more than $10 per annum during the next regulatory control period.
4.4.3 Ring fencing and compliance monitoring

Clause 9.29.7 of the NER states that on the AER’s assumption of responsibility for
the economic regulation of distribution services in South Australia, the guidelines
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Operational Ring—fencing Requirements for the SA Electricity Supply Industry:
Electricity Industry Guideline No. 9, dated June 2003 will be taken to be distribution
ring—fencing guidelines issued by the AER under clause 6.17 of the NER (ring—
fencing guideline). The ring—fencing guideline will therefore be regarded as the
AER’s ring fencing guideline for South Australia.

The ring—fencing guideline sets out specific requirements in regard to separation of
licensed entities, definition of related businesses, compliance procedures, information
flows to related businesses, ring fencing waivers and procedures for revising the
guidelines. Cost allocation methods prepared by ETSA Ultilities that are to be applied
in the next regulatory control period were approved by the AER in February 2009.%

To the extent that ESCOSA’s reporting guideline does not cover additional matters
addressed in this decision, such as the incentive schemes discussed in chapters 12, 13
and 14, appendix L of this decision sets out reporting requirements. Appendix L
should be read in conjunction with ESCOSA’s Electricity Industry Guideline No. 4,
Compliance Systems and Reporting.

45 AER decision

In accordance with clause 6.12.1(11) of the NER, the control mechanism for standard
control services provided by ETSA Utilities is a weighted average price cap. The
applicable weighted average price cap and side constraint formulae are set out in
section 4.4 of this decision.

In accordance with clause 6.12.1(13) of the NER, ETSA Utilities must demonstrate
compliance with the control mechanism for standard control services in accordance
with appendices E and F of this decision.

In accordance with clause 6.12.1(19) of the NER, ETSA Utilities must submit, as part
of its annual pricing proposal, a record of the amount of revenues recovered from
TUOS charges and associated payments in accordance with appendix F of this
decision.

8 ETSA Utilities, Cost allocation method, September 2009.

28



5 Opening regulatory asset base

This chapter sets out the method used by the AER to determine the closing regulatory
asset base (RAB) for ETSA Utilities for the current regulatory control period. The
closing RAB for the current regulatory control period becomes the opening RAB for
the next regulatory control period and is used to calculate the annual building block
revenue requirements.

5.1 AER draft decision

The AER did not approve the inclusion of ETSA Utilities’ proposed easement
revaluation and the reinstatement of capital contributions removed by ESCOSA in the
roll forward of the opening RAB.%

Metering assets associated with alternative control services were also removed from
ETSA Utilities’ RAB for standard control services.®

The RAB roll forward calculations for ETSA Utilities are set out in table 5.1 and
provided for an opening RAB of $2768 million for standard control services for the
next regulatory control period (as at 1 July 2010).

Table 5.1: AER draft conclusion on ETSA Utilities” opening RAB ($m, nominal)

200506 200607  2007-08 2008-09 2009-10

Opening RAB 2501.8 2590.2 2625.7 2698.2 2770.1
Actual _net capex (adjusted for act_ual CPI 149.4 1225 119.9 176.5 193.2
and weighted average cost of capital)

Regulatory depreciation (adjusted for 610 871 474 1046 _111.9
actual CPI)

Closing RAB 2590.2 2625.7 2698.2 2770.1 2851.4
Difference between actual and forecast 03
capex for 2004-05 '
Return on difference -0.2
Removal of metering assets -82.6
Opening RAB at 1 July 2010 2768.4

Source: AER, Draft decision, SA draft distribution determination, November 2009, p. 73.

No submissions were received on the opening RAB for ETSA Utilities.

8 AER, Draft decision, SA draft distribution determination, November 2009, pp. 69-70.
% AER, Draft decision, SA draft distribution determination, November 2009, p. 70.

29



5.2 Revised regulatory proposal

ETSA Utilities proposed a revised opening RAB of $2903.0 million as at 1 July 2010,
$134.7 million greater than allowed by the AER in the draft decision.

ETSA Utilities updated the capex figures for 2008—-09 and 2009-10 in its roll forward
model (RFM). It also rejected the AER’s adjustments to its RAB in respect of:®

= valuation of easements

= ESCOSA’s treatment of certain capital contributions.

5.2.1 Revised capex

In its revised RFM, ETSA Utilities included updated capex figures for 2008-09 to
account for actual outcomes.

5.2.2 Valuation of easements

ETSA Utilities stated that the AER’s grounds for its draft decision in respect of the
valuation of easements have been affected by three fundamental errors:®’

. a failure to acknowledge and implement the combined effect of clause
7.3(b)(iv) of the [Electricity Pricing Order] EPO and sections 18(4) and
18(8) of the National Electricity (South Australia) Act 1996 and their
primacy over the NER;

. giving undue weight to the decision of ESCoSA in the 2005-2010
Price Determination for distribution services in respect of clause
7.2(e)(iv) of the EPO, and insufficient weight to the:

— differences in the AER and Australian Competition Tribunal
decisions concerning the valuation of ElectraNet’s transmission
network easements that occurred after ESCoSA’s 2005-2010 Price
Determination; and

— the differences between the Submission for Adjustment to the
Opening RAB made to the AER for the opening RAB for 2010 and
the application made to ESCoSA for the opening RAB in 2005
concerning the valuation of the distribution network easements,

. a failure to recognise:

— that the $6 million allowance for easements specified in Schedule 9
of the EPO was not, and was expressed not to be, a valuation of
distribution network easements, but rather was an amount
determined in lieu of a valuation as an unavoidable direct
consequence of an inability to do a valuation at that time; and

— that the EPO committed to a consideration of a proper valuation
once the data set necessary for such a valuation was available, ...

86
87

ETSA Utilities, Revised regulatory proposal, January 2010, pp. 181-184.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 181.
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As a result of these errors, ETSA Utilities considered the AER failed to
discharge its functions under clause 7.3(b)(iv) and sections 18(4) and 18(8)
of the National Electricity (South Australia) Act 1996.%

ETSA Utilities proposed an increase to the opening RAB as at 1 July 2005 with
respect to easements of $116.2 million (being $123.5 million less the original
allowance of $6 million indexed to 1 July 2005).%

5.2.3 ESCOSA'’s treatment of capital contributions

ETSA Utilities disagreed with the draft decision regarding the adjustment made by
ESCOSA to remove certain customer contributions from ETSA Utilities fixed asset
base as at 1 July 1999. ETSA Utilities remained of the view that there was an error
made by ESCOSA regarding this matter. ETSA Utilities argued:*

[c]lause 7.2(e)(iii) of the EPO cannot support the position taken by ESCOSA
on its own terms. The reason is that clause 7.2(e)(iii) only has application to
an augmentation or extension, which would otherwise be ‘an addition’ to the
fixed asset base under clause 7.2(e)(i). The only augmentations or extensions
which can be “an addition’ to the fixed asset base under clause 7.2(e)(i) are
additions *...since the Commencement Date’.

Accordingly, ETSA Utilities stated there was no basis for the deduction made by
ESCOSA for the 2005 price determination in clause 7.2 of the EPO and considered it
was an error on the part of ESCOSA. To give effect to the EPO, ETSA Utilities
considered that the AER now must discharge the same function as should have been
discharged by ESCOSA by virtue of clause 7.3(b)(i) of the EPO.%

ETSA Utilities disagreed with the draft decision that an inability to rely upon
adjustments previously made by ESCOSA would require the AER to reconsider all
previous adjustments made by ESCOSA. ETSA Utilities argued that the AER can rely
upon a presumption of regularity in respect of the previous actions of ESCOSA. Only
where there are reasonable grounds to believe that ESCOSA’s functions may have
miscarried, is that presumption rebutted by that evidence. ETSA Utilities considered
that there is more than sufficient evidence to rebut the presumption of regularity on
the part of the discharge by ESCOSA of its functions in this case.*?

In conclusion, ETSA Utilities stated that:*

in any event, the AER must now discharge the same function under clause 7.3
of the EPO (which overrides the NER on this matter), and it is important that
the error is corrected, rather than repeated.

5.2.4 Adjustments made by the AER

Notwithstanding the concerns raised by ETSA Utilities regarding the valuation of
easements and ESCOSA'’s treatment of certain capital contributions, ETSA Utilities
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ETSA Utilities, Revised regulatory proposal, January 2010, p. 181.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 184.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 184.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 184.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 184.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 184.
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also raised concerns about the size of the adjustments made by the AER in respect of
these matters in the draft decision. ETSA Utilities observed that in adjusting the RFM
to reflect its draft decision, the AER deducted ETSA Utilities’ proposed adjustments
of $116.2 million and $16.3 million respectively from the opening RAB value in the
RFM. However, ETSA Utilities claimed that the values for the adjustments made by
the AER are denominated in June 2005 dollars, whereas the opening RAB value in
the RFM is in June 2004 dollars. ETSA Utilities submitted that:**

any adjustments made by the AER should have been stated in June 2004
dollars, which amounts to $113.5 million and $15.953 million respectively.
When these nominal values are inputted into the RFM:

. the RAB value at 30 June 2005 (before deducting metering) increased
by $3.1 million from the AER’s Draft Determination value of
$2,501.8 million (referred to in table 5.4) to $2,504.9 million; and

. the RAB value at 30 June 2010 (before deducting metering) increased
by $3.5 million from the AER’s Draft Determination value of
$2,850.9 million to $2,854.4 million.

5.2.5 Removal of metering assets

In its revised regulatory proposal, ETSA Utilities accepted the draft decision to
reclassify certain metering services as alternative control services. ETSA Ultilities
proposed an $80.5 million reduction to its opening RAB as at 1 July 2010 to account
for the value of metering assets now used for alternative control services.”

5.3 Issues and AER considerations

5.3.1 Revised capex

The AER has accepted ETSA Utilities revised capex for 2008-09. This revision
reduced ETSA Utilities’ opening RAB as at 1 July 2010 by approximately $3 million
compared to the draft decision.

5.3.2 Value of easements

The AER does not intend to reproduce its analysis of the draft decision here; rather
the AER will address what ETSA Utilities considered to be ‘three fundamental errors’
in the draft decision regarding this matter.

A failure[by the AER] to acknowledge and implement the combined effect of clause
7.3(b)(iv) of the EPO and sections 18(4) and 18(8) of the National Electricity (South
Australia) Act 1996 and their primacy over the NER.

The AER confirms the draft decision that ‘it may have to give regard to clause 7.3 of
the EPO and review the value of ETSA Utilities’ easements’.*® The AER remains of
the view that it has discretion in this matter.

In determining a DNSP’s opening RAB, the AER is to consider the requirements of
schedule 6.2 of the NER. Schedule 6.2 includes an opening RAB value of
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ETSA Utilities. Revised regulatory proposal, January 2010, p. 181.
ETSA Utilities. Revised regulatory proposal, January 2010, p. 180.
% AER, Draft decision, SA draft distribution determination, November 2009, p. 63.
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$2466 million for ETSA Utilities. Given this amount accords with the value
determined by ESCOSA (and includes the value of easements determined by
ESCOSA),” it suggests that policy makers had confidence in this valuation. Policy
makers also clearly gave consideration to reasons why this value may require
amendment and included specific clauses to allow modifications to the values set in
Schedule 6.2 of the NER. No clauses were added to schedule 6.2 in respect of the
value of ETSA Utilities” easements.®® This omission suggests that the policy makers
did not consider these values to be in dispute and that they wished to provide certainty
for the DNSPs and consumers regarding the value of ETSA Utilities’ opening RAB.

Nonetheless, in the draft decision, the AER did consider the value of ETSA Utilities’
easements under clause 7.3(b)(iv) of the EPO on the presumption that this clause
combined with the effect of sections 18(4) and 18(8) of the National Electricity
(South Australia) Act 1996 did have “primacy’ over schedule 6.2 of the NER.

[The AER g]iving undue weight to the decision of ESC0oSA in the 2005-2010 Price
Determination for distribution services in respect of clause 7.2(e)(iv) of the EPO, and
insufficient weight to the:

- differences in the AER and Australian Competition Tribunal decisions
concerning the valuation of ElectraNet’s transmission network easements that
occurred after ESCoSA’s 2005-2010 Price Determination; and

- the differences between the Submission for Adjustment to the Opening RAB
made to the AER for the opening RAB for 2010 and the application made to
ESCoSA for the opening RAB in 2005 concerning the valuation of the
distribution network easements
In the draft decision, the AER set out a number of prima facie reasons why it
considered it appropriate to review ETSA Ultilities easements on the basis of the
analysis performed by ESCOSA, in particular:*

= ESCOSA was the previous regulator of ETSA Utilities and was familiar with the
legislation (that is, the EPO and national electricity code) that established the
regulatory arrangements for ETSA Utilities

= ESCOSA gave consideration to the value of ETSA Utilities” easements as part of
its 2005 price determination’®

= ESCOSA reconsidered the value of ETSA Utilities easements as part of a review
of its 2005 price determination®*

%7 ESCOSA, ETSA Utilities 2005-2010 Electricity distribution determination, Part A, April 2005,

table 9.5, p. 124.

Nor where any transitional clauses, such as clause 11.6.13(b) concerning ElectraNet’s easements,

created in respect of ETSA Ultilities’” easements.

% AER, Draft decision, SA draft distribution determination, November 2009, pp. 63-64.

100 ESCOSA, ETSA Utilities 2005-2010 Electricity distribution determination, Part A, April 2005.

101 ESCOSA, 2005-2010 Electricity Distribution Price Determination, An application by ETSA
Utilities for a review pursuant to section 31 of the Essential Services Commission Act 2002,
Decision and Reason for Decision, May 2005.
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= as part of its 2005 price determination and subsequent review, ESCOSA consulted
with the South Australian Treasurer as to any representations made by the South
Australian government concerning the valuation of easements as of part of the
government’s sale process of ETSA Utilities. This information includes
confidential material'®

= under section 7A(4)(a)(i) of the NEL, the AER should have regard to the RAB
contained in any previous distribution determination, which, in this case, is
ESCOSA’s 2005 price determination.

In its draft decision, the AER reviewed ESCOSA’s assessment of easements for both
the 2005 price determination and subsequent review and considered ESCOSA’s
assessment to be consistent with the requirements of the EPO and the national
electricity code. The AER was not convinced by ETSA Utilities” argument that
circumstances since the 2005 price determination and subsequent review had changed
in such a way as to render this assessment invalid.'%

Regarding the Tribunal’s decision on ElectraNet’s easements, the AER remains of the
view (expressed in the draft decision) that a revaluation was considered appropriate in
ElectraNet’s circumstances because of representations made to the bidders for
ElectraNet. ETSA Utilities noted ‘representations were made by the South Australian
Government to bidders for the ElectraNet business ... those representations were the
basis for the creation of clause 11.6.13(b) of the NER’. The AER notes that no similar
clause in the NER exists in relation to ETSA Utilities’ easements. This omission
suggests policy makers considered the circumstances of ElectraNet and ETSA
Utilities were not identical. Given these different circumstances, the AER considers
that ETSA Utilities’” concern over ‘regulatory consistency’ has no basis.**

ETSA Utilities argued that ‘the position established by clause 11.6.13(b) of the NER
is replicated (at least) by the operation of clause 7.3(b)(iv) and Section 18(4) and
18(8) of the National Electricity (South Australia) Act 1996°.%° The AER accepts this
IS true insofar as the AER is permitted to adjust the asset base. Nothing in any of those
provisions, however, obliges the AER to make any adjustments to the asset base.

ETSA Utilities asserted that ‘the AER did not acknowledge the substantial direct
evidence as to the existence of representations to bidders by the South Australian
Government”.'® The AER rejects this assertion. The AER reviewed the evidence of
such representations provided by ETSA Utilities both in its submissions to ESCOSA
and its regulatory proposal to the AER. The AER is unconvinced that the additional
information (which includes statutory declarations from staff of ETSA Utilities and
the bidders for ETSA Utilities) proves such representations were made by the South
Australian Government.

192 In preparing its draft decision, the AER reviewed a confidential version of the ESCOSA’s review

of its 2005 price determination.
103 AER, Draft decision, SA draft distribution determination, November 2009, pp. 64-67.
104 AER, Draft decision, SA draft distribution determination, November 2009, p. 68.
105 ETSA Utilities, Revised regulatory proposal, January 2010, p. 183.
106 ETSA Utilities, Revised regulatory proposal, January 2010, p. 183.
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The AER does not accept that it failed to take into account the differences between
ETSA Utilities” submission to the AER and its application to ESCOSA concerning
the valuation of its easements. Nor does the AER accept that these differences warrant
any different conclusion to that reached by ESCOSA concerning the value of ETSA
Utilities’ easements. Besides the ElectraNet decision (discussed above), one of the
key differences ETSA Utilities highlighted is that it is no longer claiming easements
should be valued using a deprival value, rather it proposed the use of an indexed
historic cost value. The AER remains of the view that the conclusion reached by
ESCOSA on the appropriate value of ETSA Utilities” easements was not dependant
on any particular valuation approach. Therefore, any change of valuation approach is
not relevant to the position reached by the AER. For the same reasons, the statutory
declaration of Mr Steven (of ETSA Ultilities) that the $6 millions attributed by
ESCOSA to ETSA Utilities easements was not a historic cost valuation, despite this
value being labelled an “at cost’ valuation in the past, is not relevant to the position
reached by the AER.'”’

Accordingly, the AER has not considered in depth the ‘additional research undertaken
between 2007 and 2009’ by ETSA Utilities to develop what ETSA Utilities considers
to be an indexed historic cost value of its easements. The AER has not assessed what

an indexed historic cost of ETSA Utilities easements may be because it considers the

value of the easements has already been appropriately determined by ESCOSA.

A failure [by the AER] to recognise:

- that the $6 million allowance for easements specified in Schedule 9 of the EPO
was not, and was expressed not to be, a valuation of distribution network
easements, but rather was an amount determined in lieu of a valuation as an
unavoidable direct consequence of an inability to do a valuation at that time;
and

- that the EPO committed to a consideration of a proper valuation once the data
set necessary for such a valuation was available
The AER does not consider it relevant whether the $6 million for easements specified
in schedule 9 of the EPO was a ‘valuation” of ETSA Ultilities’ easements or
determined on some other basis. The AER remains of the view set out in the draft
decision:*®

for the purposes of clause 7.2(e)(iv) of the EPO and under clause
6.10.3(e)(5)(ii) of the NEC, ESCOSA had the option to revalue ETSA
Utilities’ easements or to set a value for those easements consistent with the
value set in the initial RAB. ESCOSA chose the later approach, which used
the value of easements set by the South Australian government in the price
control scheme of the EPO at the time.

Given these circumstances, the AER considers it reasonable for it to rely on the
$6 million value attributed by ESCOSA to ETSA Utilities’ easements.

The AER also does not accept ETSA Utilities” assertion that the EPO committed the
regulator “to a consideration of a proper valuation once the data set necessary for such

197" stevens, Robert, Statutory Declaration, 16 April 2005, p. 4.
198 AER, Draft decision, SA draft distribution determination, November 2009, p. 67.
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a valuation was available’. This misstates clause 7.3(b)(iv) of the EPO. That clause
merely directs that the AER should give consideration to assets not included in the
asset schedule, including easements used. There is no mention of a revaluation. The
AER also notes the South Australian Treasurer’s statement contained in ESCOSA’s
review of its 2005 price determination:'®

Had the Government had an explicit policy of revaluing the easements using
a deprival methodology, and sought to gain a premium on the sale price as
result, this would have been clearly enshrined in the EPO. The EPO does not,
in any way, mandate the use of a deprival methodology for valuing
easements.

The AER considers the Treasurer’s statement to be equally relevant to ETSA
Utilities” current claim for easements to be valued using indexed historic costs. The
Treasurer had the opportunity as part of ESCOSA’s review of its 2005 price
determination to set forth the basis upon which any valuation of the easements should
have occurred and chose not do so.

In conclusion, the AER does not accept it has made any of the ‘three fundamental
errors’ raised by ETSA Utilities. The AER confirms its draft decision that ETSA

Utilities’ revaluation of its easements be reversed and the opening RAB adjusted

accordingly.

5.3.3 ESCOSA'’S treatment of capital contributions

ESCOSA removed $13.5 million of customer contributions from ETSA Utilities fixed
asset base as at 1 July 1999. This adjustment was made under clause 7.2(e)(iii) of the
EPO. ETSA Utilities disagreed with ESCOSA making this adjustment and considered
that the AER must reconsider the matter by virtue of clause 7.3(b)(i) of the EPO.™°

The AER considers that its processes (through the RFM) are consistent with the
requirements of clause 7.3 of the EPO for updating the RAB for the current regulatory
control period. At issue is whether the AER can rely on ESCOSA’s processes for
previous regulatory control periods. The AER notes that clause 7.3(b)(i) of the EPO
requires the adjustments to the asset base since the ‘commencement date’ (being

11 October 1999), to be ‘reasonably determined’. The AER does not agree that clause
7.3(b)(i) of the EPO requires it to consider afresh specific asset base adjustments
made by ESCOSA with which ETSA Utilities now disagrees. The AER is merely
directed to determine these adjustments on a reasonable basis. As a means of doing
this, the AER has considered ESCOSA’s processes for adjusting the asset base and
whether these processes can be relied upon. If those processes are robust, the AER
considers that it would be reasonable to rely on the adjustments made by ESCOSA.

The AER considers ESCOSA’s processes were robust and extensive, including a draft
decision, submissions on the draft decision, a final determination and a review of the
final determination. As noted in the draft decision, ESCOSA advised the AER that it
had replicated the calculation of the initial asset base as determined by the

109 ESCOSA, 2005-2010 Electricity Distribution Price Determination, An application by ETSA
Utilities for a review pursuant to section 31 of the Essential Services Commission Act 2002,
Decision and Reason for Decision, May 2005, p. 32.

10 ETSA Utilities, Revised regulatory proposal, January 2010, p.184.
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Treasurer'*! and that the Treasurer’s calculation included the adjustment for capital
contributions in the initial asset base.*** ESCOSA also noted that ETSA Utilities had
not raised the capital contributions adjustment as an issue with it, despite these
calculations being shared with ETSA Utilities prior to the release of ESCOSA’s 2005
draft decision.

Based on the considerations above, the AER considers that it can rely on the
adjustments previously made by ESCOSA to ETSA Utilities’ asset base. Accordingly,
the AER does not accept ETSA Utilities” proposed adjustment to its opening RAB in
relation to this matter.

5.3.4 Adjustments made by the AER

Having confirmed its position in the draft decision to disallow the increases proposed
by ETSA Utilities to its opening RAB for easements and certain capital contributions
above, the AER has reconsidered how the adjustments for these two matters should be
made to ETSA Utilities” RFM.

The AER agrees with ETSA Utilities that these adjustments should be made using
June 2004 dollars, rather than June 2005 dollars as in the draft decision. Accordingly,
the AER reduced the opening asset base as at 1 July 2004 in ETSA Utilities’ RFM by:

= $113.5 million, to reverse the increased valuation of easements by ETSA Utilities

= $16.0 million, to reverse the removal of the capital contributions by ETSA
Utilities.

5.3.5 The CPI for 2009-10

As signalled in its draft decision, the AER updated the CPI for the final year of the
current regulatory control period in ETSA Utilities RFM using CPI for the year to end
March 2010. This update affected ETSA Utilities opening RAB for standard control
and alternative control services as at 1 July 2010.

5.3.6 Removal of metering assets

The AER reclassified certain metering services as alternative control services. In its
revised regulatory proposal ETSA Utilities maintained the approach used for the draft
decision of removing metering assets from the opening RAB in the post-tax revenue
model, but leaving them in the RFM.

The AER has accepted the value of these metering assets to be $81 million as at

1 July 2010 and has reduced the RAB for standard control services by this amount.
The amount differs marginally from that in the draft decision due to ETSA Utilities
revisions to its capex for 2008—09 and 2009-10. The amount also differs from that
proposed by ETSA Utilities by $0.5 million due to the revision of the CPI for
2009-10. The reduction in ETSA Utilities” opening RAB is allowed under clause
S6.2.1(e)(7) of the NER.

111 south Australian Electricity Reform and Sales Unit, submission to the ACCC on the EPO,
11 August 1999.
112 ESCOSA, email to the AER, 15 October 2009.
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5.3.7 Treatment of depreciation for 2015-20

ETSA Utilities accepted the draft decision to determine the opening RAB for the
2015-20 regulatory control period using actual depreciation.™*

5.4 AER conclusion

The RAB roll forward calculations for ETSA Utilities are set out in table 5.2 and
provide for an opening RAB of $2772.4 million for standard control services for the
next regulatory control period (as at 1 July 2010).

Table 5.2: AER conclusion on ETSA Utilities’ opening RAB ($m, nominal)

2005-06  2006-07  2007-08 2008-09  2009-10°

Opening RAB 2504.9 2593.4 2628.9 2701.6 2767.0
Actual net capex (adjusted for actual CPI 149.4 1225 119.9 170.0 1935
and weighted average cost of capital)

Regulatory depreciation (adjusted for -61.0 -87.0 -47.3 -104.6 -106.6
actual CPI)

Closing RAB 2593.4 2628.9 2701.6 2767.0 2853.8
Difference between actual and forecast 03
capex for 2004-05 '
Return on difference -0.2
Removal of metering assets -81.0
Opening RAB at 1 July 2010 2772.4

@ Based on estimated net capex.

5,5 AER decision

In accordance with clause 6.12.1(6) of the NER, the total opening asset base for
ETSA Utilities as at 1 July 2010 is $2772.4 million for standard control services.

In accordance with clause 6.12.1(18) of the NER, the AER has decided to use actual
depreciation for establishing the regulatory asset base for the commencement of the
2015-20 regulatory control period.

113 ETSA Utilities. Revised regulatory proposal, January 2010, p. 180.
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6 Demand forecasts

This chapter sets out the AER’s consideration of ETSA Utilities’ peak demand,
customer number and energy forecasts for the next regulatory control period. The
AER considers the extent to which the forecasts can be relied upon for the purposes of
assessing the proposed load driven capex.

6.1 AER draft decision

The AER accepted ETSA Utilities’ proposed peak demand forecasts and customer
number forecasts.

The AER considered that the energy sales forecasts proposed by ETSA Utilities did
not provide a realistic expectation of the demand forecast. The AER considered that
revising ETSA Utilities’ forecast energy sales to the levels shown in table 6.1
provided a more realistic basis for determining the X factors under the weighted
average price cap.

Table 6.1; AER draft conclusion on ETSA Utilities’ peak demand, customer
numbers and energy sales forecasts

2010-11 2011-12 2012-13 2013-14 2014-15

Peak demand 10% PoE (MW) 3129 3227 3358 3434 3522
Customer numbers 828 162 838 160 846 778 854 779 863 230
Energy sales (GWh) 11868 12 062 12 399 12 638 12 969

Source: AER, Draft decision, SA draft distribution determination, November 2009, p. 98.

6.2 Revised regulatory proposal

6.2.1 Global peak demand

The AER accepted ETSA Utilities’ global peak demand forecasts in the draft decision
based on AEMO’s advice, despite noting that there appears to be substantial
differences between the two forecasting models used by ETSA Utilities’ consultant,
the National Institute of Economic and Industry Research (NIEIR), and AEMO.

ETSA Utilities has accepted the AER’s conclusion in relation to its global peak
demand forecast, however ETSA Utilities submitted that the demand forecast model
relied upon by AEMO and accepted by the AER is not suitable for providing peak
demand forecasts based on advice obtained from Frontier Economics.***

ETSA Utilities indicated it obtained an updated economic outlook and post model
adjustments for demand reductions due to energy efficiency policies underpinning

14 ETSA Utilities Revised regulatory proposal, January 2010, p. 53.
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both the sales and global demand forecasts. For this reason, it provided a revised
global peak demand forecast.**®

ETSA Utilities’ original global peak demand forecast submitted as part of its
regulatory proposal, and its revised forecast are presented in table 6.2,

Table 6.2: ETSA Utilities’ global peak demand forecasts (MW)

Average
2010-11 2011-12 2012-13 2013-14 2014-15  2nnual
growth
2010-15°
Original forecast 10% PoE (MW)
— including major customers 3129 3227 3358 3434 3522 3.0%
(July 2009)
Revised forecast 10% PoE (MW)
— including major customers 3159 3274 3361 3410 3477 2.4%

(January 2010)

Source: ETSA Utilities, RIN pro forma 2.3.8 (confidential); ETSA Utilities, Response to the AER,
14 September 2009, Issue number AER.EU.23; and ETSA Utilities, Revised regulatory
proposal, attachment E.10 NIEIR Global peak demand forecast, p. 16.

@ Average annual growth rate calculated based on 2010-11 to 2014-15 data.

Note: PoE means probability of exceedence.

6.2.2 Spatial peak demand

The AER accepted ETSA Utilities’ spatial peak demand forecasts in the draft decision
based on AEMO'’s advice.

ETSA Utilities accepted the AER’s conclusion that ETSA Utilities’ spatial peak
demand forecast provides a realistic expectation of the demand forecast.*** ETSA
Utilities stated that it did not alter its spatial peak demand forecast, which is used for
planning the capacity of its network.'*” It stated that a reconciliation of global and
spatial level demand forecasts was performed to demonstrate the overall consistency
between the forecasts and the underpinning economic assumptions.*®

6.2.3 Energy sales

ETSA Utilities did not accept the AER’s conclusion on its energy sales forecast, and
the substitution of the energy sales forecast developed by AEMO.™ ETSA Utilities
raised significant concerns about AEMO’s modelling approach, hot water sales
forecasts, and the treatment of post model adjustments. Based on the advice from its
consultants—Frontier Economics and McLennan Magasanik Associates (MMA)—

115
116
117
118
119

ETSA Utilities, Revised regulatory proposal, January 2010, p. 60.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 56.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 59.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 57.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 55.

40



ETSA Utilities considered the modelling applied by AEMO was not fit for the
purpose of forecasting ETSA Utilities’ energy sales.'?

Economic outlook

ETSA Utilities submitted that it is aware of differences in opinions from various
economic forecasters on the economic outlook, especially in the long term. It
considered the divergence of economic forecasts had been exacerbated in the current
economic environment, and for that reason obtained advice on the economic outlook
from a number of sources including NIEIR, Access Economics, and KPMG Econtech
(KPMG)."" ETSA Utilities indicated that its revised baseline forecasts were based on
a simple average of Access Economics’ and NIEIR’s economic forecasts, and were
checked against KPMG’s forecast.*?

Hot water heating

ETSA Utilities stated it considered AEMQ’s approach to forecasting hot water
heating energy sales, as accepted by the AER, flawed because:**

= the South Australian strategic plan released on 1 January 2007 effectively banned
the installation (from July 2008) and replacement (from July 2009) of electric
storage hot water services, except in very restricted circumstances

= AEMO'’s assumption of an average life of 20 years for hot water appliances is
significantly greater than the industry expectation of 7-10 years, while ETSA
Utilities has used a conservative assumption of 10 years.

Post model adjustments

ETSA Utilities disagreed with the draft decision to exclude the majority of its
proposed post model adjustments to be applied to the baseline energy sales forecast.
ETSA Utilities engaged MMA to review and report on the reasonableness of ETSA
Utilities” post model adjustments. Based on MMA'’s advice, ETSA Utilities updated
its post model adjustments, and considered that it had appropriately addressed the
following concerns raised by the AER:***

= the risks of double counting price and policy effects

= the risk of double counting the effect of energy efficiency measures where they
are already embedded in historical data

= the introduction of bias through the use of post model adjustments that reflect only
one aspect of many changes that are occurring in the market.

120
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ETSA Utilities, Revised regulatory proposal, January 2010, p. 56.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 57.
ETSA Utilities, Revised regulatory proposal, January 2010, p. 59.
ETSA Utilities, Revised regulatory proposal, January 2010, attachment E.3, p
ETSA Utilities, Revised regulatory proposal, January 2010, attachment E.3, p

5-7.
7-9.

T
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ETSA Utilities also submitted it had incorporated the effects of the May 2009 Federal
Government budget energy efficiency initiatives into its post model adjustments.*?

A summary of ETSA Utilities” post model adjustments to its baseline energy sales
forecasts are presented in table 6.3 below.

Table 6.3: Summary of post model adjustments for energy efficiency effects (GWh)

2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

Government programs

Price and policy overlap - 0.1 0.7 18 3 45
Residential Energy Efficiency 70 143 174 187 214 _229
Scheme

Thermal insulation programs -13.8 -12.8 -9.4 -7.0 -2.3 -
Small scale solar photovoltaic 99 81 67 60 47 34
units

Appliance efficiency standards

Residential lighting minimum

energy performance standards -37.1 -22.7 -16 -14.4 -6.6 -2.2
(MEPS)

Commercial lighting MEPS -29.9 -18.3 -13 -11.6 5.4 -1.8
Air conditioner MEPS - -4.5 -4.5 -4.5 -4.5 -4.5
Television and set-top box MEPS -4.1 1.6 -0.7 -32.9 -39.7 -35.8
Appliance standby power -14.8 -14.7 -14.7 -14.6 -14.6 =145
Total adjustment -116.7 -210.2 -292 -399.9 -496.2 -576.8

Source: ETSA Utilities, Revised regulatory proposal, January 2010, table 5.10, p. 75.

Amendments to ETSA Utilities’ revised energy sales forecast

ETSA Utilities submitted an update to its revised energy sales forecast (amended
forecast) on 10 March 2010. ETSA Utilities stated that it amended the forecast
contained in its revised regulatory proposal to correct errors identified during its
quality assurance review, including to:

= remove the double counting associated with generation price increases from the
assumed network price increases in table 4.3 of the NIEIR report

= re—run the energy sales forecast model to include the price elasticity response for
generation, carbon pollution reduction scheme (CPRS) and network price

125 ETSA Utilities, Revised regulatory proposal, January 2010, p. 66.
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increases, which were excluded from the energy sales forecast contained in the
revised proposal.

ETSA Utilities’ original, revised and amended energy sales forecasts and the AEMO
forecast, accepted by the AER in its draft decision, are shown in table 6.4.

Table 6.4: ETSA Utilities’ energy sales forecasts (GWh)

Average

2010-11 2011-12 2012-13 2013-14 2014-15 annual

growth

2010-152

ETSA Utilities original forecast 10977 10 990 10 900 10 688 10 596 -0.9%
AER draft decision forecast 11 868 12 062 12 399 12 638 12 969 2.2%
ETSA Utilities revised forecast 11174 11 312 11 232 11216 11182 0.0%
ETSA Utilities amended forecast 11144 11185 10 934 10714 10 481 -1.5%

Source: ETSA Utilities, RIN pro forma 2.3.8 (confidential); ETSA Utilities, email submission to the
AER, March 2010, p. 7; and AER, Draft decision, SA draft distribution determination,
November 2009, p. 98.

@ Average annual growth rate calculated based on 2010-11 to 2014-15 data.

6.3 Submissions

The AER received three submissions on demand forecasts from the South Australian
Minister for Energy, the Honourable Patrick Conlon, MP (SA Energy Minister), the
South Australian Council for Social Service (SACOSS), and the Energy Consumers
Coalition of South Australia (ECCSA).

SA Energy Minister

The SA Energy Minister noted the draft decision that a modest positive energy sales
growth is a more plausible forecast than ETSA Utilities’ proposal under the emerging
environmental constraints.'?®

SACOSS

SACOSS submitted there was a disparity between residential sales forecasts contained
in ETSA Utilities’ own consultants’ report and those contained in the revised
regulatory proposal, and requested the AER to seek explanation from ETSA Utilities
on this issue.™’

SACOSS was also concerned about the lack of testing for the accuracy of the
estimated price elasticity of demand used by both the AER and ETSA Utilities. Based
on average residential price and consumption data provided by ESCOSA, SACOSS

126 SA Energy Minister, Submission to the AER, 15 February 2010, p. 1.
127 SACOSS, Submission to the AER, 16 February 2010, p. 3.
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submitted that there seems to be little correlation between average residential demand
of households and price in the medium term.*?

SACOSS noted that ETSA Utilities’ proposed post model adjustments to its energy
sales forecast rely heavily on the work of George Wilkenfeld and Associates
(Wilkenfeld). Given that Wilkenfeld had not been consulted directly on the validity of
the interpretation of his work, SACOSS considered that the conclusions reached by
MMA in relation to post model adjustments were highly sensitive to original and
unacknowledged assumptions. SACOSS submitted that the most relevant comparative
analysis should be between the base cases of ETSA Utilities/NIEIR’s work and the
Wilkenfeld work.'??

SACOSS suggested that the risk sharing under the current revenue control model
favours ETSA Utilities rather than consumers. It proposed that given the inelastic
nature of average demand per customer in South Australia, it should be assumed
residential consumption will remain static at weather corrected per customer averages
over the next regulatory control period to forecast residential energy sales. it stated
such an assumption will more evenly share the risk between consumers and the
business.'*

ECCSA

ECCSA concurred with the draft decision that ETSA Utilities’ proposed energy sales
forecasts do not reflect a realistic expectation of demand. ECCSA noted ETSA
Utilities had forecast a 0.7 per cent annual reduction in energy consumption, while
forecasting an increase in customer numbers. It considered this seemed counter
intuitive, and argued that under price cap regulation ETSA Utilities is incentivised to
under forecast energy consumption to maximise its revenue.**

ECCSA considered AEMQ'’s independent energy consumption forecast accepted by
the AER in the draft decision was correct as it was in keeping with recent South
Australian trends.**

6.4 Consultant review

The AER engaged AEMO to assist in its review of ETSA Utilities’ revised energy
sales forecast.

6.4.1 Review of input assumptions

AEMO noted that ETSA Utilities developed its revised energy sales forecast based on
economic outlooks provided by Access Economics and NIEIR. It noted that ETSA
Utilities stated that the average gross state product (GSP) growth forecast from

128 SACOSS, Submission to the AER, 16 February 2010, pp. 3-4.
129 SACOSS, Submission to the AER, 16 February 2010, p. 4.

130 SACOSS, Submission to the AER, 16 February 2010, pp. 4-5
131 ECCSA, A response, February 2010, pp. 50-51.

132 ECCSA, A response, February 2010, p. 51.
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Access Economics and NIEIR’s economic outlooks were consistent with the GSP
forecast contained in KPMG’s economic outlook.

AEMO noted that the three forecasts are different from one another, and are also
different from the outlook developed by KPMG in 2009, which was used by AEMO
to produce its independent forecast for the AER at the time of the draft decision.***

AEMO also noted the Australian Bureau of Statistics (ABS) released updated State
Accounts after the draft decision in December 2009. The new publication included
data for 2008-09, and significant revisions to historic data after the ABS’s adoption of
new international standards.**

Figures 6.1 to 6.3 illustrate the comparison of historic and forecast data for key
drivers of energy demand between difference economic outlooks.'*

Figure 6.1:  South Australia gross state product (GSP)
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Source: AEMO, Second report to the AER review of ETSA Utilities sales and demand
forecast, March 2010 p. 4.

133 AEMO, Second report to the AER review of ETSA Utilities sales and demand forecast, March
2010, p. 2.

134 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 2.

3% AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 2.

3¢ AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, pp. 2—4.
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Figure 6.2:  SA ownership of dwellings gross value added (GVA)
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Source: AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 3.

Figure 6.3:  SA manufacturing sector GVA
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Ownership of dwellings consists of landlords and owner-occupiers of dwellings. Owner-occupiers
are regarded as operating a business that generates a gross operating surplus. The imputation of a
rent to owner-occupied dwellings enables the services provided by dwellings to their owner-
occupiers to be treated consistently with the marketed services provided by rented dwellings to
tenants. Owner-occupiers are regarded as receiving rents (from themselves as consumers), paying
expenses, and making a net contribution to the value of production which accrues to them as
owners. See ABS information paper: Gross state product using the production approach GSP (P)
2007 (Cat: 5220.0.55.002), 14 September 2007.
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AEMO made the following observations in relation to the economic data:**

= there have been significant revisions to the ABS’s historical data

= the overall level of economic activity, reflected in the GSP data, was materially
higher for the 2008—09 year than that assumed by AEMO at the time of the draft
decision

= NIEIR’s revised economic forecast is consistently lower than both KPMG’s and
Access Economics’ revised forecasts

=  KPMG’s and Access Economics’ population forecasts are almost identical, while
NIEIR’s are materially lower

= although KPMG’s revised economic forecasts show the state economy growing to
around the same level as previously forecast for 2014-15, there have been
material changes to KPMG’s forecast of the composition of expected growth on a
sectoral level.

In light of these observations, AEMO considered it appropriate to develop new
electricity sales models and related forecasts. It stated that the development of its new
models was constrained by the range of common variables forecast by all three of
ETSA Utilities” economic consultants.*®

AEMO noted that it is unusual to average different economic scenarios, particularly
when the variables being averaged are sub—sets of overall economic activity. AEMO
recommended that different economic outlooks be used separately as inputs to the
forecasting model, with the resulting sales forecasts averaged if required.**

Given the relatively close agreement between KPMG’s and Access Economics’
forecasts, and the large differences between these forecasts and NIEIR’s, AEMO
recommended the AER adopt the average of AEMQO’s energy sales forecasts based on
KPMG’s and Access Economics’ outlooks, which AEMO referred to as its preferred
baseline forecast.***

6.4.2 Review of retail electricity price assumptions

AEMO noted ETSA Utilities’ retail electricity price assumptions include an initial

NIEIR price forecast which reflects assumed underlying prices,'** plus a set of

adjustme3nts which reflect ETSA Utilities” assumed network tariff effects on retail
: 14

prices.

AEMO reviewed NIEIR’s underlying price scenario and considered it appeared
reasonable. AEMO accepted that it is reasonable to include an allowance on top of

138 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 5.
139 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 5.
140 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 6.
1“1 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 6.
2 Price forecasts that only include the effects of the CPRS and renewable energy policies.

3 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 6.
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NIEIR’s underlying price forecasts for network pricing effects. However, AEMO
considered the extent of the allowances made to be unreasonably high. It noted these
adjustments were based on ETSA Utilities’ initial sales forecasts which AEMO
considered to be too low because they are based on more conservative economic
assumptions.'**

AEMO acknowledged that the actual distribution price outcomes will depend on the
AER’s decision and other policy effects. AEMO provided its baseline energy sales
forecast excluding the implied network price increases as presented in table 6.5.**°

Table 6.5: AEMO baseline energy sales forecast excluding implied network price
increases (GWh)

2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

AEMO March 2010

11583 11 814 11 800 11 763 11 747 11 766
forecast

Source: AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 30.

6.4.3 Review of water heating sales forecast

AEMO noted ETSA Utilities questioned its assumptions in relation the expected life
span of old-style electric storage water heaters in its sales forecast model. Based on
advice received from a major plumbing supplier in Adelaide, AEMO considered its
assumption of 20 years expected life was reasonable, and that ETSA Utilities’
assumption of 10 years understated the expected life of these water heating units.
AEMO further noted that a backcast exercise showed its model and assumptions
explained actual level of sales over the past five years with a reasonable degree of
accuracy. As a result, AEMO considered no adjustment was needed to the hot water
sales forecast contained in its previous report to the AER.'*

6.4.4 Review of ETSA Utilities’ revised proposal

AEMO noted ETSA Utilities raised the following issues in relation to AEMQO’s 2009
energy sales forecast models, based on a report prepared by Frontier Economics:**’

= the dependent variables used in AEMQ’s forecasting models are likely to be
non-stationary and, as a result, the models may be based on spurious correlations
between the variables and will not produce reliable forecasts

= AEMO appears to have had little regard to economic reasoning in the selection of
driver variables and dynamic adjustments in developing its models, and instead
relied upon identifying the best statistical models. This approach leads to
‘unstable” models and that it is difficult to have confidence in models which are
changed over time.

144 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, pp. 6-7.
1% AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 8.

146 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, pp. 14-15.
17 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, pp. 9-12.
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AEMO acknowledged the potential issues surrounding the use of non-stationary data
and the problem of spurious regressions. AEMO therefore reviewed the approach
taken in consultation with Monash University, taking into account the Engle-Granger
theorem to determine statistically valid long run relationships may be estimated in the
manner adopted by AEMO.**

AEMO noted that the statistical tests it performed on the electricity consumption data
and economic time series for the period 1989-90 to 2008-09 for stationarity found
evidence that the data used are 1(1). Further the Engle-Granger co-integration test on
the data used in the forecast models showed that both sets of data were found to be
co-integrated at the 10 per cent significance level. As a result AEMO was satisfied
that its October 2009 forecasts were not based on spurious regression models, but
represented statistically valid long run relationships between the data.*°

In developing the revised sales forecasts, however, AEMO elected to remove the
issues surrounding the stationarity of data and co-integration by instead estimating
new models using first differences of the economic variables and electricity
consumption data, as recommended by ETSA Utilities and Frontier Economics.**®

AEMO noted Frontier Economics’ view that its approach leads to unstable models
and that it is difficult to have confidence in models which are changed over time.***
AEMO rejected these claims, as it considered the purpose of the model which it
developed for the AER was specifically to forecast ETSA Utilities’ electricity sales to
2014-15. It stated earlier models developed by the Electricity Supply Industry
Planning Council were designed to forecast overall South Australian electricity sales,
so it should not be surprising that different models have been developed. AEMO also
noted that historic data is revised from time to time, including ABS and electricity
sales data, and that new data becomes available with the passage of time. It
considered that both factors necessitate a reassessment of the performance of models
from time to time.**

Regarding its selection of driver variables, AEMO did not consider the economic
driver variables or model structures selected for its preferred models were unusual or
exceptional in any way. ™

AEMO considered it was not surprising that business energy sales are found to
respond to an electricity price variable and measures of activity in the manufacturing
and other (commercial and services) sectors. AEMO acknowledged that gas prices
and weather conditions will also affect electricity sales to the business sector.
However, it stated its analysis of the data did not identify these effects as being
significant. AEMO noted estimated coefficients for these variables often had the

1“8 The Engle-Granger theorem sets out that if non-stationary variables are integrated of order one

(1(2)), then it can be established that the variables are co-integrated with one another, and
statistically valid long run relationships may be estimated. AEMO, Second report to AER, ETSA
Utilities sales and demand forecast, March 2010, p. 9.

1 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 10.

10 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 10.

151 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 10.

152 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, pp. 10-12.

153 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 11.
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wrong sign and the out-of-sample forecasting performance was typically poorer when
these variables were included in potential models.™*

Similarly, AEMO did not consider it unusual that residential energy sales are found to
respond to an electricity price variable, a weather variable and the level of dwelling
investment. Dwelling investment increases with the growth of the housing stock,
which is where residential electricity consumption occurs. Dwelling investment also
reflects changes in the household sector’s wealth and income, as well as growth of the
popul&gion and general economic conditions such as employment levels and interest
rates.

Frontier Economics also commented on AEMO’s residential sales model including a
dummy variable from 1998-99 when the NEM started. AEMO stated in its 2009
report that this effect may reflect a change in the way in which electricity sales data
was compiled after the ETSA Corporation was split into separate businesses, or
possibly an underlying behavioural change on the part of consumers. AEMO
considered this issue further with reference to data presented in NIEIR’s January 2010
sales forecast report to ETSA Utilities.*®

Figure 6.4, reproduced from NIEIR’s report, shows changes in average household
electricity consumption in recent years for houses of different vintage.

Figure 6.4:  Annual residential consumption selected years by dwelling vintage
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Source: ETSA Utilities, Revised regulatory proposal, attachment E.7, NIEIR Energy
sales forecast, January 2010, figure 4.1, p. 29.
Note: X axis measures dwelling vintage and Y axis measures kWh annual consumption.

14 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 11.
1% AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, pp. 11-12.
156 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 12.
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NIEIR attributed large increases in average consumption to an increase in the floor
space of new dwellings and increased penetration of air conditioning from the late
1990s. ™’

AEMO agreed that there appeared to have been step changes in recorded average
household electricity use over a very short period of time. The driver variables
included in AEMO’s residential sales forecasting model did not adequately capture
these effects and a dummy variable was used instead. AEMO considered the use of a
dummy variable to deal with unobserved variables or step changes in behaviour to be
common in econometric modelling. AEMQO’s analysis showed this effect to be
important in the out-of-sample forecasting performance of its residential sales
model.**®

Overall, AEMO considered its approach to model development represented a
transparent, objective and verifiable way in which to develop models and related
forecasts.'*®

6.4.5 Review of post model adjustments

AEMO noted that ETSA Utilities submitted further information, including a report
prepared by MMA, to support its inclusion of post model adjustments to its base line
(business as usual) energy sales forecast. The adjustments were introduced to capture
the potential effect of energy efficiency policies that may not be reflected in the
baseline energy sales forecasts.*®

AEMO reconsidered the post model adjustments proposed by ETSA Utilities, apart
from adjustments associated with the introduction of lighting Minimum Energy
Performance Standard (MEPS) and the expected increase in installations of solar
photovoltaic (PV) units, which it has reviewed previously, including:*®*

= Residential Energy Efficiency Scheme (REES)

= federal insulation programme

= air-conditioner MEPS

= television and set-top box MEPS

= standby power target.

For each proposed adjustment, AEMO examined the baseline forecast used by ETSA
Utilities to ensure that any above historic trend growth in energy consumption had

been correctly accounted for, and that the energy savings which had already been
incorporated in the baseline forecast were not being double counted.®?

7 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 12.
158 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 12.
159 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 11.
160 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 33.
161 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 31.
162 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, pp. 31-32.
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AEMO considered the potential of any rebound effects associated with energy
efficiency improvements, and where appropriate estimated the extent of the effects
based on empirical evidence.'®®

AEMO also considered the potential impact of electric vehicles on residential energy
consumption in South Australia over the next regulatory control period, and
incorporated the estimated impacts on energy sales as part of the post model
adjustments.*®

Based on its review, AEMO recommended the post model adjustments to the baseline
energy sales forecasts set out in table 6.6.

Table 6.6: AEMO recommended post model adjustments (GWh)

2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

Electric vehicles 0 6.4 12.5 18.6 24.8 311
REES scheme -4.4 -9.9 -15.6 -21.3 -27.1 -32.8
Federal insulation program -15.9 -16.5 -17.2 -17.8 -17.8 -17.8
Air conditioner MEPS 0 -3.2 -6.4 -9.6 -12.9 -16.2
Televisions and set-top boxes 12.2 275 41 20.2 -8.9 -36.6
Standby power -14.9 -29.5 —44.2 -58.8 -73.4 -88
Solar PV panels -11.3 -15.1 -18.9 =22.7 -26.4 -30.2
Lighting MEPS -28.7 -58.2 -88.8 -120.1 -153.9 -189.7
Price and policy overlap 0 0 0 0 0 0
Total adjustments —63 -98.5 -137.6 -211.6 —295.6 -380.2

Source: AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010,
table 4, p. 17.

6.5 Issues and AER considerations

6.5.1 Peak demand forecast
The AER notes that ETSA Utilities has not proposed any alteration to its spatial
demand forecast accepted by the AER in the draft decision.

The AER reviewed ETSA Utilities’ revised global peak demand forecast and notes
that the economic outlook underpinning the revised forecast shows a slight

163 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, pp. 32-33.
AEMO considered that in some circumstances energy efficacy improvements may increase overall
energy consumption, and this is termed the rebound effect. For example, replacing existing air
conditioners and heaters with more energy efficient systems may increase the overall usage of
these appliances due to reductions in running cost.

164 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 43.
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improvement compared to that used in the original forecast.'® The AER notes the
level of forecast peak demand is reduced by 45 MW or 1.36 per cent at the end of the
next regulatory control period.*®®

The AER notes that the small adjustments in global peak demand have not led to any
amendments in spatial demand forecasts, and therefore no adjustments to the capex
forecast.'®’

On this basis, the AER accepts ETSA Utilities’ revised global peak demand forecast
takes into account updated economic data provides a realistic expectation of the
demand forecast.

6.5.2 Energy sales forecast

6.5.2.1 Revised regulatory proposal and submissions

ETSA Utilities did not accept the draft decision to reject its energy sales forecast, and
submitted an updated energy sales forecast (revised energy sales forecast).’®® ETSA
Utilities subsequently submitted a new set of energy sales forecasts (amended energy
sales forecast) following its quality assurance review in March 2010.'*° ETSA
Utilities stated that the amended energy sales forecast was produced by re—running
NIEIR’s energy sales forecast model to include the price elasticity response for
generation, CPRS and network price increases. These elements had been excluded
from ETSA Utilities’ revised energy sales forecast.”

The AER notes that the amended energy sales forecast is on average around 3 per cent
lower over the next regulatory control period than the revised energy sales forecast
submitted with ETSA Utilities’ revised regulatory proposal.*™

The AER notes that SACOSS raised concerns about the inconsistency between energy
sales forecasts contained in NIEIR’s January 2010 report and the revised energy sales
forecast.!”> ETSA Utilities stated that the differences were due to weather
adjustment.”® NIEIR indicated that when it prepared the energy sales forecasts,
although weather adjustments were applied to the 2008-09 sales data at a customer
segment level, they were not applied at a sectoral level due to data availability."
NIEIR stated that since it estimated the coefficients for its sectoral energy sales
models using weather normalised data, the 2008—-09 data was therefore excluded from
the coefficient estimation. It noted the 2008—09 sectoral energy sales data was
however used as the starting point for calculating sectoral energy sales forecasts.
NIEIR stated weather adjustments were applied to the customer segment total to

165 ETSA Utilities, Revised regulatory proposal, attachment E.7, January 2010, p. 21.

166 ETSA Utilities, Response to AER, AER_weather_price_elasticity.pdf, March 2010 (confidential).

167 ETSA Utilities, Letter to the AER, Amended sales forecast, March 2010, pp. 2-5.

168 ETSA Utilities, Revised regulatory proposal, January 2010, p. 55.

169 ETSA Utilities, Letter to the AER, Amended sales forecast, March 2010, p. 7.

170 ETSA Utilities, Letter to the AER, Amended sales forecast, March 2010, pp. 2-5.

1 Calculated based on table 6.4.

172 SACOSS, Submission to the AER, 16 February 2010, p. 3.

173 ETSA Utilities, Response to AER, AER_weather_price_elasticity.pdf, March 2010 (confidential).

174 Customer segments includes residential, industry, commercial and hot water heating, with
residential, industry and commercial customer segments further broken down to sectors such as
new and old residential customers, and different industry sectors.
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ensure that the residential and commercial sales growth was based on the weather
adjusted sales level in 2008-09.'"

The AER compared the aggregated sectoral energy sales forecasts and customer
segment forecasts contained in the amended energy sales forecast and notes that the
amount of weather adjustment appears to be consistent with adjustments applied to
the revised energy sales forecasts.

Although high level information was provided by ETSA Utilities on NIEIR’s weather
adjustment methodology, the internal mechanisms of the model and detailed
modelling spreadsheet were not available for review. As a result, the AER was unable
to draw a clear conclusion on the reasonableness of NIEIR’s weather adjustments
other than noting the adjustments appeared to have been consistently applied between
ETSA Utilities’ revised and amended energy sales forecasts.

The AER notes SACOSS expressed concern over the lack of testing for the accuracy
of the estimated price elasticity of demand used by both the AER and ETSA Utilities.
SACQOSS also submitted that the average demand by households seems to bear little
correlation to price in the medium term.*"®

The AER notes AEMO included a real retail residential price variable in its residential
energy sales model, with the price response by residential customers estimated by the
regression model, based on historical energy sales and retail price data over the past
16 years.

Figure 6.5: Actual and fitted value of AEMO’s residential sales model (kWh/person)
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Source: AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 23.

The AER also notes that based on the actual and predicted values from the residential
model shown in figure 6.5, the model provided a good fit to actual historical data. The

> ETSA Utilities, Response to AER, AER_weather_price_elasticity.pdf, March 2010 (confidential).
176 SACOSS, Submission to the AER, 16 February 2010, pp. 3-4.
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AER therefore considers that AEMO’s estimated price response for residential
customer appears reasonable.

6.5.2.2 NIEIR forecasting methodology

In order to assess the reasonableness of the NIEIR energy sales forecast model, the
AER requested detailed information in relation to NIEIR’s model, such as:'"’

= the basic equation for the forecasting model in mathematical form
= definitions of all variables used in the model, and how they are derived
= historical and forecast data for all variables in the model, and the data sources

= modelling spreadsheets and outputs including estimated coefficients, standard
errors and residuals.

ETSA Utilities provided a high level description of NIEIR’s energy sales model, a
report from Frontier Economics on its independent review of NIEIR’s forecast

methodology, and limited quantitative information for the commerce — wholesale and
retail trade energy forecast sub—-model.}”® ETSA Utilities stated:'"

...given the proprietary nature of NIEIR’s models, any further information
with regard to request AER.EU.1 is unavailable to ETSA Utilities.

This is confirmed by a letter from NIEIR addressed to ETSA Utilities:*®

...NIEIR is not able to make available the estimated coefficient and other
model outputs for other sectors (apart from whole sale and retail trade sector),
since this would involve releasing proprietary and valuable commercial
information. Providing this level of detail in model outputs for all sectors
would mean effectively releasing the entire sales model. This model is
proprietary to NIEIR and is of considerable commercial value. We (NIEIR)
are therefore not prepared to make the information available to ETSA
Utilities and/or the AER and can only provide detailed outputs for certain
sectors (whole sales and retail sector).

The AER notes that Frontier Economics described the capabilities of NIEIR’s
modelling system as meeting world class standards, and highlighted that NIEIR has
employed advanced econometrics techniques in its parameter estimations.*®*
However, the report does not contain information on how and where these
econometric techniques have been applied within NIEIR’s energy sales model, and
does not provide any statistical evidence in relation to the performance of these
techniques, such as outputs from post estimation diagnostic tests.

Y7 AER, AER information request AER.EU.1, 21 January 2010.

%8 ETSA Utilities, response to AER information request, AER.EU.1; NIEIR, Sales Forecasting —
Information for the AER prepared by NIEIR, February 2010; and Frontier Economics, Review of
NIEIR’s forecasting methodology, February 2010 (confidential).

ETSA Utilities, response to AER information request, AER.EU.1, 4 March 2010.

ETSA Utilities, response to AER information request, AER.EU.1, NIEIR letter proprietry info.pdf,
4 March 2010.

Frontier Economics, Review of NIEIR’s forecasting Methodology, February 2010, pp. 25-26,
(confidential).
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The AER would expect to see statistical evidence such as regression outputs and post
estimation diagnostic reports to demonstrate the reasonableness of the forecasting
model. For example, Frontier Economics stated that NIEIR has appropriately
addressed the stationarity issue through log transformation and growth rate
equations.'®> However, the AER notes that neither the Frontier Economics report, nor
materials provided by NIEIR contained any statistical evidence to demonstrate the
model has addressed this particular issue. The AER also notes that AEMO provided
full outputs from tests performed on its October 2009 forecasting models to
demonstrate the regressions were based on genuine long run relationship between
dependent and independent variables.*®

The AER notes that Frontier Economics stated: 84

In some cases, NIEIR have used informed judgement to specify certain
parameters, where the estimation procedures produce unreasonable estimates.
We accept that it is a common occurrence that the estimation procedures
produce unreasonable estimates for some parameters and we believe that the
use of informed judgement to produce substitute values for those parameters
is in line with normal practice. In this context, the term ‘estimation’ should be
interpreted fairly broadly as applying to the steps taken to determine the
parameter values used in the forecasting equations.

The AER accepts that the use of informed judgement in estimation may be reasonable
in certain circumstances, for example in estimating a restricted regression based on
well established economic theory on the expected sign of a certain coefficient for a
dependent variable. However, the AER was unable to review the reasonableness of
judgements made by NIEIR as no information was provided on how and on what
basis these judgments have been made.

The AER reviewed NIEIR’s commerce — wholesale and retail trade energy forecast
sub—model, including regression equation, input variable forecasts, and estimated
coefficients.’®™ The AER notes the regression model was specified based on current
growth rate relationships between energy sales and key driver variables, and therefore
does not appear to have regard to dynamic effects.’® The AER notes the estimated
coefficients of key drivers are reasonable and have the correct sign. The estimated
coefficient for the intercept is positive, suggesting that even with no growth in the key
drivers of energy demand, energy sales for the wholesale and retail trade sector will
continue to grow at a constant rate. Although this could be due to growth in other
factors outside of the model such as population growth, this has not been explained by
NIEIR.

182 Frontier Economics, Review of NIEIR’s forecasting Methodology, February 2010, p. 26,

(confidential).
183 AEMO undertook the Augmented Dickey-Fuller and the Kwiatkowski-Phillips-Schmidt-Shin
tests. See AEMO, AEMO, Second report to AER, ETSA Utilities sales and demand forecast,
March 2010, pp. 9-10; and AEMO, Comments on AEMO, Second Report to AER, ETSA Utilities
Sales and Demand Forecasts, March 2010.
Frontier Economics, Review of NIEIR’s forecasting Methodology, February 2010, p. 26,
(confidential).
Full regression output and post estimation diagnostic reports were not provided.
The regression model did not contain any time lagged variables.

184
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Using growth rate projections of key drivers provided by ETSA Utilities, the AER
calculated the forecast growth rates and sales volumes for the commerce — wholesale
and retail trade sector.*® A comparison between the values calculated by the AER
and NIEIR’s forecasts found large differences, with the NIEIR’s forecasts on average
approximately 12 per cent below the value calculated by the AER. However, in the
absence of further information, the AER is unable to reconcile the differences.

Similar to the commerce — wholesale and retail trade energy forecast sub model, the
AER notes that NIEIR’s business energy sales models for other sub sectors are also
specified based on growth rate relationships between energy consumption and key
driver variables. Therefore the AER considers that a high level comparison between
the growth rate and key drivers of demand appears to be reasonable.

The AER notes that ETSA Utilities” amended energy sales forecast was developed
based on the averaging of economic forecasts provided by Access Economics and
NIEIR. The AER notes that the gross value added (GVVA) growth rate forecasts used
to prepare the amended energy sales forecasts are in general higher compared to the
GVA forecasts used by NIEIR in developing its May 2009 forecast; in particular, for
the agriculture forestry and fishing, mining, and manufacturing sectors. The AER also
notes that NIEIR’s real retail electricity price forecast provided to the AER in March
2010 is slightly lower than that contained in ETSA Utilities’ regulatory proposal.

The AER compared the retail price, aggregated GVA, and business sales forecasts
prepared by NIEIR in May 2009 and January 2010, the results shown in table 6.7.

Table 6.7: Comparison NIEIR May 2009 and January 2010 forecasts (per cent)

Average growth over the Business energy Real business Real aggregated
period 2010-11 to 2014-15 sales retail price GVA
NIEIR May 2009 forecast 0.8 6.8 1.6
NIEIR January 2010 forecast 0.2 6.2 1.9

Source: ETSA Utilities, Economic forecast data for AER.xls, January 2010; ETSA Utilities,
Regulatory proposal, attachment D.1 NIEIR Energy sales forecast — Addendum, table 5.1,
May 2009; and NIEIR, Energy sales forecast January 2010, table 5.2, p. 60.

There appears to be some inconsistency between the average forecast growth in
business energy sales and the forecast growth in key drivers.

The AER acknowledges ETSA Utilities” ability to provide information was restricted
by the confidential nature of the NIEIR model. Nevertheless, the AER considers that
the information requested was necessary to perform a full assessment of NIEIR’s
forecasting methodology.

187 Energy sales growth rate forecasts calculated based on summation of estimated coefficient for the
intercept, and the products of estimated coefficients of key driver variable and forecast growth rate
of key drivers.
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The AER further notes that Frontier Economics provided the following comments in
its report regarding the analysis of forecasting errors: %

... source of (forecasting) error can be broken down further into several
components, choice of the wrong functional form for the forecasting
equations, omission from the model of important drivers of the variable being
forecast, and errors in the values chosen for the parameters of the forecasting
equations.

Parameter values are typically obtained either through econometric estimation
or by assigning reasonable values based on experience or studies in other
jurisdictions. While it would be valuable to ascertain whether the NIEIR
forecasting models suffer from any of these shortcomings, such an
investigation would require examination of the detailed model specifications,
the raw data used in estimating the models, and the estimation of variants of
the current models. Such a detailed examination is beyond the scope of the
present review.

The AER considers the above comment reinforces its view that further information is
required to perform a proper assessment of the NIEIR model. In the absence of such
information, the AER and its consultant’s review was effectively limited to the
consideration of the reasonableness of input assumptions and post model adjustments.

6.5.2.3 Input assumptions

The AER notes the updated economic outlook provided by KPMG, Access
Economics and NIEIR were materially different from the 2009 KPMG economic
outlook used by AEMO in developing its energy sales forecast accepted by the AER
in the draft decision.

In particular, the AER notes that the outlook for the energy intensive manufacturing
sector changed considerably as shown in figure 6.3 and table 6.8, with updated
forecasts from both KPMG and Access Economics showing growth in manufacturing
GVA flattening out, as opposed to a sharp decline followed by a strong rebound as
forecast by KPMG in its 2009 outlook.

The AER also notes the ownership of dwellings GVA forecasts provided by all three
forecasters were materially lower than the 2009 KPMG forecast as shown in figure
6.2 and table 6.8, with NIEIR’s forecast showing a steeper decline compared to the
forecasts from KPMG and Access Economics.™®

188 Frontier Economics, Review of NIEIR’s forecasting Methodology, February 2010, p. 29,
(confidential).
18 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, pp. 4-6.
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Table 6.8: Summary of key driver forecasts (per cent)

Average growth over the period

2010-11 to 2014-15 Manufacturing GVA Dwelling GVA
KPMG 2009 forecast 5.6 5.1°
KPMG 2010 forecast 0.1 13
Access 2010 forecast -0.6 2.4
NIEIR 2010 forecast -0.6 -0.3

Source: AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010,
pp. 4-6. Average growth rate calculated based on 2009-10 to 2014-15 data.

@ Calculated based on dwelling investment index.

The AER notes that NIEIR’s updated economic outlook has again been more

pessimistic compared to forecasts provided by KPMG and Access Economics as
shown in figures 6.1 to 6.3. The AER also notes the NIEIR GSP growth forecast is
materially lower than the forecast provided in the latest South Australian Government

mid—year budget review, as shown in table 6.9.*®

Table 6.9: Comparison of GSP growth forecasts (per cent)

2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

. . Not Not
Mid year budget review 2.3 25 35 35 available available
KPMG 2010 forecast 2.6 3.2 14 12 1.5 16
Access 2009 forecast 2.4 3.4 2.6 2.4 3.2 2.7
NIEIR 2010 forecast 1.8 2.3 3.1 -2.0 -0.4 1.3

Source: AEMO, Second report to the AER review of ETSA Utilities sales and demand
forecast, March 2010, p. 4; and Government of South Australia, Mid year

budget review 2009-10, January 2010.

The AER notes that there has been a slight downward revision to NIEIR’s population
growth forecasts between its May 2009 and January 2010 reports.*** The AER also
notes that NIEIR’s population forecast is materially lower than forecasts provided by
KPMG and Access Economics, and the ABS’s series B (medium scenario) population

growth projection as shown in figure 6.6.

1% AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 2; and
Government of South Australia, Mid year budget review 2009-10, January 2010.

191 ETSA Utilities, Regulatory proposal, May 2009, attachment D.1, NIEIR, Energy sales forecasts,
table 3.2; and ETSA Utilities, Revised regulatory proposal, January 2010, attachment D.1 NIEIR,

Energy sales forecasts, table 3.2.
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Figure 6.6:  Comparison of population growth projections (’000 persons)
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Source: AEMO, Second report to AER, ETSA Utilities sales and demand forecast,
March 2010, p. 4; and ABS, Cat no: 3222.0, Population Projections, Australia,
2006 to 2101, Table B4. Population projections, By age and sex, South
Australia - Series B.

Given the close alignment between KPMG, Access Economics and the ABS series B
population growth forecast over the next regulatory control period, the AER considers
that it is appropriate to use KPMG and Access Economics population forecasts as
inputs to develop ETSA Utilities’ energy sales forecast.'*

The AER agrees with AEMO that it is unusual to average different economic outlooks
from difference sources, as it is unclear that averaging sub—sets of economic activity
will provide a sensible overall picture of the economy.'*®

Based on AEMO’s advice and its own analysis, the AER considers that NIEIR’s
economic outlook and population forecast appear too conservative. Therefore the
AER accepts AEMO’s recommendation that separate energy sales forecasts should be
developed based on economic outlook and population forecast provided by KPMG
and Access Economics, with the resultant forecasts averaged.

On this basis, the AER considers AEMQ’s preferred baseline forecast, excluding
water heating sales, post model adjustments and implied network price increases
represents a more realistic baseline energy sales forecast than ETSA Utilities’
amended baseline forecast.

192 AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 4; and
ABS, Cat no: 3222.0 - Population Projections, Australia, 2006 to 2101, Table B4. Population
projections, By age and sex, South Australia - Series B.

% AEMO, Second report to AER, ETSA Utilities sales and demand forecast, March 2010, p. 6.

60



A comparison between AEMO’s updated baseline forecast and its October 2009
baseline forecast is presented in table 6.10.

Table 6.10:  AEMO baseline energy sales forecast excluding implied network price
increases, water heating loads and post model adjustments

2010-11  2011-12 2012-13 2013-14 2014-15

AEMO October 2009 baseline forecast 11 327 11638 11 970 12 265 12 655

AEMO March 2010 baseline forecast 11 299 11 346 11 403 11 490 11612

Source: Calculated based on AEMO, Second report to AER, ETSA Utilities sales and demand
forecast, March 2010, p. 32; and AEMO, Review of ETSA Utilities sales and demand
forecast, October 2009, p. 54.

The AER notes AEMO’s advice that one of the main differences between the energy
sales forecasts in AEMO’s October 2009 report and the March 2010 report is the
change in underlying economic forecasts, in particular the changes in forecast
composition of the South Australian economy:**

= the average growth rate of SA manufacturing sector GVA has reduced from
2.8 per cent to —0.1 per cent which is the main driver behind the reduction in the
business sector sales of around 1000 GWh by 2014-15

= the average growth rate of SA dwelling investment has reduced from 4.5 per cent
to 1.9 per cent (for the replaced variable of dwelling ownership GVA) which is
the main driver behind the reduction in the residential sector sales of around
500 GWh by 2014-15.

6.5.2.4 Post model adjustments

The AER notes that SACOSS raised concerns in relation to ETSA Utilities’ proposed
post model adjustments.'*> The AER engaged AEMO to provide a detailed review of
the revised post model adjustments, with AEMO’s main findings presented in

section 6.4.5. The AER notes AEMO’s revised post model adjustments are around
400 GWh higher over the next regulatory control period compared to its October 2009
forecasts.

The AER reviewed AEMO’s argument for the inclusion of rebound effects associated
with efficiency improvements as part of the post model adjustments, and the
assumptions AEMO used in estimating the extent of the rebound effects. The AER
supports AEMO’s approach as it is based on sound economic theory, and considers

194 AEMO, Second report to the AER review of ETSA Utilities sales and demand forecast, March
2010, pp. i-ii. The AER notes that the ‘Average growth rates’ for 2009 KPMG GVA forecasts
appeared to have been calculated based on compound annual growth rate formula using 2008-09 to
2014-15 data.

1% SACOSS, Submission to the AER, 16 February 2010, p. 4.
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that the quantum of adjustments made by AEMO in relation to the rebound effects are
supported by empirical evidence and therefore reasonable.'*

The AER considers AEMQ’s approach to estimate the adjustments needed to capture
the above historic trend growth in energy consumption associated with the
introduction of electric vehicles, and the increased penetration of televisions and
set—top boxes are reasonable. The AER accepts these adjustments should be
incorporated as part of the post model adjustments.

The AER reviewed ETSA Utilities’ estimated post model adjustment for the
introduction of lighting MEPS. The AER considers that the adjustment calculated by
ETSA Utilities based on historic and forecast data contained in the relevant regulatory
impact statement was reasonable.®”’

The AER notes that, based on NIEIR’s advice, ETSA Utilities increased its projection
of the energy sales reduction for solar PV installations over the next regulatory
control period, mainly driven by the increases in numbers of forecast sol