D Ausgrid ¢ 3 1 Endeavour

22 May 2013

Mr. Sebastian Roberts

General Manager — Network Operations & Development
Australian Energy Regulator

GPO Box 520

Melbourne VIC 3001

Dear Mr. Roberts
Further comments on AER’s supplementary material on expenditure incentives

The NSW DNSPs prepared a joint submission on 10 May 2012 on the AER’s issues paper
on expenditure incentive guidelines. In our submission, we agreed to provide further
comments on supplementary material provided by the AER on 6 May 2012.

The AER’s supplementary information seeks to clarify and refine the incentives in response
to stakeholder concerns. Our comments support the AER'’s proposed directions on the
capex incentive scheme and raise concerns on the AER’s proposed direction on opex
incentives. We look forward to continued constructive feedback with the AER, and note the
effective processes to date.

Refined model on capex incentive guidelines

In our submission, we raised substantive concerns on the proposed Capital Expenditure
Sharing Scheme (CESS). Our analysis focused on a model provided in Appendix 3 of the
AER'’s issues paper, which suggested that the scheme may apply a penalty rate of 70 per
cent for overspends and 30 per cent for underspends.

Since that time, AER staff have clarified that the AER did not intend to apply a 70 per cent
penalty rate, and this has seemingly been reflected in the new CESS model provided to
stakeholders on 6 May 2013. The model includes a 30 per cent symmetric penalty / reward
rate, which we would support as a more appropriate sharing framework.

At this stage we have not had sufficient time to assess the mechanics of the model. We will
provide further comments as part of the draft guidelines.

New information on EBSS

In response to stakeholder questions, the AER has provided additional information on the
application of the EBSS and its interaction with setting opex allowances. The information is
highly complex and will require additional time to fully analyse. At a high level:

e We support the AER’s email of 10 May 2013, which clarifies that the AER will not alter
the penalty / reward accruing from the operation of the EBSS in existing
determinations and we appreciate the AER'’s clarification of this matter;

e We consider there are risks in using benchmark costs to establish the efficiency of the
base year. We consider that the high rate of incentive under the existing EBSS is
already moving businesses towards the efficient costs in the circumstances of that
business; and

e |t is not clear how the EBSS models provided by the AER will operate when
benchmark costs are used. Based on our understanding, it appears that the AER
would provide financial compensation to a DNSP in recognition that the benchmark is
a ‘stretch’ target. This could be in the form of a transition path to any such target.




P Ausgrid

Our view is that the discussion needs to go back to ‘first principles’ on the AER’s obligations
to assess the total opex in a DNSP’s regulatory proposal. The Rules do not contemplate a
binary approach of using either revealed or benchmark costs. Rather the AER must make a
decision that has regard to the opex objectives, criteria and factors. In doing so, the AER
must place weight on the evidence provided by the DNSP and other analysis, including
factors such as previous costs, incentives and benchmark costs.

In this context, we consider that the ‘revealed costs’ approach should have primary
weighting in the AER’s decision. The high power of the EBSS is aligned to the initiatives in
place in the NSW DNSPs to restructure their businesses to achieve cost savings. In turn,
this provides compelling evidence to the AER that a DNSP has achieved a level of efficiency
within its operating environment.

We note that the AER has not provided any strong evidence to suggest that the EBSS is not
achieving its purpose in driving DNSPs to progressively lower costs over the period. Our
experience demonstrates that the EBSS is a relevant driver of efficiency in the business and
that the scheme can be relied on to demonstrate the efficient costs achievable by the
business at that point in time.

In contrast, benchmark information should be used with caution. Any analysis to assess the
increased use of benchmarking needs to be comprehensively reviewed and only given
weight when or if the AER clearly identifies inefficiency. We consider that it is more
appropriate to use benchmarking data as an input for moving the DNSPs to the AER’s
efficiency targets over time, rather than for directly setting base year allowances. Using
benchmarking to set regulatory expenditure levels that DNSPs cannot reasonably achieve in
the short to medium term will put pressure on the sustainability of the network.

We consider that further consultation needs to be undertaken regarding the design of the
EBSS and its interaction with opex allowances. While we recognise that the expenditure
guidelines incentives are an appropriate forum to discuss issues with the EBSS, we would
suggest that the AER is still required to undertake formal consultation processes under
clause 6.5.8(a) of the NER. We seek clarity from the AER on the timelines for this
discussion.

Our responses to the AER’s supplementary questions are attached.

If you would like to discuss this matter further, please do not hesitate to contact me on
(02) 9249-3120 or via email on Michael.martinson@ensdeavourenergy.com.au ofr,
alternatively, Mr Zubin Meher-Homji, Manager Regulatory Affairs at Ausgrid on (02) 9269-
2395 or via email on ZMeher-Homji@energy.com.au.

Yours sincerely,

Mike Martinson
Group Manager Network Regulation
Networks NSW
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