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Request for submissions

The AER is seeking comments on its proposed prapgiseline for network support
pass through applications. Interested partiesraited to make written submissions
to the AER on this guideline by the close of busgen 11 March 2011.

Submissions can be sent electronically to AERIng@iaer.gov.au. Alternatively,
written submissions can be sent to:

Mr Warwick Anderson

General Manager

Network Regulation North Branch
Australian Energy Regulator
GPO Box 3131

Canberra ACT 2601

Any enquiries about the draft guideline, or abaualging submissions, should be
directed to the Network Regulation North Branckhatabove email address.



1 Introduction

The AER is responsible for the economic regulagbmransmission Network Service
Providers (TNSPs) in the national electricity mard¢EM). The form of economic
regulation applied by the AER is a revenue cap Wwhits the earnings of each
TNSP in a regulatory control period. The Nationkddiicity Rules (NER) allow for a
revenue cap to be adjusted during a regulatoryalpériod, only in specific
circumstances. One of the allowed adjustmentsévenue cap is a network support
pass through amount. In such cases, the AER’ssateapprove the amount (network
support pass through amount) by which a TNSP canitsarevenue cap.

This guideline is designed to assist TNSPs prepaii@ork support pass through
applications consistent with the requirements efNMER. In particular, this guideline:

= sets out the process, timing and information resgments that TNSPs must
consider when preparing the application

= provides information on the assessment procedbseAER will undertake when
conducting an assessment of the application antinieérame in which the AER
must make its decision.

In publishing this guideline, the AER is increasthg transparency of the regulatory
processes applying to network support pass thrangimgements. The publication of
this guideline provides stakeholders with detdiswa the process undertaken by the
AER when assessing network support pass througdicappns.

1.1 Background

Network support typically involves the sourcingla¢al generation by a TNSP in
order to address forecast constraints in its tréssan network. In certain
circumstances, a TNSP may find it more cost effediv use generators for network
support to maintain system reliability, rather themlertake network augmentation
(such as building additional transmission linegtWwbrk support payments are
payments made by TNSPs to network support providenmanagement of forecast
network constraints.

Network support provides a direct benefit to traissmn customers and end users, as
it can defer the need for transmission augmentasiod hence results in lower
transmission charges, while maintaining the religof the network. However, the
amount of network support required by a TNSP ingingn year is dependent on
some factors that are outside the control of th&FNuch as weather conditions,
demand levels, and electricity usage patterns.rGive TNSPs’ limited control over
the factors that affect network support requirersgthie incentives implicit in the
revenue cap regulatory framework are unlikely tpact on the TNSPs’ network
support expenditure decisions. For that reason,PN&8e allowed to recover actual
network support payments. The network support grassigh process (as set out in
the NER) has been established to adjust any netsugrgort payments included in a
revenue cap so that only actual payments are restd¥em transmission customers.



1.2 Confidentiality

The AER'’s obligations regarding confidentiality aihe disclosure of information
provided to it by a TNSP are governed by @uenpetition and Consumer Act (2010),
National Electricity Law and the NER. See the ACRER Information Policy
guidelines (October 2008) for more informationtheg AER websitevww.aer.gov.au

1.3 Process for revision

The AER may amend or replace these guidelines fiom to time.

1.4 Version history and effective date

A version number and an effective date of issuéidaintify every version of these
guidelines.



2 AER issues and considerations

The following section sets out the AER’s reasoronghe assessment procedures and
the information requirements. This section alse set how the network support pass
through amount should be calculated.

2.1 General principles

Difference between actual and forecast network support payments

Network support costs are forecast at the timealing a revenue determination, but
the accuracy of the forecast will depend on fackangely outside of the control of the
TNSP! A network support pass through event occurs wherattual amount of
network support payment incurred in a regulatogrdiffers to the forecast amount
allowed in the determination for that year. ClaG8e7.2 of the NER states the AER
must determine whether a network support pass ghrement has occurred. If such
an event has occurred, the AER must allow for gnsaicient to the TNSP’s revenue
cap.

As part of determining whether a network suppodrg\has occurred, clause 6A.7.2

of the NER requires the AER to make an assessnmetiteoreasonableness of the pass
through amount. Accordingly, an application for epyal of a network support pass
through amount should provide reasons why thereangiference between actual

and forecast amounts (as provided for in the TN&*¥enue determination).

The AER notes it is difficult for TNSPs to accutgtiorecast network support costs,
due to factors largely beyond the TNSPs’ corftieeporting on causes of network
support pass through variations between forecakaatual payments will assist the
AER:

= understand the forecasting difficulties associatéd network support payments

= understand the cost drivers and environmental tiondiimpacting on the
network operations and the need for network support

= assess the efficiency of the TNSPs actions in magdge magnitude of the
network support event, including assessing thengxtewhich such actions may
or may not be possible.

The TNSP needs to provide reasons for differentésrecast and actual network
support payments for all network support pass tjinapplications, and include
reference to supporting information to verify teasons. The TNSP needs to provide
this information regardless of the materiality lo¢ proposed amount.

Efficiency

Clause 6A.7.2(i)(3) of the NER states that the ARbESt make an assessment on the
efficiency of the TNSPs’ decisions and actionsdlation to the risk of network
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A determination generally spans a regulatory mdmteriod of five years.
For example, due to uncontrollable events suakiesher conditions impacting on the network.



support events. The AER can undertake an efficiassgssment of a TNSP’s
decision and actions by investigating the contracisNSP enters into with network
support providers. For this reason, the AER wiiiee the contractual arrangements
associated with each network support pass throughteThe TNSP’s application
should provide the following information:

= the name of the network support provider/s engagedovide the service

= the activities which the network support providdrdve been engaged to
undertake

= length of the contract arrangements and whethene¢h&ork support provider/s
have been engaged by the TNSP to perform netwgastiservices previously

= if existing network support arrangements have cadnthe TNSP should identify
any changes to the arrangements.

In assessing the efficiency of network supportregeanents, the AER will review:

the process for awarding the contract to thevort support provider

2. whether the TNSP conducted a regulatory investiiest to determine whether
a non-network solution such as network suppotiesmost cost effective option
to address a network constraint

3.  the processes undertaken by the TNSP, andgtgiagons with the network
support providers.

In some cases, the AER may have reviewed the nketsupport contractual
arrangements as part of the TNSP’s revenue detatimim In such cases, the AER

will not review contractual arrangements again ssi@ny changes have been made to
those arrangements.

Administration costs

The AER must determine a network support pass givamount that reflects the
NER requirements. The network support pass thremgbunt is the network support
paymenthat has been made by the TNSP for network sugpovices. This

definition does not allow for administration costsurred by the TNSP to be
recovered through the network support pass throogthanism. The AER therefore
will not approve any other costs, such as admatis® or indirect costs, as part of the
network support pass through amount.

The AER considers administration and other gerarstis should have already been
provided for as part of a TNSP’s revenue deterronat

Materiality

Network support pass through events are diffe@othier pass through events as the
NER does not specify a materiality threshold tolgppthe pass through amount. As
such TNSPs are required to pass through all diftee between the network support
amount allowed in the revenue determination anddtsal network support
payments, irrespective of the size of the diffeeefitherefore, unless the forecast and
actual network support payments are the same, Tld&Psxpected to lodge a



network support pass through application for eithpositive or a negative network
support pass through amount in each regulatory year

The AER will make a determination on the applicatim accordance with the
provisions of clause 6A.7.2 of the NER regardldsh® materiality of the proposed
network support pass through amount.

Under/over recovery of network support pass through amounts from
previous years

Due to the timing of network support pass througpravals and variations
transmission revenues during a regulatory yeaetaark support pass through
amount may not be fully recovered in a regulategry Some TNSPs have previously
incorporated a ‘true up’ amount in their calculagmf network support pass through
amounts. That is the proposed pass through amasgnnhbluded under or over
recoveries of previous network support pass thrargbunts.

The AER considers the NER does not allow for urtaleyver recovery of a network
support pass through amount from a previous regylgear to be included in a
network support pass through amount. The netwagokau pass through amount is
defined as the difference between actual and fetewzwork support payments made
by the TNSP for network support services in a ragguy year. This definition does
not allow for under/over recovery amounts arisirant previous years to be
recovered through the network support pass throwgthanism. Accordingly, the
AER will not approve any under or over recovery amts from previous regulatory
years as part of the network support pass throogsuat.

The AER considers that once incorporated into t#dRMor a regulatory year, any
under/over recovery amounts that may be attribtdedktwork support pass through
should be incorporated into the treatment of th@euwiover recovery of the MAR.

2.2 Calculation of network support pass through
amount

The network support pass through amount is caledlas the difference between
forecast and actual network support payments, tdjus take into account the time
cost of money.

Time cost of money

Clause 6A.7.2(i)(4) of the NER requires the AERake into account the time cost of
money as part of deriving the network support passugh amount. The NER
requires that the weighted average cost of cafWACC) is used to account for the
time cost of money.

The time cost of money is the principle that aaok worth more, the sooner it is to
be received, all other things being eqli@ihis is because if received today, a dollar
can be invested and earn interest, making it makgable than a dollar received in

the future. The time cost of money is effectivatyiaterest payment from the TNSP

®  Peirson, Brown, Easton, Howard, Pindgusiness Finance, 9" edition (2006), p. 843.



to its customers on a negative network support an@yer recovery) or an interest
payment to the TNSP from its customers on a p@&sitetwork support amount (under
recovery).

To account for the time cost of money, TNSPs ageired to apply the WACC in
determining the network support pass through amduré time cost of money
calculation needs to reflect the time period thatrhoney is owed to or by customers.
This includes accounting for the time cost of moimethe year in which:

= the network support event occurs (year t)

= the application for approval of the network supgias$s through amount is being
assessed by the AER (year t+1)

= the approved network support pass through amoyassed back to customers
through an adjustment to the maximum allowed regdgaar t+2).

Overall the AER considers there is a two year taglved with passing through the
approved network support pass through amount t@ngssion network customers,
and the WACC must be applied to reflect this tiag Examples of how the time
cost of money (WACC) should be applied to calcutateetwork support pass through
amount are provided in appendix C to this guideline

Negative network support events

The AER will assess negative network support pgagsigh events in the same
manner as when assessing positive network supasstthrough events. When
making a determination on a negative network suppass through application, the
AER will consider the factors listed in clause 6&.6f the NER which relate to
positive network support events. The AER consitlegse factors are relevant for
determining the network support pass through amatiete there is a negative
network support event.

For example, where a negative network support everurs, the AER will consider
the concept expressed in clause 6A.7.2 (i) (5nstiang costs occur solely as a
consequence of the event. The AER would have sabsfied the network support
costs used to calculate the network support pasagh amount reflect only those
which can be considered network support payments.

2.3 Conclusion

The AER considers its approach to making a detexticin on a TNSP’s proposed
network support pass through amount is consistéhtalause 6A.7.2 of the NER.
The AER will comply with the assessment procedares information requirements
listed in section 3 to ensure sound administradieeision making on TNSP network
support pass through applications.



3 Network support pass through application
guideline

This section sets out the processes which a TNS8&#dollow when preparing a
network support pass through application.

3.1 Timing

Table 1 summarises the key dates which TNSPs a&ndER must meet under clause
6A.7.2 of the NER.

Table 1: Timing of network support passthrough processes

Event Timing

TNSP submits positive ”et.W"r." 60 business days after the end of the relevant year

support pass through application

TNSP submits negative “?‘tW‘?rk 60 business days after the end of the relevant year

support pass through application
The AER must make a determination within 60 busirdsy/s after

AER determination (positive receiving the application. If the AER does not make

network support pass through)  determination, then the AER is taken to have detexdthe
amount as proposed by the TNSP.

The NER allows for the timeframe to be decidedhatAER’s
discretion. However, the AER intends to assesstiegaetwork
support pass through applications within the sameftame as
when dealing with a positive amount (that is, 68ibess days
after receiving the application). If circumstanceguire the AER
to take more than 60 days to assess the applicatierAER will
advise the TNSP in writing of the additional tineguired.

AER determination (negative
network support pass through)

The AER intends to make a determination within G6ibess days for both positive
and negative network support pass through apphicatiThis is to ensure the pass
through amount can be incorporated into the follmayear’s transmission prices in a
timely manner. The timeframe allows for any coreidin processes which the AER
may carry out as part of the determination proaestyding seeking further
information from the relevant TNSP, or other patie

3.2 NER information requirements

In accordance with clause 6A.7.2 of the NER, TN&Rsrequired to provide the
following information when preparing a network sopgpass through application:

1. Details of the network support event, including Wiee it was a positive or
negative network support event

2. A proposed network support pass through amouniydinty a spreadsheet
showing how the proposed network support pass tfiramount was calculated
(refer to appendix C for examples of spreadshdetilzdions)



3. Evidence of the contractual arrangement, includieigils on the provider/s of the
network support services; specifically:

a. the name of the network support provider/s engageadovide the service

b. the activities which the network support providdrdse been engaged to
undertake

c. the length of the contract arrangements and whétleemetwork support
provider/s have been engaged by the TNSP to penfietmork support
services previously

d. if existing network support arrangements have chdnthe TNSP should
highlight any changes to the arrangements.

4. If the AER reviewed the contractual arrangemenisaaof the transmission
revenue determination, any changes to the existingractual arrangements.

Appendix B lists the information which TNSPs shouke as basis for preparing a
network support pass through application, and aghiged provides examples of the
spreadsheet calculations.

3.3 AER network support pass through information
requirements

The AER considers that the NER requires TNSPsduige the following
information:

= calculations on how the proposed network suppas plarough amount was
derived, including application of the CPI adjustinand application of the time
cost of money

= reasons for the difference between the actual n&taupport payment and the
amount included in the revenue determination

= evidence that the proposed network support passghramount relates only to
network support payments. The payments can baeathfy checking the TNSP’s
certification of costs, audited financial statensemt regulatory accounts or
through an independently certified cost valuatiepart

= details on the TNSPs actions to manage the magndatithe pass through
amount, given that network support pass througitsvennot be forecast with
certainty. The AER will assess whether the proceaséertaken by the TNSP in
reaching the contractual arrangements are efficient

3.4 AER assessment procedures

In accordance with clause 6A.7.2 of the NER, thdrRAHII:

1. Determine whether a network support event has ocedur



. Check the date when the application was receiveztsiibe timeframe as
prescribed in the NER (60 business days).

. Check the details of the network support eventvanether a positive or negative
network support pass through amount has been pedpos

. Check the calculations, including whether:
a. the proposed network support pass through amowmitisnetically correct

b. costs included in the proposed amount reflect tB& Mefinition of network
support pass through amount

c. the time cost of money (as prescribed in the TN$&/snue determination)
has been applied correctly.

. Check that the actual network support payments baea certified by an
independent and appropriately qualified expert.



A. NER requirements

This section lists the NER definitions of netwotpport event, network support
payment and network support pass through amouig.sHetion also sets out clause
6A.7.2 of the NER.

Network support event

(@) If, at the end of eegulatory year of aregulatory control period, the
amount ofnetwork support payments made by aransmission Network
Service Provider for that previousegulatory year is higher or lower
than the amount afetwork support payments (if any) that is provided
for in theannual building block revenue requirement for the
Transmission Network Service Provider for thatregulatory year, this
constitutes aetwork support event.

(b) In calculating the amount for the purposes nétavork support event
referred to in paragraph (a), the amoumetfvork support payments
made by d'ransmission Network Service Provider must not include an
amount ofnetwork support payments that are a substitute fomatwork
augmentation where an allowance for capital expenditure intrefato
thatnetwork augmentation has been provided for in thevenue
determination.

Network support payment
A payment by a Transmission Network Service Pravide

(@) any Generator providing network support seviceaccordance with
clause 5.6.2; or

(b) any other person providing a network suppantise that is an
alternative to network augmentation.

Network support pass through amount

The amount that should be passed through to Tras&mi Network Users in the
regulatory year following the preceding regulatgegar, in respect of a network
support event for a Transmission Network Servica/ider.

Clause 6A.7.2 Network support passthrough

(&) This clause applies wheraawork support event occurs with respect
to aregulatory year (‘the previougegulatory year").

(b) If a network support event occursTransmission Network Service
Provider must seek a determination by #hER to pass through to
Transmission Network Users anetwork support pass through amount.

(c) Where a Transmission Network Service Provigeks a determination
as referred to in paragraph (b), the provider muihin 60 business
days of the end of the previous regulatory yeaspstto the AER a
written statement which specifies:

(1) the details of the network support event inoigdvhether the
event was aegative network support event or apositive network
support event;

(2) the amount that the provider proposes shoulpgassed through
to Transmission Network Users in the regulatory yeowing

10



(d)

(e)

()

(@)

the previous regulatory year as a result of thevoek support
event;

(3) evidence:

0] of the actual increase in the amounhetfvork support
payments, including certification by an independamd
appropriately qualified expert; and

(i)  that such amounts occur solely as a consequehthe
positive network support event; and

(4) such other information as may be required pamsto the
information Guidelines in force under clause 6A.17.2.

If the AER determines that a positive netwangort event has
occurred in respect of a statement under parag@pthe AER must
determine the network support pass through amatakifyg into
account the matters referred to in paragraph (i).

If the AER does not make the determinationrreféto in paragraph
(d) within 60 business days from the date it reegithe Transmission
Network Service Provider's statement and accompangvidence
under paragraph (c), then, on the expiry of thaibpethe AER is
taken to have determined that the amount as prdgogee provider's
statement under paragraph (c) is the network stimass through
amount.

If a negative network support event occurs (tlbe or not the
occurrence of that event is notified by the provigethe AER under
paragraph (c)) and the AER determines to imposgairement on the
Transmission Network Service Provider in relationhat negative
network support event, the AER must determine gtevork support
pass through amount taking into account the martédesred to in

paragraph (i).

A Transmission Network Service Provider mustviile the AER with
such information as the AER requires for the puepmismaking a
determination under paragraph (f) within three specified by the AER
in a notice provided to the provider by the AER ttuait purpose.

Consultation

(h)

Before making a determination under paragrapto( (f), the AER
may consult with the relevant Transmission Netwsekvice Provider
and such other persons as the AER considers ajgeprn any
matters arising out of the relevant network suppwent as the AER
considers appropriate.

Relevant factors

0

In making a determination under paragraph ¢d))o the AER must
take into account:

(1) the matters and proposals set out in any s&tegiven to the
AER by the Transmission Network Service Providedtem
paragraph (c);

(2) inthe case of a positive network support evéinet increase in
costs in the provision of prescribrdnsmission services that the

11



3)

(4)

(%)

(6)

provider has incurred in the preceding regulat@gneas a result
of the positive network support event;

in the case of a positive network support eviwt efficiency of
the provider's decisions and actions in relatiothéorisk of the
event, including whether the provider has failetbice any
action that could reasonably be taken to reducentngnitude of
the positive network support event and whetheiptiogider has
taken or omitted to take any action where sucloaair
omission has increased the magnitude of the ampuaspect of
that event;

the time cost of money based on weakghted average cost of
capital for the provider for the relevanggulatory control

period;

the need to ensure that the provider only recoany actual
increment in costs under this paragraph (i) toetktent that such
increment is solely as a consequence of a netwgrkat event;
and

any other factors the AER considers relevant.

12



B. Information requirements

Table 1 shows a pro forma which a TNSP should ussnvpreparing a network
support pass through application. This pro formawas the information needed by
the AER for the purposes of making a determinabiorthe application.

Table 1: TNSP network support passthrough application infor mation requirements (in real
dollars)

For theyear ended 30 June XX:

(1) Network support allowance ($m)*
(2) Actual network support expenditure ($m)

(3) Network support pass through amount ($m), idicig
WACC calculations

(4) Reasons for variation
(5) Evidence showing actual network support expeneli

(6) Date network support pass through written stete
submitted to AER

* As provided for in the TNSP’s revenue determioati

Calculations

As highlighted in table 1, the network support pdseugh amount (3) is the
difference between the actual network expendit?yad the network support
allowance provided for the in the TNSP’s revenueheination (1). The
spreadsheets in appendix C show how the netwonostipass through amount can
be calculated. Relevant definitions are listed Wwelo

1 Network support allowance

The network support allowance is the amount praVide in the TNSP’s revenue
determination. As the network support allowancseisin dollar terms at the time the
determination was made, the network support all@@areeds to be converted to a
dollar amount relevant the financial year in whilbh network support event
occurred. This is to ensure dollar amounts areconparable terms with the actual
network support expenditure. The inflation adjusttngould involve whole year
adjustment of the network support allowance toethe of the applicable year based
on the March to March CPlI.

2. Actual network support expenditure

Actual network support expenditure is the totalmpamts to the network support
provider (or providers) during the relevant regoitgityear.

4 Consistent with the TNSP’s revenue determinagiot the PTRM.

13



3. Network support passthrough amount

The network support pass through amount is thermdiffce between the network
support allowance (that has been CPI adjusted)ttendctual network support
expenditure. The WACC is applied to the networkpguppass through amount. The
WACC adjustment addresses lags between the tintfeeavent and the time the
network support pass through amount is passedghrmicustomers. The WACC can
be applied on a yearly or monthly basis. The workeaimples demonstrate how the
actual network expenditure can be adjusted to purate the WACC on a yearly or
monthly basis. (The network support pass througbuernshould be approximately
the same whether estimated on a yearly or montish

WACC calculations

The AER will apply the WACC to take account of tirae cost of money in the year
in which the network support event occurs, in tleoving manner:

=  Monthly basis: Where the TNSP maintains a monthigars/overs account of
network support receipts against network suppoytrants, a monthly WACC is
applied to the opening balance each month. Futtigemonthly network support
receipts are to be calculated using an annuity déanThis ensures the time cost
of money during the regulatory year is reflectethia monthly network support
receipts.

= Annual basis: a half year WACC is to be appliedrentotal network support
expenditure at the end of the year in which thevagt support event occurs. This
is a proxy to account for the time cost of moneyetsvork support payments are
generally paid in instalments throughout the reigulayear, and charged to
customers on a monthly basis.

The AER will also apply the WACC to ensure netwoudstomers and TNSPs are
compensated for the lag between the year in wiieméetwork support event occurs
and the year in which the approved network suppass through amount is
recovered. There are two time lags requiring th@iegtion of the WACC. These are:

= aone year time lag in which the network suppossggarough amount is approved
by the AER. A full year calculation of the WACC Wide applied.

= afurther half year lag representing the periodnemetwork support pass through
amount is passed through to customers in the férinaesmission prices. The
WACC will be applied for half a year to account fbe time cost of money
during the regulatory year The AER considers thi$ year WACC as a
reasonable proxy as it aligns with the PTRM calioies.

4-6 Other information

The TNSPs are expected to provided qualitativermégion in support of their
application as discussed in section 3.

14



C. Worked example

The attached spreadsheet shows worked examplesmtoltalculate the network
support pass through amount. The spreadsheet showslas and examples on how
to account for costs associated with the followhygothetical event:

Negative network support pass through event (over recovery)

Assume a TNSP has over recovered network suppypntgrats from customers
during a financial year. Accordingly, it seeks &edlmination from the AER on a
proposed negative network support pass through amdbhe TNSP’s revenue
determination has approved a network support payofe360 million ($2007-08) in
the 2009-10 regulatory year. The TNSP has madalaottwork support payments
of $50 million to the network support service pawssi in 2009-10. Assume that the
revenue determination for the TNSP allowed a nohviaailla WACC of 10 per cent.
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