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Overview

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

These are the first electricity distribution determinations made by the AER on the
price control regime to apply to the Victorian DNSPs—CitiPower, Powercor, Jemena
Electricity Networks (JEN), SP AusNet and United Energy Distribution

(United Energy). The previous determination that applied to these DNSPs for the
period 2006-10 was made by the Essential Services Commission of Victoria (ESCV).
That determination ends on 31 December 2010. The AER's determinations will then
take effect on 1 January 2011.

In making its distribution determinations and decisions, the AER has taken into
account the Victorian DNSPs' initial and revised regulatory proposals, submissions
from interested parties, advice from consultants, relevant information and forecasts
and recent decisions of the Australian Competition Tribunal.

The AER's final decision approves higher levels of capital and operating expenditure
than are allowed in the current five year regulatory period, and approves higher
expenditure than in the draft decision. This is due to additional expenditure needs for
replacement of ageing assets and to meet higher customer peak demand. In addition,
new safety related obligations have been imposed on the businesses since the draft
decision. That said, the AER has not accepted the total level of operating expenditure
(opex) and capital expenditure (capex) proposed by the Victorian DNSPs in their
revised proposals.

Notwithstanding these additional allowances, the charges allowed by this decision
will not change significantly compared to current levels. The result for customers
from this decision is that retail price changes for 2011 are expected to range from a
reduction of 1.6 per cent (for Citipower) to an increase of 5.1 per cent (SP AusNet).
Annual nominal increases in prices averaging between 2—-3 percent for the remainder
of the period are needed to finance the approved capital program and to meet rising
costs.

Assessment approach

A significant aspect of the AER's assessment approach is its review of historical
expenditure, to serve as a point of reference in the initial testing of whether the
business's proposals of forecast future expenditure are a reasonable estimate of
efficient costs.

Previous levels of activity are taken as the starting point to assess future needs, with
adjustment to take account of changing circumstances. These changes include an
ageing asset base, continuing growth in demand and in numbers of customers,
increases in financing costs, wages and material costs, and changes in operational
circumstances, such as in relation to safety and other service obligations.

OVERVIEW



The Victorian electricity distributors have been operating under a framework of
incentives to reward efficiency for 10 years and the AER expects that as a result there
is a high likelihood that the historic unit cost and business practices are a reliable
indication of efficient costs.

The AER has taken into account the operating and capital expenditure 'factors™ in
determining whether the Victorian DNSPs' total forecast operating and capital
expenditure allowances reasonably reflect the operating and capital expenditure
criteria.? The AER must be satisfied that the proposed expenditure reasonably reflects
a realistic demand forecast and cost inputs, and the efficient costs a prudent operator
in the circumstances of each DNSP requires, to meet or manage expected demand,
comply with regulatory obligations and maintain its network and supply.’
Importantly, it is the total of the respective forecast expenditures which the AER must
be satisfied reasonably reflect the operating and capital expenditure criteria.

Overview of regulatory proposals

Over the past two regulatory control periods (10 years), the Victorian DNSPs’ actual
expenditures have been less than those forecast by the firms and less than the
allowances set by the ESCV (although this has varied between businesses and
regulatory years). The Victorian DNSPs' actual expenditures have generally followed
a relatively constant trend, in contrast to the significant increases proposed by the
Victorian DNSPs for the forthcoming regulatory control period.

Overall, this trend analysis together with comparative benchmarking of Victorian
DNSPs against DNSPs in other jurisdictions suggests that the Victorian DNSPs
compare favourably from an efficiency perspective to those in other states. Thus the
revealed costs of the Victorian DNSPs are a sound base for determining the starting
point for evaluating the efficiency and prudency of their regulatory proposals.

In addition, the Victorian DNSPs have maintained relatively high standards of service,
in terms of reliability of supply compared to other jurisdictions. However, evidence
has recently emerged which suggests that the policies of some Victorian DNSPs to
defer investment may have stretched the capacity of their networks to sustain these
levels of service reliability without further investment. This has resulted in the AER
approving some increase in augmentation investment in this final decision.

In response to the AER's draft decision, the Victorian DNSPs each proposed increases
in expenditure that significantly exceed what they have spent in the current 2006—-10
regulatory period, and also exceed what was initially forecast in the current period.
Overall, the Victorian DNSPs have proposed increases in capital expenditure of
approximately 70 per cent, and increases in operating expenditure of approximately
52 per cent compared to their expected actual spending in the current period.

The combined increases in forecast capex and opex for the Victorian DNSPs in the
forthcoming regulatory control period agreed to by the AER amount to $4.7 billion
(45 per cent increase) for capex and $2.7 billion (32 per cent increase) for opex
compared to current period expenditure. The AER has determined that these amounts

1 NER, cll. 6.5.6(e) and 6.5.7(e), respectively.
NER, cll. 6.5.6(c) and 6.5.7(c), respectively.
NER, cll. 6.5.6(a) and 6.5.7(a), respectively.
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represent the efficient costs that would be incurred by a prudent operator in the
circumstances of the Victorian DNSPs, having regard to changes to their underlying
costs, regulatory obligations and the need to meet expected demand. These cost
increases were justified following the provision of considerable information,
particularly regarding the needs for replacement capex and augmentation, in the
revised proposals.

The factors driving this increase include responding to higher peak demand from the
use of more energy intensive appliances, such as air conditioners, and the need to
continue to replace ageing assets in an environment of increasing input and material
cost pressures.

Recent changes in the safety regulatory regime have also resulted in the AER
approving higher opex and capex allowances over the forthcoming regulatory control
period, relative to past practice and the draft decision.

While it is recognised that climate change may have an impact on future expenditure
needs, the effects would develop over a longer term, the AER considers that a specific
step-change increase for the forthcoming period is not warranted.

Figure 1 sets out the AER's final decision on forecast energy sales. These forecasts are
a key determinant of the DNSPs' expected revenues and required price increases. The
chart indicates that the AER has largely agreed with the forecasts proposed by the
Victorian DNSPs. It also illustrates that the DNSPs responded to the AER's draft
decision through updating their forecasts and moderating the presumed impact of
certain energy efficiency measures (including time of use impacts) as well as
correcting for an error in the AER's draft decision in relation to population growth
adjustments. The AER has also largely accepted the DNSPs' revised customer number
and maximum demand forecasts, which are inputs into several elements of the
DNSPs' forecast expenditures.
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Figure 1 Victorian DNSP historical and forecast energy sales
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Capital expenditure

The AER considered the cases put forward by the Victorian DNSPs for changes in
requirements that would justify a large increase in capital expenditure over the
forthcoming regulatory control period—a combined 70 per cent increase has been
proposed or a total of $5.5 billion ($2010) over actual expenditure in the current
regulatory period.

The AER considered these proposals for substantial increases in the volume of
network build (augmentation and replacement) against actual historical outcomes. The
AER also took into account the impact of increases in peak electricity demand.

As foreshadowed in its draft decision, the AER’s analysis has found that the costs
proposed by the DNSPs are not prudent and efficient. This position is supported by
the AER’s consultants. The consultants concluded a reasonable estimate of prudent
and efficient investment should be relatively consistent with historical trends, with
appropriate allowance for increasing needs due to the ageing of the network, further
demand growth and other changes in conditions.

Since the draft decision, there have been changes to the safety regime that applies to
the Victorian DNSPs. All DNSPs are now required to develop and implement
mandatory Energy Safety Management Schemes (ESMS). This has led to a
reassessment of replacement expenditure for a number of the DNSPs, which the AER
has undertaken in consultation with Energy Safe Victoria (ESV), and a substantial
increase in the allowance.

The AER has also reassessed its draft decision in light of the Victorian DNSPs'
revised regulatory proposals specifically, the draft decision’s findings in relation to
customer connections, non-network IT, and particularly reliability related capex.

v VICTORIAN DISTRIBUTION DETERMINATION—FINAL DECISION



Changes in these areas have contributed to an increase in the amount of capital
expenditure allowed between the draft and final decisions.

Therefore, the AER's final decision allowance considers that there is a need to
increase capex, on average, by around 45 per cent compared with actual expenditure
in the current regulatory period. Overall, the decision means total capex would be
$4.7 billion, around 14 per cent (or $792 million) less than that sought by the DNSPs
in their revised regulatory proposals.

Further new obligations and expenditure requirements may eventuate beyond those
noted in relation to bushfire mitigation, stemming from recommendations of the
Victorian Bushfires Royal Commission (VBRC). These obligations will ultimately be
determined by the Victorian Government and will be dealt with under the regulatory
framework, including through potential cost pass through events, as they arise.
Figure 2 Victorian DNSP historical and forecast capex comparison ($'m 2010)
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Figure 2 provides an illustration of the Victorian DNSPs' actual and forecast
expenditures over the past 10 years as well as their proposed expenditures for the
forthcoming regulatory control period. The outcome of the AER’s approach in
assessing the capex allowance will result in a step increase to the Victorian DNSPs'
proposed capex for the forthcoming regulatory control period. A significant
component of this initial increase in expenditure is to fund safety related programs
which will be closely monitored by the AER and Energy Safe Victoria. Table 2
provides a breakdown of the AER's final decision on capex by expenditure purpose
for each DNSP.
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Table 2 AER conclusion on DNSP capital expenditure 2011-15 ($'m, 2010)

CitiPower  Powercor JEN SP United

AusNet Energy

Reinforcement 267.6 276.9 98.4 389.3 181.0
Gross demand connections 286.8 672.2 142.3 496.3 249.7
Reliability and quality maintained 163.1 177.1 52.8 202.0 111.0
Environment, safety & legal obligations 34,5 231.3 80.6 220.8 213.4
SCADA & network control 13.9 21.2 2.9 5.0 3.7
Non-network general - IT 48.0 112.3 64.0 147.1 110.9
Non-network general - other 16.5 76.5 32.4 20.8 17.0
Total gross capex 830.3 1567.4 4734 1481.2 886.8
Less customer contributions 62.9 243.7 39.5 64.2 134.0
Total net capex 767.5 1323.7 433.9 1416.9 752.8

Note: Capex in this table includes the AER's final decision on margins, overheads and
real cost increases.

Operating expenditure

The AER considered that the underlying level of opex (referred to as base opex)
proposed by each Victorian DNSP* to be above the efficient level required during the
forthcoming regulatory control period. The AER has adjusted the Victorian DNSPs'
'base year level' of opex for a range of factors to ensure that these costs reflect
efficient and prudent costs.

The AER has considered the impact on opex from growth in the size of the Victorian
DNSPs' distribution networks and customer bases (scale escalation), including any
scale efficiencies arising from a larger network over the forthcoming regulatory
control period. The AER has allowed an increase in the Victorian DNSPs’ opex
allowance in real terms (incorporating changes in real input costs for labour and
materials).

The AER has also provided an allowance for costs related to material changes to the
Victorian DNSPs' operating environments and changed regulatory obligations,
particularly new safety related obligations regarding vegetation management around
powerlines.” $377.6 million out of a proposed $554.7 for step changes in opex costs
represented an efficient increase in the level of operating expenditure for the
forthcoming regulatory control period. This includes a total of $206 million for a step
change in costs for new electricity safety regulations and a further allowance of

$19 million has been provided for new obligations regarding customer
communications. Allowances of $41 million and $33 million have been provided for

4
5

With the exception of United Energy.
Electricity Safety (Electric Line Clearance) Regulations 2010 (Vic)
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increased information technology and insurance costs respectively while an allowance
of $11 million has been provided for demand management activities.

Further, while it is too early to evaluate the precise effect on efficiency from the use
of advanced metering infrastructure (AMI), the AER expects that the benefits will
develop and will impact on trends in operating and capital costs. The AER will
monitor these impacts on costs to ensure that the benefits are returned to customers.

The AER has provided a total opex allowance of $2.7 billion over the forthcoming
regulatory control period, an increase of around 32 per cent on actual levels in the
current regulatory period. This compares to $3.1 billion of forecast opex sought by the
Victorian DNSPs in their revised regulatory proposals.

Figure 3 sets out the Victorian DNSPs’ current and forecast opex and the AER’s final
decision opex allowance.

Figure 3 Victorian DNSP historical and forecast opex comparison ($'m 2010)
@ Estimate @ Actual === DNSP forecast opexallowance —A— ESCV Allowance —@— AER Allowance
80y -~ [

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Figure 3 provides an illustration of the Victorian DNSPs' actual and forecast
expenditures over the past 10 years as well as their proposed expenditures for the
forthcoming regulatory control period.

Cost of capital

The NER provisions require the AER to determine the debt risk premium (DRP),
based on an Australian benchmark corporate bond rate with a maturity of 10 years,
with a credit rating level as prescribed in the SORI,® which is BBB+. Contrasting to
the AER's previous determinations, this final decision does not incorporate an

® In may 2009 the AER released its Final decision on its first electricity industry wide WACC

review and accompanying Statement of Regulatory Intent.
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examination of the relative merits of Bloomberg and CBASpectrum fair value
estimates in setting the DRP, as CBASpectrum not longer publishes relevant
information, and the Australian Competition Tribunal recently rejected the approach
adopted by the AER to test the merits of Bloomberg and CBASpectrum. In setting the
DRP the AER has relied on Bloomberg but also given some weight to the recent issue
of a 10 year BBB rated bond by the Australian Pipeline Trust.

The resulting DRP in this final decision is approximately 230 bps higher than that set
by the ESCV for the current period, which is reflective of the lingering effects of the
global financial crisis on debt markets. This increase is also a key driver for the
increase in the cost of capital and required revenues/ prices from 2011 onwards.

The AER has not departed from the MRP value of 6.5 per cent set in the SORI,
considering that market conditions have not yet returned to those seen prior to the
onset of the GFC.

The cost of capital for the Victorian DNSPs in this decision ranges from 9.40 per cent
to 9.95 per cent. This compares with the cost of capital of 8.53 per cent in the current
period and this factor alone is a significant driver of increased revenue needs.

Allowance for tax

Following analysis of the payout ratio (a component of gamma), the AER has
determined there is persuasive evidence to depart from the SORI gamma value, and
determined a value of 0.5 for this final decision.

Monitoring of service levels and cost drivers

The AER intends to establish an outcomes monitoring framework to monitor
Victorian DNSPs’ service and financial outcomes against the 2011-15 distribution
determinations. The framework is intended to promote transparency and
accountability in the DNSPs' investment, expenditure decisions, and the delivery of
services to customers. This will result in better information for the AER to assess the
DNSPs’ costs and performance for the next Victorian distribution determinations. The
areas of monitoring will include:

= service levels delivered by the DNSPs

= actual expenditures compared with the capital and operating expenditure forecasts
approved by the AER

= asset condition
= applications of the incentive schemes.

Conclusion

Each of the Victorian DNSPs operate a mature and comparatively reliable network,
where asset performance and the operating environment have been relatively stable
over past regulatory periods. In looking at the forthcoming period, it is apparent that
underlying service performance is being maintained, but some increase in reliability
investment is prudent. Further, there is a need to meet new regulatory safety
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requirements. The result, under a revealed cost approach, is an efficient level of base
expenditure consistent with audited actual costs and a path of opex and capex that is
expected to grow progressively from current levels to meet expected new needs and
higher costs. The decision also incorporates continuing incentives for ongoing
operating efficiency as well as maintenance and improvement in service performance
where this is valued by customers.

The AER considers that increases in opex and capex are necessary to meet increased
costs and new obligations over the next regulatory period as well as higher financing
costs (cost of capital). This will result in a range of network price change from an
initial increase of 12.8 per cent for SP AusNet to a reduction of 4.0 per cent for
Citipower for 2011, and more modest growth in the price of distribution services over
the following five years (5.7 to 7.2 per cent) to fund additional expenditure.

Customer impacts

The AER’s final decision will result in an increase in expected revenues across the
five DNSPs of 6.0 per cent in 2011 as compared to the preceding year, and further
increase of between 5.5 and 8.0 per cent each year thereafter. This steady increase
reflects that Victorian DNSPs require additional expenditures to meet capital and
operational requirements, as well as a higher cost of capital, when compared to the
current regulatory control period. The somewhat larger initial price increases for
SP AusNet and JEN also reflect the impact of higher capital expenditure amounts
being rolled into their asset bases from 2011, as well as rewards under operational
expenditure and service standard incentive mechanisms. For Citipower, network
prices will fall in 2011 as its revenues are currently above what the AER has assessed
to be the efficient level of costs at the beginning of the new period.

Table 3 Expected revenues ($m, nominal)

2010 2011 2012 2013 2014 2015
Citipower 213.3 205.8 221.0 235.3 252.8 273.9
Powercor 422.2 440.7 470.0 497.4 529.0 568.8
JEN 168.8 179.8 190.1 199.3 209.1 220.8
SP AusNet 373.9 430.0 458.4 488.4 528.1 575.0
United Energy 291.8 301.9 313.6 324.5 349.5 379.4
Total 1470.1 1558.2 1653.2 1745.0 1868.5 2017.8

As noted in figure one above, growth in energy sales is also expected to moderate
during the forthcoming period. This reflects the change to the population growth
inputs by the DNSPs, updated economic growth assumptions and a recognition of a
modest slowing of total electricity sales growth arising from the use of smart meters
and time of use tariffs and energy efficiency measures over the next period. The
moderation in sales growth contributes to the need for some increase in prices,
particularly in later years, as compared to those set out in the AER's draft decision.
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Table 4 Change in network prices (per cent, nominal)

CitiPower Powercor JEN  SP AusNet United Energy

DNSP revised proposals
2011 10.0 23.7 19.4 28.3 19.8
Average 2012-15 6.7 3.6 5.7 45 6.7

AER final decision

2011 -4.0 2.7 1.7 12.8 3.0
Average 2012-15 7.2 6.0 5.7 7.2 6.4
Table 5 Retail price impacts (per cent, nominal)

2011 2012 to 2015

DNSP revised proposals

CitiPower 4.0 2.7
Powercor 9.5 14
JEN 7.8 2.3
SP AusNet 11.3 1.8
United Energy 7.9 2.7
Average 8.1 2.2

AER final decision

CitiPower -1.6 2.9
Powercor 11 2.5
JEN 3.1 2.3
SP AusNet 51 2.9
United Energy 12 2.6
Average 18 2.6

The impact on retail prices for residential customers from the AER's final decision is
shown in table 5 above. The AER's decision means retail prices will rise on average
by 1.8 per cent in the first year and 2.6 per cent per year between 2012 to 2015. For
individual businesses, this ranges from an initial reduction of 1.6 per cent for
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Citipower to an increase of 5.1 per cent for SP AusNet. Thereafter, annual increases
are between 2-3 per cent. These increases are significantly lower than those proposed
by the DNSPs.

OVERVIEW Xl



Chapter summary

This section sets out the key components of the AER’s final decision — summarising
the AER’s draft decision, the Victorian DNSPs’ revised proposals and the AER’s final
decision.

Classification of services

AER draft decision

The AER's draft decision set out the following service classification, in response to
the Victorian DNSPs regulatory proposals (which in turn, responded to the service
classification set out in the AER's framework and approach paper):

® new connections requiring augmentation works as standard control services
= routine connections as alternative control services
= covering of low voltage mains as an alternative control service (quoted services)

= elective undergrounding where an above ground services exists as an alternative
control service (quoted service)

= covering of damage to overhead service cables caused by high load vehicles as
alternative control services (quoted services)

= high load escorts—Ilifting overhead lines as alternative control services (quoted
services)

= classification of location of underground cables as a standard control service
= meter investigation as an alternative control service (fee based)

= special meter reading as an alternative control service (fee based)

= PV installation as an alternative control service (fee based)

A full list of services was set out at appendix D of the AER’s draft decision.

Victorian DNSP revised regulatory proposals

The Victorian DNSPs generally accepted the AER's draft decision service
classification. JEN noted that it did not agree with the AER's classification of routine
connection services, but had accepted it for the purposes of drafting its revised
regulatory proposal. In its regulatory proposal, JEN also submitted that supply
abolishment services should be treated as quoted alternative control services, rather
than fee based alternative control services. In support, JEN noted that costs associated
with this service are highly variable.

After the submission of its revised regulatory proposal, JEN also submitted that the
AER should classify reserve feeder services as negotiated services. SP AusNet, after
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submission of its revised regulatory proposal, proposed that it's after hours truck by
appointment service should be treated as a quoted alternative control service.

AER final decision

The AER maintains its approach to service classification set out in the draft decision,
save for:

= treating supply abolishment services as a quoted service, rather than a fee based
service

= treating after hours truck by appointment services as a quoted service, rather than
a fee based service.

Chapter 2 and appendix B of this final decision set out the full discussion on service
classification.

Negotiated distribution services

AER draft decision

The AER's draft decision determined that the proposed negotiating frameworks
submitted by CitiPower and Powercor (submitted with their initial regulatory
proposals) were compliant with the NER. The AER determined that negotiating
frameworks submitted by JEN, SP AusNet and United Energy were not compliant.
The AER required several minor amendments to these. These amendments were set
out at appendix C of the draft decision.

Victorian DNSP revised regulatory proposals

CitiPower and Powercor did not submit revised negotiating frameworks. JEN,
SP AusNet and United Energy each submitted negotiating frameworks which
incorporated the amendments required by the AER.

AER final decision

The negotiated distribution services criteria (NDSC) to apply to CitiPower, Powercor,
JEN, SP AusNet and United Energy for the forthcoming regulatory control period are
set out in appendix D of this final decision.

The AER approves the negotiating frameworks submitted by CitiPower and Powercor
in their initial regulatory proposal, and approves the negotiating frameworks
submitted by JEN, SP AusNet and United Energy with their revised regulatory
proposals.

Chapter 3 and appendices C and D of this final decision set out the full discussion on
arrangements for negotiation.
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Price control formula for standard control services

AER draft decision

The AER, in its draft decision, set out the weighted average price cap (WAPC) and
side constraint formulae that applies to the Victorian DNSPs in the forthcoming
regulatory control period.

The AER agreed with SP AusNet's and United Energy's interpretation of the NER,
that is, that the NER does not allow DNSPs to recover at the pricing proposal stage
connection charges levied upon them by TNSPs. The AER also considered that the
NER does not allow DNSPs to recover at the pricing proposal stage inter-DNSP
charges and avoided TUOS charges.

The AER’s procedure for assigning and reassigning customers to tariff classes for the
Victorian DNSPs was set out in appendix G of the draft decision.

Victorian DNSP revised regulatory proposals

CitiPower, Powercor, JEN and SP AusNet proposed a new specification for the price
control formula for standard control services. CitiPower, Powercor and JEN
considered that this is necessary to comply with the control formula where there are
changes to tariff structures such as when tariff reassignments occur. A similar
specification was proposed for the side constraint formula.

United Energy proposed that the side constraint should not constrain movements
between tariff classes. JEN proposed that the control formula compliance
arrangements in appendix E of the draft decision should be amended to achieve this.

Given the uncertainty regarding the recovery of transmission connection charges,
inter-DNSP charges, and avoided TUOS under clause 6.18.7 of the NER the Victorian
DNSPs proposed various mechanisms for the recovery of those charges.

AER final decision

The AER consulted with the Victorian DNSPs regarding the specification of the price
control formula and does not propose to amend the formula as proposed by the
DNSPs. The AER considers that there is sufficient flexibility in the formula to
account for changes to tariff structures such as tariff reassignments.

The AER has made amendments to appendix E of the draft decision to address United
Energy’s and JEN’s concerns regarding the side constraint’s possible constraining of
movements between tariff classes.

The recovery of transmission connection charges, inter-DNSP charges, and avoided
TUOS is discussed in chapter 4, chapter 16 and appendix L of this final decision.

The AER’s procedure for assigning and reassigning customers to tariff classes for the
Victorian DNSPs is set out in appendix G of this final decision.
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Peak demand, energy consumption and customer
forecast numbers

AER draft decision

The draft decision stated that the maximum demand forecasts proposed by the
Victorian DNSPs were not a realistic expectation of the demand forecast required to
achieve the capex and opex objectives and were not appropriate to form amounts,
values or inputs to the AER’s determination. In place of the Victorian DNSPs’
proposed forecasts, the draft decision approved maximum demand forecasts for
selected zone substations in each DNSP’s network.

The draft decision also considered that the Victorian DNSPs’ proposed energy
consumption and customer number forecasts were not appropriate to form amounts,
values or inputs to the AER’s determination under clause 6.12.1(10) of the NER. The
AER amended the Victorian DNSPs’ demand and energy forecasts to remove
assumed policy impacts for standby power, insulation subsidy and time of use (TOU)
tariffs. The AER also replaced the Victorian DNSPs’ proposed population growth
forecasts, which affected their energy forecasts. The draft decision requested that the
DNSPs' revised proposal growth forecasts include updated gross state product (GSP)
forecasts, population growth forecasts consistent with ABS Series B for Victoria and
revised assumptions about the Carbon Pollution Reduction Scheme (CPRS).

The AER’s draft decisions on the energy consumption forecasts for the Victorian
DNSPs reflected an increase in the average annual growth rate from —1 per cent to

2 per cent. For maximum demand, the AER's draft decision resulted in reductions in
the forecasts for selected zone substations for each DNSP, while customer numbers in
the draft decision remained unchanged from the initial proposals, noting the request to
amend the population growth and economic growth inputs.

Victorian DNSP revised regulatory proposals
In their revised regulatory proposals, the Victorian DNSPs:

= did not accept the AER’s adjustments to their forecasts of energy consumption
and maximum demand

= re-engaged the National Institute of Economic and Industry Research (NIEIR) to
produce revised energy consumption and top down maximum demand forecasts,
using updated assumptions for economic growth, population growth forecasts and
for the CPRS, consistent with the AER’s draft decision recommendations

= each carried out different approaches and analyses with respect to reconciliation
between their spatial maximum demand forecasts and NIEIR's revised maximum
demand forecasts

= adopted NIEIR's revised customer number and energy forecasts that reflected
updated population growth and GSP forecasts, consistent with the AER's draft
decision recommendations
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= rejected the AER’s draft decision on the impact on the growth forecasts of
Government policies on MEPs lighting, standby power, insulation target and AMI

= applied several different approaches to estimating the impact of the AMI rollout
on energy consumption, based on NIEIR's estimates (CitiPower, Powercor and
United Energy), advice from Frontier Economics (JEN) and SP AusNet's in-house
model

= adopted NIEIR’s revised policy impacts on electricity sales and maximum
demand forecasts (aside from JEN and SP AusNet, regarding AMI impacts).

The Victorian DNSPs' revised proposal energy consumption forecasts reflected an
annual average growth rate of 0.3 per cent, as compared to the draft decision average
annual growth rate of 2 per cent. The DNSPs' revised regulatory proposal sum of zone
substation maximum demand forecasts were on average 0.1 per cent higher than the
draft decision average, while customer numbers were on average 0.5 per cent higher
than the draft decision.

AER final decision

The AER considers that the spatial maximum demand forecasts proposed by
Powercor, JEN and United Energy are reasonable and reflect a realistic expectation of
the demand forecasts required to achieve the capex and opex objectives in clauses
6.5.7(a)(1); 6.5.7(c)(3); 6.5.6(a)(1); and 6.5.6(c)(3) of the NER.

The AER considers that the spatial maximum demand forecasts proposed by
CitiPower and SP AusNet do not reflect a realistic expectation of the demand
forecasts required to achieve the capex and opex objectives in the NER. In place of
CitiPower's and SP AusNet's proposed maximum demand forecasts, this final decision
approves the forecasts as set out in tables table 1 and 4 below. In replacing the
proposed forecasts, the AER has made the minimum necessary amendments to enable
the forecasts to be approved in accordance with the NER.

Given the Victorian DNSPs' revised regulatory proposal customer number forecasts
reflect reasonable population and economic growth forecasts, the AER considers they
are appropriate to form amounts, values or inputs to the AER's determination.

The AER considers that the Victorian DNSPs' revised regulatory proposal energy
consumption forecasts reflect unreasonable assumptions about the one-watt standby
target policy and the introduction of time of use (TOU) tariffs in Victoria. In
particular, the AER considers there is insufficient evidence of a government policy to
implement one watt standby targets for all household appliances, that customer
behaviour has moved ahead of the 2002 National Standby Strategy and other energy
saving schemes include one watt standby targets, negating the need for the policy to
be implemented via a mandatory target scheme. As such, the underlying trend energy
consumption in Victoria already reflects the move to one-watt standby, and to adjust
the forecasts for a mandatory target scheme would be double-counting the impact.
Following the extension of the Victorian Government's moratorium on TOU tariffs
and its intention to apply constraints to differentials between peak and off-peak prices,
the AER considers that NIEIR's assumption on customer response to TOU tariffs by
2015 does not reflect a reasonable expectation of energy consumption. In making this
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final decision, the AER has made the following amendments to the DNSPs' energy
forecasts:

= CitiPower, Powercor and United Energy—removed the one-watt standby target
assumption; removed NIEIR's assumed impact of TOU tariffs and replaced it with
Frontier's estimated impacts for residential and commercial customers,
commencing in 2012

= JEN—removed the one watt standby target assumption; applied JEN's corrected
calculation of Frontier's estimated impacts of TOU tariffs for residential and
commercial customers, commencing in 2012

= SP AusNet—removed the one watt standby target assumption; applied
SP AusNet's own calculation of estimated impacts of TOU tariffs using its TOU
tariff model, commencing in 2012.

These amendments to the revised regulatory proposal energy forecasts have been
made by requesting the DNSPs to model the AER's final decisions, and are the
minimum necessary amendments to enable the forecasts to be approved in accordance
with the NER. In place of the Victorian DNSPs' proposed energy consumption
forecasts, this final decision approves the forecasts as set out in tables 1 to 5 below.

Table 1 AER conclusion on growth forecasts—CitiPower

2011 2012 2013 2014 2015

Sum of non-coincident zone substations (MW) 1510 1552 1593 1634 1677

Energy consumption (GWh) 6 180 6 227 6218 6 201 6 237
Customer numbers 316 818 322742 327190 331100 337050
Table 2 AER conclusion on growth forecasts—Powercor

2011 2012 2013 2014 2015

Sum of coincident zone substations (MW) 2481 2 557 2 652 2747 2848
Energy consumption (GWh) 10726 10795 10781 10761 10797
Customer numbers 717745 731603 745570 759343 772544
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Table 3 AER conclusion on growth forecasts—JEN

2011 2012 2013 2014 2015

Sum of non-coincident zone substations (MW) 1099 1130 1161 1192 1212

Energy consumption (GWh) 4334 4322 4271 4222 4205
Customer numbers 310165 315890 320889 325174 329428
Table 4 AER conclusion on growth forecasts—SP AusNet

2011 2012 2013 2014 2015

Sum of non-coincident zone substations (MW) 1874 1959 2 046 2130 2219

Energy consumption (GWh) 7975 7978 7961 7974 8042
Customer numbers 633847 646034 657240 667352 677204
Table 5 AER conclusion on growth forecasts—United Energy

2011 2012 2013 2014 2015

Sum of non-coincident zone substations (MW) 2 359 2424 2 495 2576 2591
Energy consumption (GWh) 7936 7 964 7905 7842 7836

Customer numbers 627203 633295 638757 643600 648220

Outsourcing arrangements

AER draft decision

The AER noted that outsourcing to specialist providers of a particular service is a
common means by which businesses in the economy are able to gain access to
economies of scale and scope and other efficiencies (for example, ‘know-how’).
Accordingly, the AER stated services providers should be provided with effective
incentives to seek out efficient and prudent outsourcing arrangements.

At the same time, the AER recognised that an incentive exists for a service provider to
engage in related party transactions on non-arm’s length terms. The result of this
being that the service provider’s reported expenditure might be *artificially inflated’,
and that the benefits of efficiencies realised by the service provider and its related
party contractors might be retained by their shareholders for longer than intended
under the regulatory regime (and potentially even indefinitely), rather than being
shared with consumers after a period of time. Accordingly, the AER considered
outsourcing arrangements should be assessed closely against the requirements of the
NEL and NER.
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The AER developed a conceptual framework to assist it in assessing the Victorian
DNSPs’ operating and capital expenditure forecasts against the requirements of the
NER. In developing this framework, the AER had regard to the Victorian DNSPs’
proposals and the past regulatory debate on this issue.

The first stage of the AER’s framework referred to a ‘presumption threshold’
designed to be an initial filter to determine which contracts it can be reasonably
presumed to reflect efficient costs and costs that would be incurred by a prudent
operator, and which contracts don’t have that presumption. In undertaking this
‘presumption threshold” assessment, the AER considered the two relevant
considerations were:

= Did the service provider have an incentive to agree to non-arm’s length terms at
the time the contract was negotiated (or at its most recent re-negotiation)?—the
AER considered the most common circumstance where this arises is where the
arrangement is with a related party.

= |f yes, was a competitive open tender process conducted in a competitive market?

In the absence of an incentive to agree to non-arm’s length terms, the AER considered
it reasonable to presume the contract price reflects efficient and prudent costs. The
AER considered this presumption is also reasonable where an incentive to agree to
non-arm’s length terms exists, however the contract was subject to a competitive open
tender process in a competitive market.

Where an arrangement ‘passes’ the presumption threshold, the AER considered the
starting point for setting future expenditure allowances should be the contract price
itself, with limited further examination required. This further examination involved
checking whether the contract wholly relates to the relevant services (for example,
standard control services) and whether the (efficient) contract price already
compensates for risks or costs provided for elsewhere in the building blocks, leading
to a “‘double-counting’ of such risks or costs.

The AER identified some limited concerns with the tendering processes conducted by
United Energy in the appointment of its ‘turn key service provider’ to replace Jemena
Asset Management. However, the AER still considered that this arrangement passed
the presumption threshold. The AER also considered it was reasonable to presume SP
AusNet's arrangement with Tenix Alliance reflects efficient and prudent costs. Both
these arrangements are with parties who are not related to the service provider.

Where a contract does not pass the presumption threshold, the AER considered the
starting point for setting future expenditure allowances should be the contractor’s
actual direct costs with a “margin’ above this level permitted only where the service
provider is able to establish the efficiency and prudency of such a margin against
legitimate economic reasons for the inclusion of the margin (and its quantum).

As the related party arrangements of each of the Victorian DNSPs did not pass the
presumption threshold the AER considered whether a margin above the related
parties’ direct costs is appropriate. The reasons the AER considered legitimate for the
inclusion of a margin were:
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= to compensate for a share of the contractor’s corporate and other indirect costs

= to provide a return on and return of assets owned and utilised by the contractor,
but only where those assets are not already contained in the service provider’s
regulatory asset base (RAB)

= to compensate for asymmetric risks faced by the contractor, but only where the
service provider’s proposed self insurance allowance has been reduced
commensurately with the risks passed on to the contractor that it no longer faces,
and

= to retain the benefit of historical efficiencies for a period of time.

As the AER’s assessment had already factored in a share of the related party’s
corporate costs into the expenditure forecasts, no additional *‘margin’ was required to
compensate.

The AER was not aware of the existence of any assets owned and utilised by related
party contractors that were not already contained within the Victorian DNSPs” RABs.
Additionally, the Victorian DNSPs proposed self insurance allowances related to the
risks faced on their network and had not been adjusted to reflect risks passed on to
their contractors through their pricing arrangements. Therefore the inclusion of a
margin had not been substantiated against these reasons.

Finally, as the AER sought to reward the Victorian DNSPs for the historical
efficiencies realised by their related parties through the efficiency carryover
mechanism (ECM) allowance, no margin was required for this reason. In this context,
the AER did not consider outsourcing arrangements should be assessed against a
‘standalone, in-house’ cost standard. The Victorian DNSPs’ related parties had
achieved substantial economies of scale and scope from operating multiple networks.
However the AER did not consider it was appropriate under the NER for these
benefits to be retained indefinitely by the service provider’s and related parties’
shareholders. Rather, consistent with the treatment of other efficiencies under the
regulatory regime, the AER considered the benefit of operating efficiencies should be
retained for six years and the benefit of capital efficiencies retained until the end of
the regulatory control period in which they are realised.

Victorian DNSP revised regulatory proposals

The alternative assessment framework proposed by CitiPower and Powercor in their
revised regulatory proposals adopted the AER's presumption threshold without
modification. SP AusNet did not agree with the presumption threshold where the
service provider had minority shareholders who did not have an ownership stake in
the related party contractors. JEN and United Energy did not comment on the
presumption threshold.

SP AusNet supported the AER’s assessment approach of contracts that do not pass the
presumption threshold. JEN also supported the AER’s legitimate economic reasons in
respect of corporate overheads, assets used by the contractor and asymmetric risk.
JEN confirmed that its related party contractors did not use any significant assets in
providing services to JEN.
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However, CitiPower, Powercor and JEN did not agree with the AER’s rejection of a
‘standalone, in-house’ cost standard by which to assess contract prices. The DNSPs
have put forward legal and economic reasons to support this standard, including
referencing the Tribunal’s support for a ‘standalone’ operator benchmark in Re Optus
Mobile Pty Limited & Optus Networks Pty Limited [2006] ACompT 8 (22 November
2006).

Essentially, CitiPower, Powercor and JEN considered it would still be an efficient
outcome for their related party contractors to retain the benefit of historical
efficiencies indefinitely. Alternatively if these were to be shared with the DNSPs and
ultimately consumers, it was an efficient and prudent outcome for this timing to be at
the discretion of the related parties.

CitiPower, Powercor and JEN also argued the AER’s approach creates a perverse
incentive for DNSPs to internalise activities that are currently outsourced, even where
outsourcing is the more efficient option.

AER final decision

The AER has maintained the presumption threshold from its draft decision. Applying
this threshold to the Victorian DNSPs outsourcing arrangements has led to the same
arrangements passing and not passing this threshold as set out in the draft decision.

The AER reviewed each of the reasons put forward by CitiPower, Powercor and JEN
in support of a standalone, in-house cost standard.

The AER considered the decisions of each of the Victorian DNSPs (especially
CitiPower, Powercor, JEN and SP AusNet) to outsource significant activities to
centralised, specialist operators within their corporate structures appears consistent
with good business practice. This is primarily because of the significant economies of
scale and scope that each of these operators can achieve through operating multiple
networks. The fact that significant economies of scale and scope have been achieved
Is not in dispute.

Accordingly, the AER's concerns are not over the Victorian DNSPs' corporate
structures, per se, but rather over the pricing arrangements agreed to by the

Victorian DNSPs and these related party contractors. Specifically, whether these
pricing arrangements reflect efficient costs and costs that a prudent operator in each of
the Victorian DNSPs' circumstances would occur.

The AER considers that the term 'circumstances' should be given its ordinary meaning
which includes both the network operating circumstances and corporate structure and
ownership circumstances of the relevant DNSP.

The AER expects that a prudent operator would not agree to continue to pay a
contractor standalone, in-house costs (the costs it incurred pre-outsourcing), and
would only agree to pay something less than this amount as it would require that it
receives a share of the contractor's economies of scale and scope (which it has helped
the contractor achieve by virtue of outsourcing its activities to the contractor).

Consequently, the AER considers that the prudency criterion provides guidance that
the appropriate cost standard is some amount less than 'standalone, in-house' costs,
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and that the efficiency criterion provides more precise guidance for how much less
than the standalone, in-house costs is appropriate.

It’s accepted by CitiPower, Powercor and JEN that the expected pricing outcomes
from a workably competitive market is an appropriate framework to consider the
meaning of efficient costs. There is also general acceptance that in a workably
competitive market a contractor cannot continue to earn a margin above its full
economic costs (that is, earn abnormal profits) for efficiencies it has realised in the
past. The issue in contention is over what time period this pass back of historical
efficiencies to consumers would be expected to occur in a workably competitive
market.

The AER has adopted a retention period of six years for operating efficiencies and
until the end of the regulatory control period for capital efficiencies. This is consistent
with the regulatory framework set up by the AEMC for the treatment of efficiencies.
And in setting up this framework the AEMC acknowledged that the fundamental goal
of incentive regulation was to replicate a workably competitive market. The AEMC
also stated that in a competitive market historical efficiencies are eventually passed
through to consumers.

The AER has reviewed the margin benchmarking submitted by CitiPower, Powercor
and JEN. The AER notes that this margin benchmarking does not suggest a particular
retention period. The AER also noted three studies referred to by the QCA is setting
up its efficiency carryover mechanism which suggest that in commercial reality firms
do not retain the benefit of efficiencies for longer than five years. Based on these
factors, the AER considers that its proposed retention periods are a reasonable
approximation of observed commercial practice.

The AER has also reviewed the ATO guidelines material submitted by CitiPower and
Powercor, but considers that the different objectives of the tax and economic
regulatory regimes means that related party transactions made under the ATO
guidelines should not be assumed to automatically also meet the NER requirements.

Accordingly, while the AER has had regard to the margin benchmarking and ATO
material it has not persuaded the AER to depart from the retention periods which are
consistent with the treatment of efficiencies realised by DNSPs themselves. The AER
considers consistency between the treatment of efficiencies realised by related parties
and the DNSPs themselves to be an important consideration. The AER considers these
retention periods are consistent with the expected pricing outcomes from a workably
competitive market.

The interaction with the EBSS is also important. The AER's approach results in
historical operating efficiencies being rewarded through the EBSS. This approach is
appropriate because the AER can not reasonably assume that the DNSPs and their
related parties will pass back efficiencies to consumers in an appropriate timeframe.
The AER also notes that it considers the initial division of the benefit from historical
efficiencies between the DNSP and its related party is a matter entirely up for them to
decide. The AER is concerned about when consumers share in these benefits, not the
dividing up of the benefit between the DNSP and related party before it is passed back
to consumers.
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Finally, the AER considers the adoption of a standalone cost standard is not consistent
with the NEO as while it would promote efficiencies, it would not promote
efficiencies in the long term interests of consumers as consumers would not share in
these efficiencies. The AER's retention periods ensure DNSPs and related party
contractors are provided with effective incentives—in accordance with the relevant
revenue and pricing principle—to pursue efficiencies (because they get to keep the
benefit for a period of time) while also promoting the NEO because consumers share
in the benefit of the efficiencies after a period of time.

Forecast operating expenditure

AER draft decision

In its draft decision, the AER was not satisfied that the total operating expenditure
(opex) forecast proposed by each of the Victorian DNSPs reasonably reflected the
opex criteria in the NER, taking into account the opex factors.

Based on the AER’s analysis of the Victorian DNSPs’ regulatory proposals and
submissions received, the AER applied a reduction of $763 million ($2010) to the
DNSPs’ forecast opex. This represents a reduction of around 26 per cent and resulted
in a revised total opex forecast for the DNSPs of $2 190 million ($2010). The AER’s
draft decision conclusion of each Victorian DNSP is set out in table 6.

Table 6 AER draft decision opex allowance for 2011-15 ($'m, 2010)

CitiPower  Powercor JEN SP United Total
AusNet Energy

DNSP proposed opex 244.0 902.2 319.4 885.7 601.8 2953.2
AER opex build-up
AER base year costs 164.5 578.3 220.0 588.2 424.8 1975.7
AER scale escalation 14 8.8 25 8.4 4.6 25.8
AER real cost 7.6 28.1 9.5 19.5 17.6 82.4
escalation
AER step changes 6.0 -8.1 10.7 25.0 10.9 44.5
AER debt raising costs 3.8 6.3 2.2 6.0 4.0 22.2
AER self insurance - - 0.5 - 0.1 0.6
AER other?® 11 8.9 11 24.7 3.3 39.1
AER total opex 184.4 622.3 246.5 671.8 465.3 2190.3
Adjustment -59.6 —-280.0 -72.9 -213.9 -136.5 -762.9
Adjustment -24.4 -31.0 -22.8 —24.2 =22.7 -25.8
(per cent)
Source: AER, Draft decision, p. 274.

*DMIS, GSL
CHAPTER SUMMARY XXIII



Victorian DNSP revised regulatory proposals

The Victorian DNSPs’ revised regulatory proposal total forecast opex amounts for the
forthcoming regulatory control period totalled $3 130.7 million ($2010). This
represents an increase of $1 075.4 million, or 52 per cent from the Victorian DNSPs’
expected actual opex of $2 055.3 million ($2010) in the current regulatory control
period.

As in its initial regulatory proposal, United Energy did not adopt the same ‘base, step
and trend’ approach to opex forecasting as the other Victorian DNSPs as it stated the
new business model it was adopting in the forthcoming regulatory control period did
not suit that forecasting approach.

Table 7 summarises each Victorian DNSP’s revised forecast opex for the forthcoming
regulatory control period. For further information refer to chapter 7.

Table 7 Victorian DNSP revised proposal opex allowance for 2011-15 ($'m, 2010)

CitiPower Powercor JEN SP United Total
AusNet Energy

DNSP opex build-up?

Base year costs 185.7 648.2 243.5 613.0 550.1 2240.5
Scale escalation 6.7 28.7 8.4 20.7 - 64.6
Real cost escalation 14.3 58.0 21.2 34.0 - 127.5
Step changes 32.4 136.8 46.0 285.8 83.1 584.0
Related party margins 155 36.1 19.2 - - 70.8
Debt raising costs 11.0 18.8 2.6 6.5 4.3 43.3
DNSP total opex 265.7 926.6 340.8 960.1 637.5 3130.7

Source: Victorian DNSP revised RINSs, revised PTRMs.
2Excludes DMIA allowance.

AER final decision

In this final decision, the AER has continued to allow opex for the impact of network
growth (scale escalation) including expected productivity improvements, and has
allowed the value of the Victorian DNSPs’ opex allowance to be maintained in real
terms (incorporating changes in real input costs for labour and materials).AER final
decision opex allowance for 2011-15 ($'m, 2010).

The AER has also reconsidered its approach to assessing step changes and has
decided not to apply the Wilson Cook criteria. As stated in the draft decision and this
final decision, the AER has assessed step changes solely against the opex criteria and
the opex factors in clause 6.5.6 of the NER, in a manner consistent with the NEO, and
which takes into account the revenue and pricing principles.
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Despite this, the AER notes that the Victorian DNSPs have received greater opex
allowances than in the draft decision, due to new regulatory obligations and changes
to the DNSPs’ operating environments, which have resulted in increased opex
allowances relating to safety (particularly for line clearance regulations), IT,
insurance, customer communications and some DNSP specific step changes.

However, the AER has not provided additional opex for Victorian Bushfire Royal
Commission (VBRC) recommendations despite the recommendations being published
on 31 July 2010. Consistent with the draft decision, the AER considered that any
legislated outcomes following the VBRC may be treated as a pass-through event,
subject to the requirements of clause 6.6.1 of the NER.

Consistent with the draft decision, the AER did not provide any step change for opex
arising from climate change because the costs associated with extreme wither will be
reflected in the actual opex of the Victorian DNSPs in 2009.

As noted in the draft decision, while it is too early to evaluate the expected DNSP
efficiencies arising from the AMI (smart meters) rollout, the AER expects that such
efficiencies will be evident over time and will impact on operating cost trends over
time. Through its annual reporting framework, the AER will monitor AMI impacts on
operating costs.

The AER has considered the Victorian DNSPs’ forecast opex and the AER is not
satisfied that the total opex forecast proposed by each of the Victorian DNSPs
reasonably reflects the opex criteria in clause 6.5.6(c) of the NER.

Based on the AER’s analysis of the Victorian DNSPs’ revised regulatory proposals,
submissions received and advice from Nuttall Consulting, the AER has applied a
reduction of $417.1 million ($2010) to the Victorian DNSPs’ forecast opex. This
represents a reduction of around 13 per cent and results in a revised total opex forecast
for the DNSPs of $2 713.6 million ($2010). The AER’s estimate of each DNSP’s
required opex for the forthcoming regulatory control period is set out in table 8 below.

The AER did not accept United Energy's opex forecast, and substituted it for an
estimate derived from the AER's assessment of required opex derived from a base,
step and trend forecasting approach, in the same manner as for the other Victorian
DNSPs.
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Table 8 AER final decision opex allowance for 2011-15 ($'m, 2010)

United

CitiPower Powercor JEN  SP AusNet Energy Total
DNSP proposed opex 265.7 926.6 340.8 960.1 637.5 3130.7
AER opex build-up?
AER base year costs 185.7 648.1 231.7 600.4 460.8 2126.7
AER scale escalation 3.9 17.7 3.8 10.8 4.8 41.0
AER real cost escalation 8.7 317 9.2 24.9 20.2 94.6
AER step changesb 26.4 88.9 36.3 185.9 56.1 393.6
AER debt raising costs 3.9 6.6 2.4 6.5 4.2 235
AER self insurance - - 0.5 6.5 0.1 7.1
AER other (GSL) 0.1 55 0.1 20.1 1.3 27.0
AER total opex 228.6 798.4 284.0 855.1 5475 2713.6
Adjustment -37.1 -128.2 -56.8 -105.0 -90.0 —417.1
Adjustment (per cent) -13.9 -13.8 -16.7 -10.9 -14.1 -13.3

Source: AER analysis.
2Excludes DMIA allowance.
®Includes real cost escalation.

The AER considers this reduction is the minimum adjustment necessary to ensure the

Victorian DNSPs’ total opex forecasts reasonably reflect the opex criteria. Chapter 7

contains the AER’s final decision on forecast opex for the Victorian DNSPs.

Forecast capital expenditure

AER draft decision

In its draft decision, the AER was not satisfied that the total capex forecast proposed
by each of the Victorian DNSPs reasonably reflected the capex criteria in the NER

taking into account the capex factors.

Based on the AER’s analysis of the Victorian DNSPs’ regulatory proposals,
submissions received and advice from Nuttall Consulting, the AER applied a
reduction of $2 030 million ($2010) to the DNSPs’ forecast capex. In aggregate terms,
this represented a reduction of around 38 per cent and resulted in a revised total capex

forecast for the DNSPs of $3 376 million ($2010).

In the draft decision, a reduction of $491 million, or 46 per cent was applied to
CitiPower. For Powercor, a reduction of $578 million, or 36 per cent was applied. A
reduction of $285 million or 48 per cent was applied to JEN. For SP AusNet, a

reduction of $418 million, or 31 per cent was applied. A reduction of $269 million or
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33 per cent was applied to United Energy. The AER’s draft decision conclusion for
each Victorian DNSP is set out in table 9.

Table 9 AER draft decision conclusion on Victorian DNSPs’ capex ($’m, 2010)

CitiPower  Powercor JEN SP United Total
AusNet Energy

Total gross capex 675.8 1300.2 3715 1 065.6 652.4 4 065.5

Less customer 108.5 291.0 56.9 112.2 120.9 689.4

contributions

Total net capex 567.4 1009.2 314.6 953.3 531.5 3376.1

Adjustments -490.7 -578.3  -285.1 -418.2 -2585  -2030.8

Adjustments -46.4 -36.4 -47.5 -30.5 -32.7 -37.6

(per cent)

Source: AER draft decision, p.xxxii

Victorian DNSP revised regulatory proposals

The Victorian DNSPs’ revised regulatory proposals combined total forecast capex for
the forthcoming regulatory control period is $5 487 million ($2010). This represents
an increase of $2 255 million, or 70 per cent from the Victorian DNSPs’ expected

actual capex of $3 232 million ($2010) in the current regulatory control period.

Table 10 summarises each Victorian DNSP’s forecast capex for the forthcoming

regulatory control period. For further information refer to chapter 8.
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Table 10 Victorian DNSPs' proposed capex for the forthcoming regulatory control
period ($'m, 2010)

CitiPower Powercor JEN SP United Total

AusNet Energy
Total gross capex 1004.6 1825.6 620.7 15815 949.4 5981.7
Less customer 55.4 219.2 38.8 47.7 134.0 495.1

contributions

Total net capex 949.2 1606.4 581.9 1533.8 815.4 5486.6

Source: CitiPower, Revised Regulatory Proposal, RIN template 2.1, Powercor, Revised
Regulatory Proposal, RIN template 2.1, JEN, Revised Regulatory Proposal,
RIN template 2.1, SP AusNet, Revised Regulatory Proposal, RIN template 2.1,
United Energy, Revised Regulatory Proposal, RIN template 2.1.

AER final decision

The AER has considered the Victorian DNSPs’ forecast capex and is not satisfied that
the total of each of the Victorian DNSP's proposed forecast capex reasonably reflects
the capex criteria in accordance with clause 6.5.7(c) of the NER, taking into account
the capex factors.

Based on the AER’s analysis of the Victorian DNSPs’ regulatory proposals,
submissions received and advice from Nuttall Consulting, the AER has applied a
reduction of $792 million ($2010) to the DNSPs’ combined revised forecast capex.
This represents a reduction of around 14 per cent from the Victorian DNSPs' revised
regulatory proposals, and results in a final decision allowance for total capex of

$4 695 million ($2010). The AER considers that this reduction is the minimum
adjustment necessary to ensure the Victorian DNSPs capex forecast meets the capex
criteria. For CitiPower, the AER has applied a reduction of $182 million ($2010), or
19 per cent. The reduction applied to Powercor was $283 million ($2010), or

18 per cent. A reduction of $148 million ($2010), or 25 per cent was applied to JEN.
For SP AusNet, a reduction of $117 million ($2010), or 8 per cent was applied. A
reduction of $63 million ($2010), or 8 per cent was applied to United Energy.

Chapter 8 contains the AER’s final decision on forecast capex for Victorian DNSPs.
The AER’s conclusion of each Victorian DNSP’s required capex for the forthcoming
regulatory control period is set out in table 11 below.
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Table 11 AER conclusion on Victorian DNSPs' capex for the forthcoming
regulatory control period ($'m, 2010)

CitiPower Powercor JEN SP United Total
AusNet Energy

System assets
Demand related
Reinforcement 212.7 230.4 924 288.3 172.3 996.1

Gross new customer 228.6 5749 136.6 372.7 238.6 1551.4
connections

Non-demand related

Reliability and quality 125.1 129.0 47.9 119.6 109.3 530.7
maintained

Reliability and quality - - — - - _
improved

Environmental, safety and 29.4 208.9 76.1 212.2 209.2 735.8
legal obligations

Sub-total system assets 595.8 1143.2 352.9 992.8 729.4 3814.0

Non-system assets

SCADA and network control 10.8 17.2 2.8 4.8 3.7 39.3
Non-network—IT 434 106.4 59.6 143.0 110.9 463.3
Non-network—other 14.9 74.5 30.5 20.7 17.0 157.7
Sub-total non-system assets 69.1 198.1 92.9 168.5 131.7 660.3
Total gross direct capex 664.9 1341.3 445.8 1161.3 861.0 4474.3
Direct overheads 52.7 26.6 8.9 - - 88.2
Indirect overheads 61.0 106.0 134 189.3 - 369.7
Cost changes 51.7 93.5 5.3 130.6 25.7 306.9

Related party margins - - - - _ _

Total gross capex 830.3 1567.4 4734 1481.2 886.8 5239.1
Less customer contributions 62.9 243.7 39.5 64.2 134.0 544.3
Total net capex 767.5 1323.7 433.9 1416.9 752.8 4694.8
Adjustments -181.7 -282.6 -148.0 -116.9 -62.6 -791.8
Adjustments (per cent) -19% -18% -25% -8% -8% -14%
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Opening regulatory asset base

AER draft decision

The AER in the draft decision identified the following issues in relation to the
Victorian DNSPs' RAB roll forward models:

= reconciliation of data inputs

= adjustments arising from 2005 expenditure estimates
= inflation methodology for the RAB forward model

= financing cost for JEN's capex overspend

= related party profit margin adjustment

= decision to apply actual or forecast depreciation.

The rolled-forward values for Victorian DNSPs' opening RABs as at 1 January 2011

in the draft decision are summarised in table 12.

Table 12 AER draft decision on Victorian DNSPs' closing RAB ($’m, 2010)

2006 2007 2008 2009 2010
CitiPower 11941 1197.6 1206.5 12335 1286.5
Powercor 1978.7 2034.4 2093.0 2136.2 2204.9
JEN 673.9 695.0 691.1 708.3 742.2
SP AusNet 1631.0 1676.0 1775.8 1935.8 2094.2
United Energy 13815 1359.0 1334.3 1365.1 1387.7

Source: AER, Draft decision, Victorian electricity distribution network service
providers Distribution determination 2011-2015, June 2010, p. 455.

Victorian DNSP revised regulatory proposals

Victorian DNSPs' revised RAB roll forward calculations for the 2006-10 regulatory

period are summarised at table 13.
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Table 13 Victorian DNSP revised RAB roll forward for the 2006-10 regulatory
period (closing RAB value, $’'m, 2010)

2006 2007 2008 2009 2010
CitiPower 1194.3 1197.8 1206.7 12334 1287.6
Powercor 1980.1 2035.8 20944 21375 22147
JEN 676.1 698.1 695.1 722.1 766.2
SP AusNet 1634.3 1680.4 1782.0 1920.7 2079.6
United Energy 1381.5 1359.0 1334.3 1 358.6 1381.2

Source: Victorian DNSPs’ revised regulatory proposals, RAB roll forward models, July
2010.

AER final decision

The AER has reviewed (including by cross checks against their regulatory accounts)
the Victorian DNSPs’ proposed opening RAB values and the cost inputs to the RFM
for the 2006-10 regulatory period. The AER identified the following issues and made
adjustments for them accordingly:

= reconciliation of data inputs
= adjustments arising from 2005 expenditure estimates

= inflation methodology for the RAB forward model

In response to concerns raised by stakeholders, the AER re-examined the DNSPs'
proposals to capitalise related party margins into their RABs, however considers they
fall within the definition of "capital expenditure incurred” under the NER and must be
included.

The AER has determined opening RAB values for the Victorian DNSPs as set out in
table 14. For this final decision, the AER has applied:

= an opening RAB for Victorian DNSPs as at 1 January 2011 to the PTRM for the
purposes of determining the annual revenue requirement during the 2011-15
regulatory control period

= actual depreciation for establishing the RAB for the commencement of the 2016—
20 regulatory control period.

Chapter 9 contains the final decision on the opening RAB values for Victorian
DNSPs.
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Table 14 AER conclusion on Victorian DNSPs' opening RABs ($’m, 2010)

2006 2007 2008 2009 2010
CitiPower
Opening RAB 1176.8 1194.1 1197.6 1206.5 1233.1
Net capex 93.6 79.1 84.6 97.1 125.8
Depreciation 76.3 75.7 75.6 70.5 72.0
Compound return on 2005 capex 0.4
difference
Closing RAB 1194.1 1197.6 1206.5 1233.1 1287.3
Difference from proposed RAB -0.3
Powercor
Opening RAB 1916.8 1978.7 20344 2 093.0 2136.1
Net capex 182.0 176.5 181.0 168.0 207.2
Depreciation 120.1 120.9 122.4 124.9 126.1
Compound return on 2005 capex -4.3
difference
Closing RAB 1978.7 20344 2093.0 2136.1 2212.8
Difference from proposed RAB -1.9
JEN
Opening RAB 654.4 676.1 698.1 695.1 722.1
Net capex 64.4 66.3 42.2 73.3 91.8
Depreciation 42.7 44.3 45.1 46.3 46.8
Compound return on 2005 capex -10.6
difference
Closing RAB 676.1 698.1 695.1 722.1 756.5
Difference from proposed RAB -9.7
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SP AusNet

Opening RAB 1582.8 1633.0 1680.4 1782.6 19174
Net capex 134.1 139.9 200.8 238.4 256.1
Depreciation 84.0 92,5 98.5 103.7 109.2
Compound return on 2005 capex 10.6
difference

Closing RAB 1633.0 1680.4 1782.6 19174 2074.9
Difference from proposed RAB 4.7

United Energy

Opening RAB 1388.6 13815 1359.0 1334.3 1357.6
Net capex 97.7 83.9 85.4 116.8 124.9
Depreciation 104.8 106.4 110.1 934 82.6
Compound return on 2005 capex -19.7
difference

Closing RAB 1381.5 1359.0 1334.3 1357.6 1380.2
Difference from proposed RAB -1.0

Depreciation

AER draft decision

The draft decision identified the following issues related to the Victorian DNSPs'
proposed regulatory depreciation amounts:

= aminor correction to CitiPower's remaining asset lives for new capex for
'distribution systems assets' and 'non-network general assets-other' to reflect the
correct standard asset life

= rejection of United Energy's proposal of $51.6 million ($, 2010) of accelerated
depreciation

® increasing the standard life of SP AusNet's 'non-network general assets-other'
category to 5 years

= minor amendments to JEN's remaining asset lives to reflect the appropriate
expenditure timing assumptions
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= changes made to Victorian DNSPs' roll forward calculations, which had indirect
impacts on forecast depreciation amounts.

The AER's draft decision determined the Victorian DNSPs' regulatory depreciation
allowances for the 2011-15 regulatory control period as set out in table 15.

Table 15 AER draft decision on regulatory depreciation ($°’m, nominal)

2011 2012 2013 2014 2015 Total
CitiPower 35.2 38.4 41.9 45.6 49.6 210.6
Powercor 62.0 68.1 74.6 815 88.9 375.1
JEN 26.9 30.7 34.7 39.0 32.3 163.5
SP AusNet 90.9 47.3 53.8 49.3 40.2 281.4
United Energy 36.0 427 50.2 57.8 66.2 252.9

Source: AER, Draft decision, Victorian electricity distribution network service
providers Distribution determination 2011-2015, June 2010, p. 477.

Victorian DNSP revised regulatory proposals

CitiPower and Powercor accepted the approach set out in the draft decision in relation
to the calculation of depreciation and asset lives, except for the AER's minor
adjustments and corrections to the RAB roll forward model.

JEN submitted that the average life for a particular asset category is a function of the
relative weightings of expenditure on the asset types in the category. JEN argued that
the AER needed to recalculate the standard lives of all asset categories to reflect its
final determination on capital expenditure.

SP AusNet accepted the asset lives set out in the draft decision. It recalculated its
proposed depreciation allowance using the asset lives specified in the draft decision
and applying the updated opening RAB value and capex forecasts.

United Energy proposed two additional asset classes, which are, neutral screen
services and overloaded transformers, to be included for the calculation of forecast
regulatory depreciation. United Energy contended that these assets should be
depreciated fully because the existing assets will not be in service at the end of the
2011-15 regulatory control period.

The Victorian DNSPs’ revised regulatory depreciation allowances as calculated by the
post-tax revenue model (PTRM) are set out in table 16.
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Table 16 Victorian DNSP revised regulatory depreciation ($’m, nominal)

2011 2012 2013 2014 2015 Total
CitiPower 34.8 38.6 42.7 46.9 52.5 2155
Powercor 62.2 70.6 79.3 88.1 99.8 400.0
JEN 27.0 32.9 39.5 454 455 190.2
SP AusNet 91.9 51.2 62.2 58.2 55.9 319.3
United Energy 41.4 49.7 60.8 71.2 79.5 302.6

Source: Victorian DNSPs’ PTRMs.

The Victorian DNSPs’ revised regulatory asset categories and standard lives are set

out in table 17.

Table 17 Victorian DNSP revised standard asset lives (years)
Asset category CitiPower  Powercor JEN SP United
AusNet Energy
Sub-transmission 50.0 50.0 44.7 45.0 60.0
Distribution system assets 49.0 51.0 50.0 50.0 35.6
Standard metering - - - - -
Public lighting - - - - -
SCADA/Network control 13.0 13.0 10.0 5.0 5.0
Non network general assets—IT 6.0 6.0 5.1 5.0 5.0
Non network general assets—other 10.0 15.0 19.9 5.0 75
Equity raising costs 46.6 45.2 43.1 46.5 40.7
Neutral Screen Services - - - - 5.0
Distribution Transformers - - - - 5.0

upgrades

Source: Victorian DNSPs’ PTRMs.

AER final decision

The AER has assessed each of the Victorian DNSPs’ proposed asset life inputs to the
PTRM and considers that the resulting regulatory depreciation calculations are in
accordance with clause 6.5.5 of the NER. However the AER has not accepted the
resulting values because of changes arising in other parts of this decision, including

RAB and capital expenditure.

On the basis of the approved asset lives, opening RAB and forecast capex allowance,
the AER has determined the Victorian DNSPs' regulatory depreciation allowances for
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the 2011-15 regulatory control period, as set out in table 18. Chapter 10 contains the
AER’s final decision on the depreciation allowances for the Victorian DNSPs.

Table 18 AER conclusion on regulatory depreciation ($’m, nominal)

2011 2012 2013 2014 2015 Total
CitiPower 34.7 38.4 42.3 46.5 51.8 213.7
Powercor 62.1 69.9 779 86.3 96.8 393.0
JEN 26.6 31.7 37.7 43.0 42.9 181.9
SP AusNet 91.1 51.2 62.3 58.1 55.1 317.7
United Energy 41.0 49.1 59.9 70.1 78.0 298.0

Cost of capital

AER draft decision

The draft decision accepted the DNSPs' proposed methods for estimating the WACC
with the exception of the market risk premium (MRP) and debt risk premium (DRP).

The Victorian DNSPs all proposed a MRP of 8 per cent. The AER considered the
information provided in support of the regulatory proposals but found no persuasive
evidence that justified a departure from the MRP of 6.5 per cent set in the SORI.

The AER rejected the DNSPs' proposed method for deriving the DRP, specifically the
use of the Bloomberg's 7 year BBB fair value curve extrapolated to 10 years. The
AER considered that both Bloomberg and CBASpectrum should be considered in
setting the DRP, and tested the accuracy of fair value curves produced by both data
services. Consequently, the AER found CBASpectrum's BBB+ fair value curve
provided the best available prediction of observed yields for the purpose of
determining the yield on a benchmark BBB+ 10 year corporate bond.
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Table 19 AER draft decision on WACC parameters

Parameter DNSP initial proposals AER draft decision
Nominal risk-free rate 5.47% 5.65%
Real risk-free rate 2.93 - 3.00% 3.00%
Expected inflation rate 2.40 - 2.47% 2.57%
Gearing level (debt/equity) 60% 60%
Market risk premium 8.0% 6.5%
Equity beta 0.8 0.8
Debt risk premium 4.71% 3.25%
Nominal pre-tax return on debt 7.52 - 7.60% 8.90%
Nominal pre-tax return on equity 11.87% 10.85%
Nominal vanilla WACC 10.86% 9.68%

Victorian DNSP revised regulatory proposals
In their revised regulatory proposals, the Victorian DNSPs:

= did not accept the AER’s justification for the MRP, however, the DNSPs all
adopted an MRP value of 6.5 per cent for their revised proposals. The DNSPs
submitted a report from Officer and Bishop which again proposed a forward
looking MRP of 8 per cent and long term MRP of 7 per cent based on implied
volatility and glide path approach

= rejected the AER's methodology and proposed DRP estimate. The DNSPs
provided additional consultants report from Competition Economists Group
(CEG) and PwC, proposing a different methodology to test whether
CBASpectrum or Bloomberg produces the more accurate estimate of the DRP. On
the basis of these reports they maintain that Bloomberg's fair value estimates
provided the most accurate estimation of the DRP

= accepted the AER draft decision for nominal risk free rate, forecast inflation,
equity beta and gearing level.
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Table 20 DNSPs revised proposal on WACC parameters

Parameter DNSP revised proposals
Nominal risk-free rate 5.65%
Real risk-free rate 3.00%
Expected inflation rate 2.57%
Gearing level (debt/equity) 60%
Market risk premium 8.0%
Equity beta 0.8
Debt risk premium 4.28%
Nominal pre-tax return on debt 9.93%
Nominal pre-tax return on equity 10.85%
Nominal vanilla WACC 10.29%

Further consultation on the DRP

On 27 September the AER issued a further consultation paper on the DRP to
stakeholders who had specifically commented on WACC related matters. This paper
proposed changes to the AER's draft decision in light of the following events:

= CBASpectrum ceasing the publication of its fair value yield curve®

= the decision by the Australian Competition Tribunal in the ActewAGL matter
(ACT 1 of 2010) handed down on 17 September 2010

= A new 10 year BBB rated bond was issued by the Australia Pipeline Trust (APT).

The AER considered CBASpectrum's decision to no longer publish fair value
estimates raises concerns around Bloomberg's fair value estimates. As a result, the
AER found it imprudent to solely rely on fair value estimates to derive the DRP.

In addition the Tribunal's rejected the AER's approach for setting the DRP for
ActewAGL (which was largely identical to the AER's Victorian draft decision),
deciding that the DRP should be calculated by taking the average of CBASpectrum
and Bloomberg. In its reason the Tribunal also made suggestions to the AER's
approach for future determination citing that a lack of data should encourage the AER
to investigate other methods to estimate the DRP.

The AER considered that, prima facie, the APT bond represented a useful benchmark
corporate bond rate insofar as the yield calculation is transparent, it reflects a 10 year
maturity, and it provides an acceptable proxy for the BBB+ credit rating. The AER

1 As communicated in an email from CBASpectrum to AER staff, 19 August 2010.
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also commented that its BBB rating means that its yields would be expected to
produce a conservative estimate of the DRP.

In response to the AER's consultation paper, the DNSPs contend that the AER's
methodology and use of the APT is not legally permissible under clause 6.5.2(b) and
6.5.2(e) of the NER. The DNSPs further submitted consultant's report that provided
an analysis of the APT bond, concluding that the AER's method in using this bond is
inappropriate and contend that Bloomberg is still a accurate and a reliable source of
data to estimate the benchmark 10 year BBB+ yield.

The AER also received submissions stakeholders highlighting the need for the AER to
change it methodology considering that there is a lack of 10 year BBB data currently
trading in the market. Furthermore, the submissions have urged the AER to consider
the DNSPs' actual cost of debt to estimate the DRP for DNSPs.

AER final decision

The AER considered Officer and Bishop's implied volatility approach to estimate the
forward MRP but finds it unpersuasive as Officer and Bishop's implied volatility and
glide path approach is subject to various limitations.

The AER notes the downward trend of implied volatility since the height of the GFC.
In addition, the AER notes that implied volatility has possibly reverted back to pre-
GFC levels. Subsequently, the AER considers it may be appropriate to revert back to
the long term historic MRP of 6 per cent based on the current outlook of economic
conditions and capital markets. However, the AER is aware that the recovery of
global economic conditions is still debatable noting recent comments from prominent
economic bodies, warning that recovery in the global economy and conditions in
global capital markets remain fragile.

Consequently, the AER remains cautious in its view of global market conditions.
Accordingly, under current circumstances the AER is unconvinced that there is
persuasive evidence to depart from the SORI MRP of 6.5 per cent. A MRP value of
6.5 per cent will be adopted for the current determination.

In regards to the DRP, the AER has considered the DNSPs arguments and agrees with
the weight of evidence that suggests Bloomberg's fair value estimates are still
reflective of BBB bond yields with a maturity of less than seven years. Given the
characteristics of the APT bond, the AER considers it important to place some weight
on the yield of this bond in assessing the DRP. However, the AER also acknowledges
that the APT bond is only one observation and hence may not be as accurate as
Bloomberg fair value estimates as a proxy of the benchmark BBB corporate bond.

Accordingly the AER has applied its judgement and has given the APT bond a
weighting of 25 per cent and Bloomberg 75 per cent which the AER considers to be
reasonable given current circumstances.

For averaging periods where there are no observations for the APT bond yield
(Jemana's averaging period), the AER will use the first 30 observations of APT bond
yields in conjunction with Bloomberg's fair value estimates, applying a ratio of 25 per
cent and 75 per cent respectively, to estimate the DRP.
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The AER agree with the DNSPs that the appropriate method to extrapolate the

Bloomberg's 7 year BBB fair value estimates is to use the difference on AAA fair
yields from 7 to 10 years.

Table 21 shows the AER's final decision on the DNSPs' WACC parameters.

Table 21 AER conclusion on WACC parameters

Parameter CitiPower Powercor JEN SP AusNet United
Energy

Nominal risk- 5.08% 5.08% 5.65% 5.14% 5.08%

free rate

Real risk-free 2.44% 2.44% 2.99% 2.50% 2.44%

rate

Expected 2.57% 2.57% 2.57% 2.57% 2.57%

inflation rate

Gearing level 60% 60% 60% 60% 60%

(debt/equity)

Market risk 6.5 6.5 6.5 6.5 6.5

premium

Equity beta 0.8 0.8 0.8 0.8 0.8

Debt risk 3.74% 3.74% 3.70% 4.05% 3.74%

premium

Nominal pre- 8.81% 8.81% 9.35% 9.19% 8.81%

tax return on

debt

Nominal post- 10.28% 10.28% 10.85% 10.34% 10.28%

tax return on

equity

Nominal 9.40% 9.40% 9.95% 9.65% 9.40%

vanilla WACC

Corporate income tax and imputation credits

The AER's post-tax revenue model (PTRM) calculates required revenue for each

DNSP, from which tax expenses (opex, interest payments on debt and total tax
depreciation for all assets) are deducted to arrive at the DNSP's taxable income.

Taxable income is multiplied by the corporate income tax rate, then again by one
minus the utilisation of imputation credits (gamma) to arrive at the tax building block

for the DNSP. Gamma is calculated as the product of the ‘payout ratio’ (i.e. the

proportion of imputation credits generated that are paid out) and the “utilisation rate’
or ‘theta’ (i.e. the market value of imputation credits distributed as a portion of their face

value).

XL

VICTORIAN DISTRIBUTION DETERMINATIONS - FINAL DECISION



AER draft decision

The AER considered that the Victorian DNSPs did not present persuasive evidence to
depart from the gamma value of 0.65 established in the SORI. Specifically, the AER
made the following conclusions about the arguments and reports submitted to it:

= Payout ratio — the AER agreed with the advice it received from its experts
(Mackenzie and Partington and Handley) that the true value of the payout ratio is
between 70 and 100 per cent.

= Use of tax statistics to estimate theta — the methodology provided by the 2008
Handley and Maheswaran study provides a relevant and reliable estimate of theta
in the post 2000 period.

= Use of dividend drop off studies to estimate theta — the AER maintained its
reliance on the estimate derived from the Beggs and Skeels study, and continued
to consider the alternative Strategic Finance Group (SFG) study was unreliable.

In calculating the tax liability building block, the AER amended the DNSPs' tax roll
forward calculations to reflect changes in tax legislation affecting the depreciation of
assets held on or after 10 May 2006.

The AER also determined a gradual reduction in the corporate income tax rate over
the forthcoming regulatory control period to reflect announcements made by the
Commonwealth Government in May 2010 arising out of the Henry Review.
Specifically, the AER determined the corporate tax rate would reduce from the current
30 per cent to 29 per cent for the 2013-14 financial year and to 28 per cent from the
2014-15 financial year.

Victorian DNSP revised regulatory proposals

All Victorian DNSPs continued to propose a departure from the 0.65 value of gamma
established in the SORI. The following table depicts the values for gamma that
Victorian DNSPs submitted in their revised regulatory proposals:

Table 22 Revised proposal gamma values

DNSP Gamma value
CitiPower 0.5
Powercor 0.5
JEN 0.2
SP AusNet 0.5
United Energy 0.2

Source: Victorian DNSPs' revised regulatory proposals

The Victorian DNSPs argued for relatively lower values of theta and the payout ratio.
Specifically, Victorian DNSPs have:
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= continued to cite empirical evidence from tax statistics used in existing and new
reports in support of a payout ratio less than 100 per cent

® argued that the tax study by Handley and Maheswaran was performed using a
contrived data series, and should not be relied upon to estimate theta

= dismissed the AER's concerns in relation to SFG's dividend drop-off study and
argued for SFG's study to be considered by the AER to estimate the value of theta

= asserted that the AER has made inconsistent assumptions in estimating the
grossed-up value of the MRP and the value of imputation credits as calculated in
Beggs and Skeel's dividend drop-off study

® argued that taking an average of the results from tax and dividend drop-off studies
to estimate a value of theta is methodologically flawed.

SP AusNet, CitiPower and Powercor argued that the AER should take a balanced
approach when recognising these arguments and adopt a gamma value of 0.5.2 United
Energy and JEN recommend the AER adopt a gamma of 0.2, which is based on a 70
per cent payout ratio and a theta value of 0.23.%

The DNSPs accepted the AER's draft decision with respect to tax depreciation
calculations. SP AusNet, United Energy and JEN rejected the AER's corporate tax
rate. While this was accepted by CitiPower and Powercor they also proposed
corresponding operational expenditure adjustments arising out of the Government's
tax policy announcements.

AER final decision

The AER considers that there is now persuasive evidence justifying a departure from
the value of 0.65 established in the SORI in respect of the payout ratio aspect of
gamma.

The reasons for this are:
= the true value of the payout ratio is within a range of 70 to 100 per cent

= empirical evidence suggests the average payout ratio is approximately 70 per cent,
however there are strong theoretical grounds to suggest that retained credits have
some value

= given the material currently available, the AER considers that for the Victorian
DNSPs, the theta value of 0.65 is still appropriate in consideration of dividend
drop-off and tax studies.

2 CitiPower, Revised regulatory proposal 2011 to 2015, 21 July 2010, p. 368; Powercor, Revised
regulatory proposal 2011 to 2015, 21 July 2010, p. 359; SP AusNet, Electricity Distribution Price
Review Revised regulatory proposal , July 2010, p. 331.

® JEN, Revised regulatory proposal 2011-15, 20 July 2010, p. 267; United Energy, Regulatory
Proposal for Distribution Prices and Services, January 2011-December 2015, July 2010, p. 211.
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= when the two extreme values for the payout ratio (70 per cent and 100 per cent)
are combined with a theta of 0.65, the range for gamma becomes 0.465 to 0.65

= given the inherent uncertainty in the estimation of theta, the AER considers that a
departure from the gamma value of 0.65 established in the SORI and the adoption
of a gamma of 0.5 is justified on the basis of the underlying criteria, in particular
the need to provide DNSPs with a reasonable opportunity to recover at least their
efficient costs.

The AER accepted the DNSPs' revised proposals in relation to tax depreciation
calculations as they are in accordance with clause 11.17.2 of the NER.

As it is possible that further changes will be made to the tax reform package in order
to have the enabling legislation passed through parliament, it is uncertain whether or
when the proposed reduction to the corporate tax rate will be introduced. In light of
this, the AER considers that potential changes to the corporate tax rate cannot
reasonably be reflected in the expected statutory corporate income tax rate for the
forthcoming regulatory control period. The AER has therefore determined that the
current corporate income tax rate of 30 per cent will continue to apply for the
forthcoming regulatory control period.

The value of the tax building block for this final decision, as presented in table 23, has
also been affected by changes arising from other areas of the AER's final decision,
particularly in relation to capital expenditure but various other factors affecting
forecast taxable income.

Table 23 AER conclusion on corporate income tax liability ($'m, nominal)

2011 2012 2013 2014 2015
CitiPower 6.4 6.8 7.5 7.9 8.5
Powercor 21.8 22.0 23.1 23.9 25.1
JEN 3.0 35 4.5 5.6 6.0
SP AusNet 11.0 2.7 4.9 3.9 3.7
United Energy 8.7 9.1 10.1 12.0 13.8

Efficiency carryover amounts for 2006-10

AER draft decision

The draft decision stated that in assessing the Victorian DNSPs' proposed carryover
amounts from the 2006-10 regulatory period, the AER considered the following
Issues:

= application of efficiency carryover amounts to United Energy
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= treatment of accrued negative carryover amounts arising from 2001-05 regulatory

period for Powercor

= ex post adjustments to the benchmark allowance associated with network growth

= consistency in the measurement of actual expenditure with the ESCV benchmark

allowance

= treatment of uncontrollable and non-recurrent costs.

The AER in its draft decision calculated and applied the carryover amounts in its

determinations for the Victorian DNSPs as set out in table 24.

Table 24 AER draft decision on the Victorian DNSPs' carryover amounts 2011-15

($’m, 2010)
2011 2012 2013 2014 Total
CitiPower 5.5 -6.9 -4.5 -4.7 -10.6
Powercor - 15.6 0.3 —6.2 9.7
JEN 20.4 145 17.3 25 54.8
SP AusNet -3.6 -23.3 -9.2 3.3 -32.9
Source: AER, Draft decision, Victorian electricity distribution network service
providers Distribution determination 2011-2015, June 2010, p. 598.
Victorian DNSP revised regulatory proposals
The efficiency carryover amounts arising from the 200610 regulatory period,
proposed by the Victorian DNSPs to be included in the building block revenue
requirements for each DNSP, are summarised in table 25.
Table 25 Victorian DNSPs' revised efficiency carryover amounts 2011-15 ($’m,
2010)
2011 2012 2013 2014 Total
CitiPower - - - - -
Powercor 25.9 22.5 1.9 -6.6 43.7
JEN 16.8 11.7 13.6 -1.4 40.7
SP AusNet 14.6 -23.1 -4.3 37 -9.0

United Energy -

Source: CitiPower, Revised regulatory proposal, table 14.3, p. 389; Powercor, Revised
regulatory proposal, table 14.3, p. 387; JEN, Revised regulatory proposal, table
13.3, p. 274; SP AusNet, Revised regulatory proposal, table 9.3, p. 290. United
Energy, Revised regulatory proposal, table 11.4, p. 229.
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AER final decision
AER has reviewed the Victorian DNSPs’ revised efficiency carryover amounts and
made adjustments to the proposed carryover amounts in relation to:

® inclusion of the accrued negative carryover amounts arising from the 2001-05
regulatory period for Powercor

= CitiPower’s negative carryovers from the current period will be applied in the
forthcoming regulatory control period

= ex post adjustments to the benchmark allowance associated with network growth

= adjustments to the benchmark allowance and actual expenditure to ensure
comparability between the benchmark allowance and actual expenditure

= other adjustments
® non-recurrent costs that occur in the base year

The AER has not applied the ECM to United Energy. The AER has applied the ECM
for Victorian DNSPs as set out in table 26. This value is used as an input to the Post
Tax Revenue Model (PTRM) for the purposes of determining the Victorian DNSPs’
annual building block revenue requirement during the 2011-15 regulatory control
period. Chapter 13 contains the AER’s final decision on Victorian DNSPs’ proposed
carryover amounts.

Table 26 AER conclusion on the Victorian DNSPs' carryover amounts 2011-15

($’m, 2010)
2011 2012 2013 2014 Total
CitiPower 4.4 -8.0 5.7 -4.9 -14.3
Powercor - 1.2 -9.7 -13.1 -21.7
JEN 19.9 13.9 15.6 -0.6 48.7
SP AusNet 111 -23.6 -8.6 1.8 -19.4

Efficiency benefit sharing scheme

AER draft decision

The AER’s draft decision applied the EBSS in accordance with the framework and
approach paper for the Victorian DNSPs.

The AER noted that forecast opex will be adjusted for the actual growth in line length,
the number of distribution transformers and zone substations, and customer numbers
experienced over the forthcoming regulatory control period, using the network growth
escalation method in appendix J.
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The following would be excluded from the calculation of EBSS carryover amounts:
= superannuation costs for defined benefits and retirement schemes

= the DMIA

= debt raising costs

= self insurance costs

= GSL payments.

Chapter 14 of the draft decision set out the AER’s draft concussions on the
application of the EBSS to Victorian DNSPs.

Victorian DNSP revised regulatory proposals

Between them, the Victorian DNSPs proposed the following additional excluded costs
categories from the EBSS:

= costs arising from the transfer of non-price distribution regulatory arrangements to
a national regulatory framework

= costs arising from changes to safety regulations introduced by Energy Safe
Victoria

= costs arising from the financial failure of a retailer event

= costs arising from changes in exposure limits introduced as part the radiation
protection standard for exposure limits to magnetic fields OHz, by the Australian
Radiation Protection and Nuclear Safety Agency

= fees or charges payable to the Australian Energy Market Operator

= costs arising from recommendation of the Victorian Bushfires Royal Commission

= costs arising from an emissions trading scheme

= anatural disaster event

® an insurance event/legal liability above insurance cap event

= aninsurer credit risk event.

= new tariff assignment dispute resolution costs

= Energy Safe Victoria fees

= Ombudsman scheme costs

= costs associated with high voltage injection claims
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= superannuation
= changes in classification of a service
= adjustments for changes in regulatory responsibilities

= proposed nominated pass through events not determined by the AER to be pass
through events

= expenditure that meets all of the necessary requirements for an approved pass
through event other than satisfying the materiality threshold.

= United Energy also proposed amendments to the EBSS formula.

AER final decision

The AER’s final decision will apply the EBSS in accordance with the framework and
approach paper.

Consistent with the methodology in appendix J, when assessing EBSS carryover
amounts to apply in 2016-20, the AER will substitute actual values for customer
numbers, the number of distribution transformers and zone substation capacity MVA
and line length for the years 2011-14 and a revised forecast for 2015, for the forecasts
of these metrics used in this final decision.

The AER concludes that the following will be excluded from calculation of EBSS
carryover amount for the forthcoming regulatory period:

= superannuation costs for defined benefits schemes
= DMIA expenditure
= expenditure on non-network alternatives

= recognised pass through events and recognised regulatory change events or
service standard events. However the AER clarifies that.

= debt raising costs
= self insurance costs

= GSL payments.

Events which appear to be regulatory change events or service standard events, but do
not meet the pass through materiality threshold in the NER will not be excluded from
the reported opex when calculating EBSS carryover amounts.

The controllable opex for each Victorian DNSP is set out in chapter 14 of the final
decision.
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Service target performance incentive scheme

The STPIS provides financial incentives for DNSPs to maintain and improve service
performance. This balances the incentive in the regulatory framework for DNSPs to
reduce costs at the expense of service quality. Cost reductions are beneficial to both
DNSPs and their customers when service performance is maintained or improved.
However, cost efficiencies achieved at the expense of service performance are not
desirable.

The STPIS establishes targets based on historical performance, and provides financial
rewards for DNSPs beating performance targets and financial penalties for DNSPs
failing to meet targets. The STPIS has two components, the S factor and the
guaranteed service levels (GSL) scheme:

= The S factor component adjusts the revenue that a DNSP earns depending on
reliability of supply and customer service performance.

®=  The GSL scheme sets threshold levels of service for DNSPs to achieve, and
requires direct payments to customers who experience service worse than the
predetermined level. The national GSL scheme under the STPIS does not apply in
a jurisdiction, if a jurisdictional GSL scheme is in existence.

AER draft decision

Section 15.3 provides a summary of the AER's draft decision. Having taken into
account the Victorian DNSPs' revised regulatory proposals and stakeholder
submissions, the AER has made a final decision regarding the application of the
STPIS, which is largely unchanged from the draft decision. Key areas where the final
decision differs substantially from the draft decision are set out below.

Victorian DNSP revised regulatory proposals

The Victorian DNSPs adopted most aspects of the AER's application of the STPIS.
The key points of contention in each Victorian DNSP's revised regulatory proposal
are as follows:

= Both CitiPower and Powercor submitted that the S factor close out term should be
added to the control mechanism. They also proposed that their underlying
performance for the purpose of the close out of the ESCV S factor scheme should
be set at the 2005-09 average reliability performance. *

= JEN submitted that:

= The AER’s proposal for a final true up adjustment to the 2016—20 building
block revenue requirement at the 2015 price review does not adequately
address its concerns regarding fair and accurate true up for the transition to the
STPIS. JEN proposed that the best solution is an adjustment to 2013 tariffs. °

= JEN understands the AER's interpretation of the calculation of the MED
threshold and in general supports this position as reflective of the intent of the

CitiPower, Revised regulatory proposal, p. 398; Powercor, Revised regulatory proposal, p. 396.
JEN, Revised regulatory proposal, p. 23.
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scheme. JEN requested that the AER amend the STPIS to more clearly reflect
the AER's interpretation. Otherwise, JEN proposed that its interpretation
should be adopted.®

SP AusNet submitted that:

= SP AusNet welcomed the AER's draft decision to change the MED threshold
from 2.5 beta to 2.8 beta from the mean, but again proposed a threshold of 3.2
beta from the mean because:

there is no significant distinction between 2.8 and 3.2 beta from an asset
management perspective

events smaller than 3.2 beta are within SP AusNet's control, hence there
will be a perverse incentive to not respond to such events

a higher beta will reduce volatility in performance as action will be taken
to reduce infrequent, large events.’

= |t disagreed with the draft decision to not exclude supply interruptions due to
demand management schemes.®

= The AER misunderstood its climate change analysis. It re-submitted a revised
climate change adjustment model.

= SP AusNet also proposed a variation to clause 3.3 of the STPIS to include an
additional exclusion event for supply interruption due to the suppression of
auto reclose devices in high bushfire risk areas.’

United Energy submitted that there was no objectively correct mechanism for
closing out the ESCV S factor scheme. Therefore, it proposed that the scheme not
proceed from 31 December 2010 and that no close out amount be included in the
building blocks for the 2011-15 regulatory control period. It also contended that
the AER's draft decision was inconsistent with the National Electricity Objective
because efficient investment to improve network reliability cannot be achieved if
random or arbitrary penalties are imposed unexpectedly on businesses. It believes
that the appropriate way to close out the ESCV S factor scheme is through the
price control formula.*

AER final decision

The AER changed from its draft decision in the following areas.

Close out of the ESCV S factor scheme

Based on submissions received, the AER has modified the assumption of ongoing
performance used to close out the ESCV S factor scheme. In its draft decision, the
AER assumed ongoing performance would be equal to a DNSP's performance in

© o N o

ibid, p. 283, 284.

SP AusNet, Revised regulatory proposal, p. 35-43.

ibid., p. 43, 44.

ibid., p. 48.

United Energy, Regulatory Proposal for Distribution Prices and Services, January 2011—
December 2015, July 2010, p. 217-221.

CHAPTER SUMMARY XLIX



2010. In this final decision, the AER has concluded that the appropriate assumption
regarding ongoing performance is to use the average of 2005-10 performance, as
measured under the ESCV S factor scheme. The AER considers that this assumption
provides for a more accurate result for closing out of the ESCV S factor scheme.

Proposed bushfire related exclusion criteria

The AER considers that avoidable supply interruptions due to the suppression of the
auto-recloser system under an approved Electricity Safety Management Scheme
would meet the exclusion criteria under clause 3.3(a)(7) of the STPIS. In order to
ensure that there is no windfall gain, resulting from excluding these supply
interruptions, the AER will adjust SP AusNet's MAIFI target down by the amounts
outlined in table 15.14 for the 2011-15 regulatory control period.

Performance targets

The performance targets for the Victorian DNSPs, with the exception of SP AusNet,
are unchanged from the draft decision. SP AusNet identified some inaccuracies in the
calculations it provided to the AER at the time of the draft decision.

Calculation of incentive rates

As foreshadowed in the draft decision the incentive rates for the STPIS have been
updated to reflect the growth forecasts approved in the final decision. Additionally,
the manner in which the Value of Customer Reliability has been inflated with CPI has
been altered to more closely reflect the final decision on the AER's STPIS.

The AER will apply the national STPIS, with the exception of the existing
jurisdictional GSL scheme, to the Victorian DNSPs in the forthcoming regulatory
control period. The AER’s final decision on the application of the STPIS is as
follows:

=  The AER will apply the SAIDI, SAIFI and MAIFI parameters to the Victorian
DNSPs, segmented by network types as set out in the STPIS. For transitional
reasons, the AER will apply the ESCV definition of MAIFI discussed at section
15.6.12 of this final decision.

= The AER will apply the telephone answering customer service parameter to the
Victorian DNSPs. For all Victorian DNSPs the AER will apply the default cap on
revenue at risk, of 0.5 per cent, to the telephone answering customer service
parameter.

= The AER will apply the following caps on revenue at risk for the Victorian
DNSPs:

= CitiPower 5%
= Powercor +5%
= JEN 5%
= SP AusNet 7%

= United Energy +5%
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®= The AER has determined the following MED threshold to apply to the Victoria
DNSPs, in the first year of the 201115 regulatory period:

= CitiPower 2.5 beta from the mean
= Powercor 2.8 beta from the mean
= JEN 2.5 beta from the mean
= SP AusNet 2.8 beta from the mean

= United Energy 2.5 beta from the mean

= The incentive rates to apply to each applicable parameter are set out in table 15.13
of this final decision.

=  The AER will apply the jurisdictional GSL scheme to the Victorian DNSPs as set
out in section 15.6.16.

®= The AER has developed a methodology to close out the ESCV S factor scheme,
by replicating the intended benefits or penalties accrued under the scheme. In the
2016-20 distribution determination, the AER will perform a final reconciliation to
account for actual 2010 performance under the ESCV S factor scheme. The
methodology used to close out the ESCV S factor scheme is set out in
section 15.6.6.

Pass through arrangements

AER draft decision

The Victorian DNSPs initially proposed a total of 26 nominated pass through events.
The AER draft decision nominated the following four pass through events for the
Victorian DNSPs:

= 3 declared retailer of last resort
® jnsurer credit risk

= insurance event (this replaces SP AusNet’s legal liability above insurance cap
event)

= 3 natural disaster event.

For these events, the AER's draft decision set out a materiality threshold of one per
cent of the smoothed forecast revenue specified in the final decision in the years of the
regulatory control period that the costs are incurred.
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The AER rejected several events on the grounds that they did not meet assessment
criteria for nominated pass through events.** Other events (for example, the emissions
trading scheme event, VBRC event, and transfer to national customer framework
event) were rejected on the grounds that they would likely fall within the NER
prescribed pass through events.'? The AER also rejected the general nominated pass
through event, which it had included in previous distribution determinations.

Victorian DNSP revised regulatory proposals

The Victorian DNSPs generally disagreed with the AER's draft decision on pass
throughs. In particular, they stated:

* that the AER's materiality threshold was too high'®

= that the AER should not have rejected the general nominated pass through events
and the financial failure of a retailer event. JEN also stated that the AER should
not have rejected its asbestos compensation event or its force majeure event

= for the events that were rejected on the grounds that they would likely fall within
the NER prescribed events, the AER should either confirm that these would
definitely fall within the NER events, or nominate them in the distribution
determination.

= SP AusNet and JEN both raised concerns with the AER's amendments to the
definition of insurance event. SP AusNet also raised concerns with the AER's
definition of insurer credit risk event.

AER final decision

The AER, in its final decision, has maintained the one percent materiality threshold
for NER prescribed events. The AER also maintained its list of nominated pass
through events, as per the draft decision.

® ainsurance event

= an insurer credit risk event

a natural disaster event

a declared retailer of last resort event

= anetwork charge pass through event.

However, the AER:

" The assessment criteria can be found at chapter 16 of this final decision. A full discussion of the

AER's considerations in developing that set of criteria can be found at chapter 16 of the draft

decision.

These are a regulatory change event, service standard event, tax change event and terrorism event.

3 JEN further submitted the AER had no power under the NER to set a materiality threshold in the
distribution determination.

12
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= amended its definitions of both the insurer credit risk event, and the insurance
event

= confirmed that certain events would fall within the NER prescribed pass through
events.

Demand management incentive scheme

AER draft decision

The AER's draft decision on the DMIS was to apply both the DMIA and the forgone
revenue component of the DMIS to the Victorian DNSPs. The AER rejected
United Energy’s submission to increase the DMIA.

The annual capped amount under the DMIA for each Victorian DNSP for the
forthcoming regulatory control period was:

= $200 000 for JEN and CitiPower ($1 million over the regulatory control period)
= $400 000 for United Energy ($2 million over the regulatory control period)

= $600 000 for Powercor and SP AusNet ($3 million over the regulatory control
period)
Victorian DNSP revised regulatory proposals

The Victorian DNSPs largely accepted the AER's draft decision on the DMIS.
United Energy sought to clarify that the additional demand management expenditure
proposed in its initial regulatory proposal was intended as opex step changes, rather
than an expansion of the DMIS.

AER final decision

The AER's final decision is to maintain the draft decision on the application of the
DMIS, as set out above.

Overall revenue requirements and X factors

AER draft decision

The draft decision did not accept the building block revenue requirement proposals by
the Victorian DNSPs. The AER calculated each Victorian DNSP's annual revenue
requirement and X factors using the PTRM and the AER's substituted amounts (as
approved in relevant chapters of its draft decision) on:

= asset base roll forward and indexation

= return on capital

= depreciation and estimated tax payable

= operating and maintenance expenditure
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= revenue decrements arising from previous regulatory periods' control mechanisms.

The AER’s draft decisions on the revenue requirements and X factors for each
Victorian DNSP are set out in tables 27 to 31.

Table 27 AER draft decision on revenue requirements and X factors
($'m, nominal)—CitiPower

2010 2011 2012 2013 2014 2015
Return on capital 124.5 133.8 142.6 152.0 158.6
Regulatory depreciation 35.2 38.4 41.9 45.6 49.6
Operating expenditure 36.7 37.7 39.5 42.0 434
Carryover amounts 5.8 -10.2 -8.5 -54 -7.8
Tax allowance 6.0 6.3 6.6 6.6 6.8
Annual revenue requirements 208.2 206.0 222.0 240.8 250.6
Expected revenues 211.8 205.0 215.1 223.2 234.7 248.4
Forecast CPI (per cent) 2.57 257 2.57 2.57 2.57
X factors (per cent) 7.27 - - -2.00 -2.00

Note: Positive values for X indicate real price decreases under the CPI-X formula

Table 28 AER draft decision on revenue requirements and X factors
($'m, nominal)—Powercor

2010 2011 2012 2013 2014 2015
Return on capital 2134 227.2 241.4 255.9 271.0
Regulatory depreciation 62.0 68.1 74.6 81.5 88.9
Operating expenditure 123.0 127.5 133.1 141.9 147.2
Carryover amounts 16.7 8.5 -4.5 -6.0 -32.6
Tax allowance 7.7 8.6 9.2 9.8 10.6
Annual revenue requirements 422.7 439.8 453.8 483.3 485.0
Expected revenues 426.7 413.1 434.8 458.3 481.3 502.4
Forecast CPI (per cent) 2.57 2.57 257 2.57 2.57
X factors (per cent) 8.14 - - - -

Note: Positive values for X indicate real price decreases under the CPI-X formula
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Table 29 AER draft decision on revenue requirements and X factors

($'m, nominal)—JEN

2010 2011 2012 2013 2014 2015
Return on capital 71.8 75.0 78.4 81.9 85.3
Regulatory depreciation 26.9 30.7 34.7 39.0 32.3
Operating expenditure 48.9 50.4 52.2 57.0 57.9
Carryover amounts 18.7 15.5 19.5 3.6 04
Tax allowance 2.3 2.8 33 3.7 3.0
Annual revenue requirements 168.7 174.4 188.1 185.2 178.9
Expected revenues 166.0 165.9 174.7 184.2 187.7 184.4
Forecast CPI (per cent) 2.57 2.57 2.57 2.57 2.57
X factors (per cent) 1.46 - - 3.00 6.00
Note: Positive values for X indicate real price decreases under the CPI-X formula
Table 30 AER draft decision on revenue requirements and X factors

($'m, nominal)—SP AusNet

2010 2011 2012 2013 2014 2015
Regulatory depreciation 202.7 212.3 226.9 242.0 258.6
Return on capital 90.9 47.3 53.8 49.3 40.1
Operating expenditure 133.7 138.5 144.6 151.6 157.7
Carryover amounts 16.8 -22.1 -15.5 45 -53.1
Tax allowance 8.2 35 44 4.3 3.8
Annual revenue requirements 452.2 379.4 414.2 451.7 407.1
Expected revenues 379.5 382.2 400.1 422.1 448.7 475.1
Forecast CPI (per cent) 2.57 2.57 2.57 2.57 2.57
X factors (per cent) 4.46 - - - -
Note: Positive values for X indicate real price decreases under the CPI-X formula
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Table 31 AER draft decision on revenue requirements and X factors
($'m, nominal)—United Energy

2010 2011 2012 2013 2014 2015
Return on capital 134.3 142.2 149.4 155.6 161.8
Regulatory depreciation 36.0 42.7 50.2 57.9 66.2
Operating expenditure 92.9 95.8 99.7 105.6 108.9
Carryover amounts -5.1 -19.8 -19.2 -20.1 -47.6
Tax allowance 4.8 5.6 6.7 7.2 7.8
Annual revenue requirements 262.9 266.6 286.8 306.2 297.0
Expected revenues 296.2 249.5 262.1 281.0 303.5 332.2
Forecast CPI (per cent) 2.57 2.57 2.57 2.57 2.57
X factors (per cent) 19.57 - —2.00 -3.00 -5.00

Note: Positive values for X indicate real price decreases under the CPI-X formula

Victorian DNSP revised regulatory proposals

In their revised regulatory proposals, the Victorian DNSPs did not accept the AER’s
draft decision on their revenue requirements and X factors because they did not accept
the AER's draft decisions on the respective components of the building block model

Table 32 to 36 summarise the Victorian DNSPs' revised regulatory proposals on their
revenue requirements and X factors.

Table 32 Revised regulatory proposal on revenue requirements and X factors
($'m, nominal)—CitiPower

2011 2012 2013 2014 2015
Return on capital 132.6 148.6 165.6 184.7 203.4
Regulatory depreciation 34.8 38.6 42.7 46.9 52.4
Operating expenditure 52.7 54.4 57.6 59.1 63.4
Efficiency carryover amounts - - - - -
S-factor amounts 0.2 -2.9 -34 -0.2 -7.3
Tax allowance 4.2 4.6 55 59 6.9
Annual revenue requirement 224.4 243.4 267.9 296.4 318.7
X factor (per cent) —7.27 -4.00 -4.00 -4.00 -4.00

Source: CitiPower, Revised regulatory proposal, pp. 427-428.
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Table 33 Revised regulatory proposal on revenue requirements and X factors

($'m, nominal)—Powercor

2011 2012 2013 2014 2015
Return on capital 228.0 255.0 283.3 312.1 342.2
Regulatory depreciation 62.2 70.6 79.3 88.2 99.8
Operating expenditure 180.1 190.2 197.0 210.7 224.0
Efficiency carryover amounts 26.6 23.7 2.1 -7.4 -
S-factor amounts 8.3 -6.8 -3.6 1.7 -19.3
Tax allowance 3.9 4.8 6.0 7.2 9.0
Annual revenue requirement 509.1 537.5 564.1 612.5 655.7
X factor (per cent) —-20.63 -1.00 -1.00 -1.00 -1.00

Source: Powercor, Revised regulatory proposal, pp. 428-429.

Table 34

($'m, nominal)—JEN

Revised regulatory proposal on revenue requirements and X factors

2011 2012 2013 2014 2015
Return on capital 78.9 88.6 99.3 108.4 116.5
Regulatory depreciation 27.0 32.9 39.5 454 45.5
Operating expenditure 70.2 69.6 71.3 78.9 86.4
Efficiency carryover amounts 15.0 114 14.2 -2.1 =31
S factor true-up -2.2 -0.9 -0.4 -0.4 -2.8
Tax allowance 2.0 2.7 3.7 5.4 5.4
Annual revenue requirement 190.9 204.3 227.5 235.5 247.9
X factor (per cent) -6.41 -3.00 -3.00 -3.00 -3.00
Source: JEN, Revised regulatory proposal, pp. 315-316.
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Table 35 Revised regulatory proposal on revenue requirements and X factors
($'m, nominal)—SP AusNet

2011 2012 2013 2014 2015
Return on capital 214.1 236.0 266.5 296.7 324.8
Regulatory depreciation 91.9 51.2 62.2 58.2 55.9
Operating expenditure 187.6 200.5 213.5 226.1 237.4
Efficiency carryover amounts 15.0 -24.3 -4.6 4.1 -
S-factor amounts 20.0 2.4 -5.2 0.8 -46.7
Tax allowance 6.0 - - - -
Annual revenue requirement 534.5 465.8 532.4 586.0 571.4
X factor (per cent) —-25.08 -1.9 -1.9 -1.9 -1.9

Source: SP AusNet, Revised regulatory proposal, pp. 363—365.

Table 36 Revised regulatory proposal on revenue requirements and X factors
($'m, nominal)—United Energy

2011 2012 2013 2014 2015
Return on capital 142.9 159.5 175.6 189.7 199.3
Depreciation 41.4 49.7 60.8 71.2 79.5
Operating expenditure 135.3 135.0 136.3 139.1 142.3
Efficiency carry-over amounts - - - - -
Tax allowance 11.0 12.8 16.2 21.0 25.6
Annual revenue requirement 330.6 357.0 388.9 421.1 446.6
X factor (per cent) -16.83 -4.0 -4.0 -4.0 -4.0

Source: United Energy PTRM.

AER final decision
The AER's final decision is in accordance with clause 6.12.1(2) of the NER. The AER

has calculated each Victorian DNSP’s revenue requirements and X factors based on
its final decisions on:

= asset base roll forward and indexation

= return on capital

= depreciation and estimated tax payable

= operating and maintenance expenditure
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= revenue decrements arising from previous regulatory periods' control mechanisms.

The main reasons for the increases relative to the AER's draft decision are due to
positive adjustments to the RAB (due to increased amounts for capital expenditure)
and operating and maintenance expenditures. A further contributor to price increases
relative to the draft decision is the AER's acceptance of slowing energy sales growth,
which reflects the DNSPs' updated modelling assumptions for population growth and
also the recognition of a moderate impact of time of use tariffs.

This final decision approves the amounts as set out in table 37 to 41 below.

Table 37 AER conclusion on revenue requirements and X factors ($'m, nominal)—
CitiPower

2010 2011 2012 2013 2014 2015
Return on capital 121.0 132.3 1435 156.3 168.9
Regulatory depreciation 34.7 38.4 42.3 46.5 51.8
Operating expenditure 46.3 47.6 50.1 50.8 53.3
Efficiency carryover amounts 4.5 -84 —6.2 -5.5 -
S factor amounts 2.2 -4.7 -3.6 -0.4 -4.0
Tax allowance 6.3 6.7 7.4 7.7 8.4
Annual revenue requirements 210.6 211.8 2335 255.4 278.5
Expected revenues 213.3 205.8 221.0 235.3 252.8 273.9
Forecast CPI (per cent) 2.57 2.57 2.57 2.57 2.57
X factors (per cent) 6.41 -4.00 -4.00 -5.00 -5.00

Note: Negative values for X indicate real price increases under the CPI-X formula.
Source: PTRM.
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Table 38 AER conclusion on revenue requirements and X factors ($'m, nominal)—
Powercor

2010 2011 2012 2013 2014 2015
Return on capital 208.0 227.7 247.1 267.2 288.8
Regulatory depreciation 62.1 69.9 77.9 86.3 96.8
Operating expenditure 160.9 167.8 169.9 179.3 188.2
Efficiency carryover amounts - 1.2 -10.4 -145 -
S factor amounts -6.1 -22.0 -5.6 -0.3 0.9
Tax allowance 12.5 12.9 14.1 15.0 16.4
Annual revenue requirements 437.4 457.4 492.9 532.9 591.1
Expected revenues 422.2 440.7 470.0 497.4 529.0 568.8
Forecast CPI (per cent) 2.57 2.57 2.57 257 2.57
X factors (per cent) -0.11 -3.00 -3.00 -3.50 -4.00

Note: Negative values for X indicate real price increases under the CPI-X formula.

Source: PTRM.

Table 39 AER conclusion on revenue requirements and X factors ($'m, nominal)—
JEN

2010 2011 2012 2013 2014 2015
Return on capital 75.2 80.8 87.1 93.2 99.6
Regulatory depreciation 26.6 31.7 37.7 43.0 42.9
Operating expenditure 57.5 57.8 59.4 66.4 67.0
Efficiency carryover amounts 20.4 14.6 16.9 -0.7 -
S factor amounts 5.6 1.0 -0.2 -0.2 -111
Tax allowance 2.9 34 4.4 55 5.9
Annual revenue requirements 188.2 189.3 205.3 207.2 204.3
Expected revenues 168.8 179.8 190.1 199.3 209.1 220.8
Forecast CPI (per cent) 2.57 257 2.57 2.57 2.57
X factors (per cent) -4.99 -3.00 -3.00 -3.00 -3.00

Note: Negative values for X indicate real price increases under the CPI-X formula.

Source: PTRM.
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Table 40 AER conclusion on revenue requirements and X factors ($'m, nominal)—

SP AusNet

2010 2011 2012 2013 2014 2015
Return on capital 200.2 219.9 244.6 270.0 295.7
Regulatory depreciation 91.1 51.2 62.3 58.1 55.1
Operating expenditure 162.9 174.2 184.9 199.2 207.1
Efficiency carryover amounts 114 -24.9 -9.3 2.0 -
S factor amounts 41.3 21.3 -7.6 -1.8 -89.6
Tax allowance 111 2.9 51 4.2 39
Annual revenue requirements 518.0 444.5 480.0 531.7 472.3
Expected revenues 373.9 430.0 458.4 488.4 528.1 575.0
Forecast CPI (per cent) 2.57 2.57 2.57 2.57 2.57
X factors (per cent) -9.99 -4.00 -4.00 -5.00 -5.00

Note: Negative values for X indicate real price increases under the CPI-X formula.
Source: PTRM

Table 41 AER conclusion on revenue requirements and X factors ($'m, nominal)—
United Energy

2010 2011 2012 2013 2014 2015
Return on capital 129.7 142.7 155.6 165.2 173.1
Regulatory depreciation 41.0 49.1 59.9 70.1 78.0
Operating expenditure 108.6 113.6 117.2 124.9 129.8
Efficiency carryover amounts - - - - -
S factor amounts -4.9 -5.1 -6.7 -6.8 -12.3
Tax allowance 8.5 8.8 9.8 11.7 135
Annual revenue requirements 282.9 309.2 335.8 365.0 382.1
Expected revenues 291.8 301.9 313.6 324.5 349.5 379.4
Forecast CPI (per cent) 2.57 2.57 2.57 2.57 2.57
X factors (per cent) -0.37 -1.00 -2.00 —6.00 —6.00

Note: Negative values for X indicate real price increases under the CPI-X formula.
Source: PTRM
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Public Lighting

AER draft decision

The AER reviewed the Victorian DNSPs' forecast opex and capex over the 2011-15
regulatory control period in assessing the efficient costs of providing public lighting
services. The AER also assessed each DNSPs' proposed opex and capex inputs,
including the costs and forecast volumes of luminaires, poles and brackets to be
replaced.

The AER's draft decision rejected the Victorian DNSPs' proposed public lighting
charges for 2011-15 on the basis that their opex and capex inputs did not represent the
efficient costs of providing public lighting services. The AER also rejected the
DNSPs' proposed WACC and SP AusNet and United Energy's forecast capex
replacement volumes.

Victorian DNSP revised regulatory proposals

The Victorian DNSPs accepted the AER's draft decision on some cost inputs but
rejected the AER's view on several opex and capex inputs, particularly the costs of
labour, patrol and elevated platform vehicles, and other public lighting costs. Some
DNSPs also submitted revised labour and material cost escalation rates as well as
revised failure rates of MV80 and T5 luminaires.

However, not all the Victorian DNSPs contested the same inputs, and variations in
costs were often proposed for the same inputs, such as patrol vehicle costs and
luminaire costs.

AER final decision

In assessing the Victorian DNSPs' revised proposals and public lighting inputs, the
AER accepted revised costs of vehicles and public lighting materials such as
luminaires, poles and brackets. The AER considered that these were substantiated by
reasonable evidence and documentation.

The AER accepted higher labour rates for some DNSPs which was consistent with the
recommendations received from the AER's consultant, Impaq Consulting. The AER
also determined that it was appropriate to apply materials cost escalation to public
lighting materials (other than poles and brackets), as this was consistent with the
AER's approach to other alternative control services and standard control services.

However, the AER's final decision rejected the DNSPs' proposed annual failure rates
of T5 luminaires and traffic management costs, as these were not substantiated by
reasonable evidence. The AER also considered that these were not representative of
the efficient costs of providing public lighting services.

Other alternative control services

AER draft decision

In the draft decision, the AER largely rejected CitiPower's, Powercor's and JEN's
proposed prices for fee based services and labour rates for quoted services over the
2011-15 regulatory control period, based on analysis of their labour rates and times
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within cost build ups for each service. The AER also rejected the DNSPs' proposed
profit margins within alternative control services, and applied its own 3 per cent
margin to provide a reward for past efficiencies.

The draft decision largely approved the prices proposed by SP AusNet and
United Energy, with the exception of the use of cost escalators and inflation above
contractor prices, respectively.

The 2011 prices and labour rates for fee based and quoted services approved by the
AER in the draft decision drew upon the advice provided by the AER's consultant,
Impaqg Consulting (Impag), specifically, the appropriate labour charge out rates and
times taken to perform each service. A public version of Impaq's final report was
released with the AER's draft decision.

The AER’s draft decisions on the Victorian DNSPs’ fee based and quoted services
prices for 2011 were set out in appendix O of the draft decision. The draft decision
stated that compliance with the alternative control services control mechanisms would
be demonstrated through an annual pricing proposal process.

Victorian DNSP revised regulatory proposals

CitiPower and Powercor stated that the AER's draft decision prices would not allow
for the recovery of the efficient costs of providing fee based alternative control
services.™ CitiPower and Powercor proposed new prices for fee based alternative
control services, based on their own internal and contract labour rates, times taken to
perform services and profit margins. CitiPower and Powercor raised arguments in
relation to the draft decisions on profit margins, contract rates, non-chargeable time
and times taken for certain activities.

JEN's revised regulatory proposal raised issues regarding the draft decision on
alternative control services profit margins, hourly rates for line workers, after hours
rates for line workers, scheduler hourly rates, times taken to perform back office
functions, wasted service vehicle visits, contract rates for meter equipment test
services, tax liabilities for routine connection services, reserve feeder charges,
temporary supply services.’

SP AusNet's revised regulatory proposal largely accepted the AER’s draft decision for
fee based alternative control services. However, SP AusNet raised issues regarding
the inclusion of Access Economics’ revised labour escalators; the draft decision fee
for Multi Phase Overhead—CT connected meter—After hours; the draft decision fee
for Overhead supply—Coincident Disconnection (Truck visit)—After hours.™®

United Energy's revised regulatory proposal largely accepted the AER's draft decision
on its fee based alternative control services charges for 2011. However, it raised

concerns regarding the AER's rejection of its proposed charges for meter data services
for customers consuming more than 160MWh per annum.*’ United Energy submitted

¥ CitiPower, Revised Regulatory Proposal 2011 to 2015, 21 July 2010, p. 433; Powercor, Revised
Regulatory Proposal 2011 to 2015, 21 July 2010, p. 434.

JEN, Revised regulatory proposal, pp. 327-347.

SP AusNet, Electricity Distribution Price Review, Revised Regulatory Proposal, July 2010, p. 388.
United Energy, Regulatory Proposal for Distribution Prices and Services, January 2011—
December 2015, July 2010, p. 339.
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revised proposed charges for the services which the AER identified as being
arbitrarily inflated above the winning bidder prices, following further negotiation with
its winning bidder.*®

AER final decision

The AER’s final decision on the Victorian DNSPs’ fee based and quoted services
prices for 2011 is set out in appendix Q of this final decision. The AER's final
decision is that compliance with the alternative control services control mechanisms
will be demonstrated through an annual pricing proposal process, described in detail
in chapter 20.

CitiPower and Powercor

In making its decision on the form of control for alternative control services for the
2011-15 regulatory control period, the AER rejects CitiPower's and Powercor's
revised proposed 2011 prices for fee based alternative control services, aside from its
proposed reserve feeder service fee. The AER accepts CitiPower's and Powercor's
proposed prices for reserve feeder services for 2011-15.

In approving all other fee based alternative control service 2011 prices for this final
decision, the AER has:

= applied the highest point of the range of revised labour rates recommended by
Impagq, adjusted to incorporate vehicle costs and a 3 per cent margin above
overheads

= revised the times taken to perform tasks consistent with Impaq's revised advice.

The AER rejects CitiPower's and Powercor's proposed hourly labour rates for quoted
services as they are above the benchmark industry rates recommended by Impag.

The AER rejects CitiPower's and Powercor's proposed X factors for fee based and
quoted alternative control services, and instead approves X factors which incorporate
the AER's final decision on cost escalators.

JEN

The AER rejects JEN's revised proposed 2011 prices for fee based alternative control
services. In approving JEN's fee based alternative control service prices for 2011, the
AER has:

= applied the highest point of the range of revised labour rates recommended by
Impaq, adjusted to incorporate a 3 per cent margin above overheads

= revised the times taken to perform tasks consistent with Impaqg's revised advice.

The AER rejects JEN's proposal for increases in the after hours rate and scheduler
hourly rate, and also rejects JEN's proposed reserve feeder charge.

8 ibid., p. 339.
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The AER accepts JEN's proposed Formway contract rate for meter equipment test
services and also accepts JEN's proposal for a 7 per cent mark up on routine
connection services as a result of JEN's capitalisation of routine connection assets.

The AER accepts JEN's proposed quoted services hourly labour rates for 2011.

The AER rejects JEN's proposed X factors for fee based and quoted alternative
control services, and considers that it is appropriate to apply X factors that incorporate
cost escalators that are equal to those approved for standard control services. The
AER's final decision on JEN's X factors is set out in appendix Q.

SP AusNet

The AER rejects SP AusNet's revised proposed prices for fee based alternative control
services. The AER's final decision prices for SP AusNet incorporate the AER's final
decisions on cost escalators for standard control services. The approved price for
Overhead Supply—Coincident Disconnection (truck visits)—after hours is based on a
cost build up using Impaq's revised advice on times and labour rates.

The draft decision accepted SP AusNet's proposed price path for fee based alternative
control services, and accordingly the AER maintains its draft decision on SP AusNet's
price path for alternative control services.

The AER affirms its draft decision prices for SP AusNet's business hours quoted
alternative control services labour rates for 2011, set out in appendix Q. The AER
approves SP AusNet's proposed after hours rates for quoted alternative control
services, which will be escalated by the approved outsourced labour escalators.

United Energy

The AER accepts United Energy's revised proposed prices for its fee based alternative
control services, aside from its proposed charge for meter data services for customers
consuming more than 160MWh per annum with a manually read meter. The AER has
not set charges for this meter data service as it is a contestable service and is not
classified in this final decision. The draft decision accepted United Energy's proposed
price path for fee based alternative control services and accordingly the AER affirms
its draft decision on United Energy's price path for fee based alternative control
services as the final decision.

The AER accepts United Energy's proposed hourly labour rates for quoted services.
Consistent with the AER's draft decision, United Energy's labour rates will be
escalated over 2012-15 by the AER's approved outsourced labour escalation rate for
standard control services.

Outcomes monitoring and compliance

The AER is establishing a framework to monitor the outcomes of the 2011-15
Victorian distribution determinations, and the Victorian DNSPs’ service levels
delivered to their customers.

It is intended that the monitoring framework will include both financial and customer
service measures. The financial measures will include measurements of the
effectiveness of opex and capex expenditure through a number of monitoring and
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performance measures, as well as physical volumes of assets such as the number of
new connections. The AER also intends to coordinate with Energy Safe Victoria in
monitoring DNSPs' cost and activities arising from safety related capex and opex
expenditures.

The customer service outcome measures will include the traditional performance
indicators in quality and reliability of supply, providing timely service to customers;
as well as the monitoring of low supply reliability areas, and DNSPs’ performance in
responding to major network events.

The AER will undertake specific consultation with relevant stakeholders to determine
the format in which the AER will be collecting the outcome measures. Chapter 21
outlines the outcomes monitoring framework that the AER is implementing in the
forthcoming regulatory control period.
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1 Introduction

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

In Victoria, the DNSPs are CitiPower, Powercor, Jemena Electricity Networks (JEN),
SP AusNet and United Energy Distribution (United Energy). The economic regulation
of DNSPs involves, amongst other things, undertaking a distribution determination. In
making that determination, the AER must follow chapter 6 of the NER, which sets out
the framework for the economic regulation of the distribution network.

This is the first electricity distribution determination made by the AER for CitiPower,
Powercor, JEN, SP AusNet and United Energy. The previous price review that
applied to these Victorian DNSPs was made by the Essential Services Commission of
Victoria (ESCV), from 2006-2010. This price review expires on 31 December 2010.
On 1 January 2011, the AER's distribution determinations will take effect. The AER's
final decision on those distribution determinations is set out in this document. The
AER's distribution determination for each individual DNSP can be found on the
AER's website. The determination documents contain the outcomes of the review
process—that is, the final decision only. This decision document, however, provides
the AER's considerations and conclusions on the DNSPs' revised regulatory
proposals.

In making its final decision and distribution determinations, the AER has taken into
account the Victorian DNSPs' revised regulatory proposals, submissions from
interested parties, advice from consultants and updated economic information and
forecasts.

Further explanation of the AER’s decisions and the context in which they were made
is provided below, and in greater detail through the chapters of this decision.

1.1.1 National Electricity Law

The NEL sets out the functions and powers of the AER, including its role as the
economic regulator of utilities operating in the 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—

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

1 NEL, section 7.
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(b) the reliability, safety and security of the national electricity system.

Further, the NEL specifies that in performing or exercising its regulatory functions or
powers, the AER must ensure that the regulated DNSP to which the determination
applies, and any affected registered participant are, in accordance with the NER: ?

(i) informed of material issues under consideration by the AER; and

(if) given a reasonable opportunity to make submissions in respect of that
determination before it is made.

Section 7A of the NEL also specifies revenue and pricing principles that the AER
must take into account in making a distribution determination in relation to direct
control network services. These principles are:

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

(@)
(b)

providing direct control network services; and

complying with a regulatory obligation or requirement or
making a regulatory payment.

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

(@)

(b)
(©

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

the efficient provision of electricity network services; and
the efficient use of the distribution system or transmission

system with which the operator provides direct control network
services.

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

(@)

(b)

in any previous—

(i)  asthe case requires, distribution determination or
transmission determination; or

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

in the Rules.

2

NEL, section 16.
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(5) A price or charge for the provision of a direct control network service
should allow for a return commensurate with the regulatory and
commercial risks involved in providing the direct control network
service to which that price or charge relates.

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

(7) Regard should be had to the economic costs and risks of the potential
for under and over utilisation of a distribution system or transmission
system with which a regulated network service provider provides
direct control network services.

1.1.2 National Electricity Rules

Chapter 6 of the NER sets out provisions that 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 each Victorian DNSP that includes a:

=  puilding block determination in respect of standard control services
= determination in respect of alternative control services

= determination relating to the negotiating framework for negotiated distribution
services

= determination specifying the negotiated distribution service criteria (NDSC) for
negotiated distribution services.

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

Building block determination
Clause 6.3.2(a) of the NER requires that a building block determination specify for a
regulatory control period the following matters:

(1) the Distribution Network Service Provider’s annual revenue
requirement for each regulatory year of the regulatory control period;

(2) appropriate methods for the indexation of the regulatory asset base;

(3) how any applicable efficiency benefit sharing scheme, service target
performance incentive scheme, or demand management incentive
scheme are to apply to the Distribution Network Service Provider;

(4) the commencement and length of the regulatory control period,;

(5) any other amounts, values or inputs on which the building block
determination is based (differentiating between those contained in, or
inferred from, the service provider’s building block proposal and those
based on the AER’s own estimates or assumptions).
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Determination in respect of alternative control services

Clause 6.12.1(12) of the NER requires the AER to make a decision on the control
mechanism for alternative control services in accordance with the Framework and
approach paper for the relevant DNSP. Clause 6.2.6 of the NER requires the control
mechanism to have a basis as stated in the distribution determination, and specifies
that it may (but need not) utilise elements of the building block determination for
standard control services.

Negotiating framework determination
Clause 6.7.3 of the NER requires that:

The determination specifying requirements relating to the negotiating
framework forming part of a distribution determination for a Distribution
Network Service Provider is to set out requirements that are to be complied
with in respect of the preparation, replacement, application or operation of
its negotiating framework.

Clause 6.7.5(a) of the NER requires that:

A Distribution Network Service Provider must prepare a document (the
negotiating framework) setting out the procedure to be followed during
negotiations between that provider and any person (the Service Applicant or
applicant) who wishes to receive a negotiated distribution service from the
provider, as to the terms and conditions of access for the provision of the
service.

Negotiated distribution service criteria
Clause 6.7.4 of chapter 6 of the NER requires that:

(@) The determination by the AER specifying the Negotiated Distribution
Service Criteria forming part of a distribution determination for a
Distribution Network Service Provider is to set out the criteria that are
to be applied:

(1) by the provider in negotiating terms and conditions of access
including:

(i)  the prices that are to be charged for the provision of
negotiated distribution services by the provider for the
relevant regulatory control period; or

(i)  any access charges which are negotiated by the provider
during that regulatory control period; and

(2) by the AER in resolving an access dispute about terms and
conditions of access including:

(i)  the price that is to be charged for the provision of a
negotiated distribution service by the provider; or

(i)  any access charges that are to be paid to or by the
provider.
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1.2 Derogations

Chapter 9 of the NER contains Victorian specific derogations.

Clause 9.8.7 specifies provisions regarding the transitional application of the former
chapter 6 of the NER to Victorian distribution networks.

Clause 9.8.8 excludes the AER's power to aggregate distribution systems and parts of
distribution systems in Victoria.

1.3 Transitional arrangements

Several transitional arrangements have been included in the NER for the AER’s first
distribution determination for Victorian DNSPs.

Clause 11.17.2 requires the AER to adopt the same taxation values, asset
classification and depreciation method used in the ESCV's 2006 determination when
calculating the estimated cost of corporate income tax, with departures allowed in the
event of changes in taxation laws or rulings by the Australian Taxation Office.

Clause 11.17.3 regards the assessment of building block proposals submitted in the
absence of a statement of regulatory intent (SORI), which did not apply as the AER's
SORI was published in early 2009.

Clause 11.17.4 required the AER to formulate Victorian specific cost allocation
guidelines which were published on 26 June 2008.> As required under clause
11.17.5(a) of the NER, Victorian DNSPs submitted their proposed Cost Allocation
Method by the time their building block proposals were submitted to the AER.

Clause 11.17.6 specifies that metering services dealt with under the Advanced
Metering Infrastructure (AMI) Order in Council are not subject to regulation under a
distribution determination published under chapter 6 of the NER. The AER published
a separate budgets and charges determination in relation to AMI in October 2009.
The regulatory arrangements relating to the AMI rollout are set out in an August 2007
Order in Council made by the Victorian Governor in Council under sections 15A and
46D of the Electricity Industry Act 2000. An amending Order in Council was made on
25 November 2008 (the ‘revised Order’).

1.4 Review process

The AER has reviewed the Victorian DNSPs’ revised regulatory proposals and
revised proposed negotiating frameworks as well as all submissions in accordance
with the review process outlined in Part E of chapter 6 of the NER.® The AER has

% AER, Victorian electricity distribution network service providers - Cost allocation guidelines, June

2008.

AER, Victorian advanced metering infrastructure review 2009-11 AMI budget and charges
applications, October 2009.

The revised order is the Order in Council made on 28 August 2007 by the Victorian Governor in
Council under sections 15A and 46D of the Electricity Industry Act 2000, as amended on 25
November 2008, 22 January 2009 and 31 March 2009.

CitiPower and Powercor did not provide, and the AER did not review, revised negotiating
frameworks because the AER's draft decision determined that the initial negotiating frameworks
proposed by CitiPower and Powercor were compliant with the NER.

4

INTRODUCTION 5



also applied the derogations and transitional arrangements set out above. This process
involved:

Pre draft decision

Pre-consultation—the AER consulted with the Victorian DNSPs regarding the
development of the regulatory information notice (RIN), regulatory templates and
guidelines.

Framework and approach—the AER consulted with Victorian DNSPs and
interested stakeholders regarding the development of the Framework and approach
paper, with respect to the classification of services, control mechanism, and
application of schemes. The Framework and approach paper was published in
May 2009, as required under clause 6.8.1 of the NER.

Proposal—the Victorian DNSPs submitted their regulatory proposals and
proposed negotiating frameworks to the AER on 30 November 2009. The AER
assessed the Victorian DNSPs’ proposal against chapter 6 of the NER and the
AER’s guidelines.

Public consultation—the AER published the Victorian DNSPs’ regulatory
proposals and the AER’s proposed NDSC on 23 December 2009 and called for
submissions from interested parties. The AER held a public forum in Melbourne
on the Victorian DNSPs’ regulatory proposals on 17 December 2009, where the
Victorian DNSPs and interested parties gave presentations.

Submissions—the AER received 20 submissions on the Victorian DNSPs’
regulatory proposals or the AER’s proposed NDSC.

Assessment by technical experts—the AER engaged Nuttall Consulting (Nuttall)
as a technical expert to advise it on a number of key aspects of the regulatory
proposals.” The consultants provided independent advice to the AER on these
matters, based on their reviews. The AER considered this advice in making its
draft distribution determinations.

Assessment by demand forecasting experts—the AER engaged ACIL Tasman
as a technical expert to provide advice in relation to demand forecasts.?

Other specialist advice—the AER also engaged Access Economics to provide a
forecast of Victorian labour costs relevant to DNSPs.? Impaq Consulting was
engaged to provide advice on alternative control services.™

10

Nuttall Consulting 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.

ACIL Tasman is an economic consulting firm providing analysis and advice on economics, policy
and strategy to clients in Australia and internationally.

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

Impag Consulting has experience and expertise in the benchmarking of industry charge out rates,
reviewing excluded service charges for metering, calculating excluded service costs and charges
for DNSPs.
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®= The AER published its draft distribution determinations and draft decision for the
Victorian DNSPs on 4 June 2010.

Post draft decision

= Revised proposals—to facilitate the preparation of revised regulatory proposals
in response to its draft distribution determinations, the AER further consulted with
the Victorian DNSPs regarding the development of a modified RIN, regulatory
templates and guidelines which was issued in conjunction with its draft decision.
The Victorian DNSPs submitted their revised regulatory proposals to the AER in
July 2010.

= Submissions—the AER received 27 submissions on the Victorian DNSPs’
revised regulatory proposals or the AER’s proposed NDSC. The submissions are
listed in appendix A of this final decision.

= Assessment by technical experts—following Nuttall's engagement during the
draft decision stage, the AER reengaged Nuttall as a technical expert to advise it
on a number of key aspects of the revised regulatory proposals. The consultants
provided independent advice to the AER on these matters. The AER considered
this advice in making its final distribution determinations.

®= The AER also engaged in consultation with the Victorian technical and safety
regulator—Energy Safe Victoria (ESV). The ESV provided the AER with advice
in relation to the recommendations arising from the Victorian Bushfire Royal
Commission (VBRC). The Victorian DNSPs sought to implement a number of the
recommendations from the VBRC, proposing them as part of their capital
expenditure program, or as operating expenditure step changes. The AER
considered this advice in making its final distribution determinations.

=  The AER released it final distribution determinations and decision on 29 October
2010.

Following the receipt of the Victorian DNSPs' revised regulatory proposals and
submissions, the AER consulted further with interested parties on some specific areas
of this process. The AER consulted further on those areas which it considered that
interested parties may not have been afforded an opportunity to comment on new
material arising from submissions or the Victorian DNSPs which the AER took into
account in making its decision, and in those areas where the AER was considering a
departure from its position in the draft decision. Areas where the AER undertook
further consultation include the close out of the ESCV S factor and the cost of debt.

The AER’s analysis and assessment of the Victorian DNSPs’ revised regulatory
proposals, submissions and consultants’ advice is set out in this final decision. The
AER has published all the inputs into its final distribution determinations on its
website. The AER notes that all inputs are provided, save for those which are
considered confidential or commercially sensitive.
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1.5 Structure of this final decision

The AER’s consideration of the Victorian DNSPs’ revised regulatory proposals,
proposed negotiating framework and the negotiated distribution service criteria to
apply are set out as follows:

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

= chapters 5 to 12 relate to key elements of the building block calculation
= chapters 13 to 17 set out the relevant schemes and pass through arrangements

= chapter 18 sets out the annual building block revenue requirements for the next
regulatory control period

= chapters 19 to 20 set out the control mechanism for alternative control services
and the AER’s review of alternative control services

= chapter 21 sets out the distribution determinations outcomes monitoring
framework and compliance.

For convenience, the chapters of the final decision have been published as a separate
document to the appendices. Both documents are available at www.aer.gov.au.
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1.6 Overview of the Victorian electricity distribution
network

The distribution networks of the five Victorian DNSPs are as follows:

CitiPower

CitiPower supplies over 300 000 customers (about 83 per cent residential) in a
157km? area of Melbourne’s CBD, docklands and inner city. Its network includes

6 500 km of power line on 59 000 poles. About 17 per cent (by length) is classed as
‘CBD’, nearly 90 per cent of CBD lines are underground. It has common ownership
and a common management structure with Powercor. Figure 1.1 is a map of
CitiPower's distribution network."*

Figure 1.1 CitiPower supply area map
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Powercor

Powercor supplies nearly 690 000 customers (85 per cent residential) in 146 000km?
of Victoria. Its network includes part of Melbourne’s Docklands precinct, and extends
from Williamstown, north to the Murray, west to the South Australian border and
south to the coast. Powercor uses 83 000 km of power line (65 per cent classified as
‘rural”) on 485 000 poles, and approximately 9.5 per cent of its length runs
underground. Figure 1.2 is a map of Powercor's distribution network.*?

Figure 1.2 Powercor supply area map
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JEN

JEN supplies electricity to over 305 000 customers (89 per cent residential) in an

950 km? area. This area covers Melbourne’s city and north-western suburbs, with
Tullamarine International Airport at the approximate centre.® JEN supplies

12 per cent of Victorian customers and is the smallest of the five DNSPs in Victoria.*
Figure 1.3 is a map of JEN’s distribution area.

Figure 1.3 JEN supply area map
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SP AusNet

SP AusNet’s distribution network supplies 613 000 customers (88 per cent
residential) in an 80 000km? area. This area extends from the fringe of the northern
and eastern Melbourne metropolitan area, to the New South Wales border in the
North, and to the Victorian coastline in the Southeast.”> SP AusNet's distribution
network assets include 47 66/22kV zone substations, 57 000 distribution substations,
384 000 power poles, 100 000 streetlights and 48 000 km of underground cable and
overhead lines.™® Its related companies also operate the electricity transmission
network in Victoria. Figure 1.4 is a map of SP AusNet's distribution area.

Figure 1.4 SP AusNet supply area map
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report, November 2009, p. 125.

> SP AusNet, Electricity Distribution Price Review, Regulatory proposal, November 2009, p. 21.

* ibid.
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United Energy

United Energy provides services to almost 630 000 end-use customers, located in an
area of 1 472 km? in south-east Melbourne and the Mornington Peninsula.’” Its
distribution network comprises of 45 zone substations, approximately 211 000 poles,
11 500 distribution substations, 10 000km of overhead power lines and 2 300km of
underground cables. Figure 1.5 is a map of United Energy’s distribution area.

Figure 1.5 United Energy supply area map
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2 Classification of services

2.1 AER draft decision

A distribution service is defined in the National Electricity Rules (NER) as ‘[a]
service provided by means of, or in connection with, a distribution system.’

Distribution network is, in turn, defined as ‘A distribution network, together with
connection assets, which is connected to another transmission or distribution system.’*
In accordance with clause 6.2.1 of the NER, the AER may classify distribution
services as either:

= direct control services, or

® negotiated distribution services.

The note to clause 6.2.1 of the NER also makes it clear that the AER can decide
against classifying a distribution service. Unclassified services are not subject to
economic regulation by the AER.

Direct control services are the most heavily regulated distribution services, and are
subject to one of the types of control mechanism in clause 6.2.5 of the NER, which
are applied in this distribution determination. Negotiated distribution services are
subject to more light handed regulation through the negotiated distribution services
criteria (NDSC) and negotiating framework approved by the AER. Negotiated
services are not included in the building block model. That is, the costs associated
with these services are not included in opex or capex forecasts. Prices are also not set
for negotiated services.

In classifying distribution services, the AER must have regard to several factors
outlined in the NER. The AER, in its classification of distribution services, has had
regard to all of these factors. In particular, clause 6.2.1(d) (1) and (2) of the NER
provides that there should be no departure from the previous classification, and where
there has been no previous classification, the classification should be consistent with
the previous regulatory approach.

In Victoria, distribution services are currently classified in accordance with the
Victorian Electricity Supply Industry Tariff Order 2005 (the Tariff Order) and the
Essential Services Commission Victoria (ESCV) Electricity Industry Guideline 14
(Guideline 14). Under these instruments, distribution services are classified as either
prescribed or excluded. Excluded services are further distinguished under Guideline
14 as either contestable excluded services or non-contestable excluded services.

The AER's draft decision regarding service classification responded to the Victorian
distribution network service providers' (DNSPs') initial regulatory proposals. In those
proposals, the Victorian DNSPs proposed several changes to the classification of

1 NER, Chapter 10.
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services set out in the AER's Framework and approach paper.? The AER's draft
decision accepted the following changes to service classification set out in its
Framework and approach paper:®

connections requiring augmentation works—changed from negotiated services to
standard control services (proposed by all five DNSPs)*

standard/routine connections—changed from negotiated services to alternative
control services (proposed by SP AusNet)®

covering of low voltage mains for safety purposes—changed from alternative
control service (fee based) to alternative control service (quoted) (proposed by
SP AusNet)

elective undergrounding—changed from alternative control service (fee based) to
alternative control service (quoted) (proposed by SP AusNet)

repair of damage to overhead cables caused by high load vehicles—changed from
alternative control service (fee based) to alternative control service (quoted)
(proposed by SP AusNet, CitiPower and Powercor)

high load escorts (lifting overhead lines)—changed from alternative control
service (fee based) to alternative control service (quoted) (proposed by
SP AusNet, CitiPower and Powercor)

manual meter investigations/special meter reading—these were not classified in
the AER's Framework and approach paper. In the draft decision, they were
classified as alternative control service (fee based) (proposed by CitiPower and
Powercor)

special meter manual reading—changed from alternative control service
(metering) to alternative control service (fee based) (proposed by CitiPower and
Powercor)

location of underground cables—changed from alternative control service to
standard control service (proposed by CitiPower and Powercor)

energisation of new connections—changed from alternative control service to
alternative control service (fee based) (proposed by CitiPower and Powercor)

The AER's Framework and approach paper for the Victorian DNSPs was published in May 2009.
This paper set out the AER's proposed classification of distribution services for the forthcoming
regulatory period. In that paper, the AER's broad approach to classifying services was to classify
prescribed services (as currently classified in the Victorian regulatory regime) as standard control
services, excluded services (non contestable) as alternative control services, and excluded services
(contestable) as negotiated services. Unregulated services were not classified under the NER. The
AER's Framework and approach paper can be found at www.aer.gov.au.

The AER considered that there were good reasons for departing from the relevant classifications
proposed in its Framework and approach paper in light of the DNSPs' regulatory proposal and the
submissions received—see further clause 6.12.3(b) of the NER.

This change was also put forward by the Central Victorian Greenhouse Alliance (CVGA).

For customers below 100 amps, this is treated as an alternative control service (fee based) and for
customers above 100 amps, an alternative control service (quoted service).

CLASSIFICATION OF SERVICES
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photovoltaic (PV) installation—this service was not classified in the AER's
Framework and approach paper. In the draft decision this service was classified as
an alternative control service (fee based) (proposed by CitiPower and Powercor).®

The AER rejected the following changes to its framework and approach service
classification proposed by the DNSPs:

routine/standard connections—the AER rejected JEN's proposal to classify this as
a standard control service and classified this as an alternative control service

auditing design and construction, and specification and design enquiry—the AER
rejected CitiPower's and Powercor's proposals to classify these services as
standard control services and classified them as alternative control services

temporary supply service—the AER rejected CitiPower's and Powercor's
proposals to classify this as a standard control service and classified it as an
alternative control service

covering of low voltage mains—the AER rejected CitiPower's and Powercor's
proposals to classify this service as a standard control service and classified it as
an alternative control service

elective undergrounding where an above ground service exists—the AER rejected
CitiPower's and Powercor's proposals to classify this service as a standard control
service and classified it as an alternative control service

fault level compliance service—the AER rejected CitiPower's and Powercor's
proposals to classify this service as a standard control service and classified it as
an alternative control service

reserve feeder—the AER rejected CitiPower's and Powercor's proposals to
classify this service as a negotiated service and classified it as an alternative
control service

watchman lights (installation, and repair/maintenance)—the AER rejected
CitiPower's and Powercor's proposals to classify these services as negotiated
services, and instead did not classify these services

re-test of type 5 and 6 meters—the AER rejected CitiPower's and Powercor's
proposals to classify this service as unregulated and classified it as an alternative
control service.’

The AER's draft decision regarding service classification was also set out at appendix
B of the draft decision.

7

AER, Victorian distribution determination 2011-15, Draft decision, June 2010, pp. 36-38.

ibid., pp. 36-38.
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2.2 Victorian DNSP revised regulatory proposals

CitiPower and Powercor both accepted the AER's draft determination on service
classification.? However, CitiPower noted that it would not be providing the fault
level compliance service (which was proposed in its original regulatory proposal as a
standard control service).® Both CitiPower and Powercor clarified that the 'reserve
feeder' service only relates to the operation and maintenance costs associated with the
reserve feeder.'

JEN broadly accepted the AER's draft determination on service classification.** JEN
noted that it did not agree with the AER's draft decision reasoning on the
classification of routine connections as alternative control services, but accepted this
classification in its revised proposal.'? JEN also reiterated that supply abolishment
should be classified as a quoted alternative control service (as opposed to a fee based
service).'® In proposing this, JEN stated that:

JEN considers that complex supply abolishment of large supplies
(underground and overhead), including substation abolishment, are best
offered as a quoted service, because the scope of works and costs can vary
significantly from one job to another. JEN submits that its proposal to
include underground supply and substation abolishment as a quoted service
is consistent with long-standing industry practice in Victoria. JEN believes
the AER should consider this additional information before making a final
decision on the appropriate treatment for supply abolishment services.**

SP AusNet accepted the AER's draft determination on service classification.™

United Energy also accepted the AER's draft determination on service classification.™

2.3 Submissions

The AER received two stakeholder submissions on service classification, from the
Property Council of Australia (PCA) and from the Victorian Employers Chamber of
Commerce and Industry (VECCI).

The PCA expressed concern with the current arrangements for connection of
embedded generators in the Melbourne CBD.'” The submission discussed the fault
level compliance service, proposed by CitiPower.®

8  CitiPower, Revised Regulatory Proposal 2011 to 2015, 21 July 2010, p. 59; Powercor, Revised
Regulatory Proposal 2011 to 2015, 21 July 2010, p. 55.

® ibid., p. 59.

1% ibid.; Powercor, Revised regulatory proposal, p. 55.

11 JEN, Revised Regulatory Proposal 2011-15, 20 July 2010, p. 15.

2 ibid., p.16. JEN proposed this service as a standard control service in its initial regulatory proposal.

B ibid., p. 340.

" ibid., pp. 340-341.

5 Sp AusNet, Electricity Distribution Price Review, Revised Regulatory Proposal, July 2010, pp.

19-21.

United Energy, Regulatory Proposal for Distribution Prices and Services, January 2011-

December 2015, July 2010, pp. 231-233.

Property Council of Australia (PCA), Submission to the AER: CitiPower's original regulatory

proposal 2011-2015 for the fault level compliance service fee, 28 August 2010, p. 2.

This service was proposed by CitiPower as part of its original regulatory proposal (see p. 28).

CitiPower proposed that this be treated as a standard control service, and proposed capex

16
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Specifically, PCA stated:

We support the fee being set at the minimum level with co generation and tri
generation connection proceeding on the CitiPower network. At the level
proposed, CitiPower's costs could amount to a cost increase or around

50 per cent for a small installation, making some installation prohibitively
expensive... the Property Council would prefer that the fee was collected on
an annual based, rather than one up front fee. *°

PCA also expressed dissatisfaction with the current arrangements for connection of
embedded generation in Victoria. It noted that currently, connections of this nature are
timely and expensive, and create an inequitable process of ‘first in, best dressed'
(citing locations with limited fault headroom being treated differently, depending on
specific locational characteristics).? PCA further submitted that Guideline 14 and
ESCV Electricity Industry Guideline 15 (Guideline 15) did not adequately deal with
these issues.?

VECCI, in its submission, stated that for advanced metering infrastructure (AMI)
services, it was inconsistent for the AER to set budgets for the provision of these
services, but not to set charges.”” VECCI stated that this may be based on the
expectation that AMI services are potentially contestable and hence ‘light handed’
regulation is appropriate.”® VECCI raised concerns with this approach and stated that
the AER should reconsider the status of AMI-related services from a regulatory
perspective.*

In subsequent consultation with the AER, SP AusNet proposed that the service 'after
hours truck by appointment' be treated as a quoted service, rather than a fee based

H 25
service.

2.4 Issues and AER considerations

The AER notes that all the Victorian DNSPs generally accepted the AER's draft
determination on service classification.

2.4.1 Supply abolishment

The AER concurs with JEN's revised proposal regarding the treatment of supply
abolishment services. This service is classified as an alternative control service in this
final decision but is treated as a quoted service rather than as a fee based service. This
is to reflect the variability in the costs of providing this service, as noted by JEN in its
revised regulatory proposal.?®

associated with the provision of this service. The AER's draft decision rejected this as a standard
control service, and instead classified this as an alternative control service.

19 PCA, Submission to the AER, p. 4.

2 ibid., p. 3.

2L ibid.

22 \VECCI, Submission to the AER draft decision on distribution network tariffs for 201115,
26 August 2010, p. 11.

2 ibid.

#ibid.

2 SP AusNet, response to information requested 17 August 2010, 27 August 2010.

% JEN, Revised regulatory proposal, pp. 340-34.
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2.4.2 After hours truck by appointment service

The AER has considered SP AusNet's after hours truck by appointment service. The
AER notes that the costs relating to this service are variable according to a number of
different factors. Therefore, the AER will treat it as a quoted service for the 2011-15
regulatory control period.

2.4.3 Fault level compliance service

The AER notes the concerns raised by PCA in its submission including its preference
for a fault level compliance service fee to be charged annually.

However, CitiPower has stated in its revised regulatory proposal that it will not
provide this service during the 2011-15 regulatory control period. Whilst the AER is
permitted under the NER to classify this service, it does not have power to compel its
provision. Therefore, whilst the AER retains its draft decision position to classify this
service as an alternative control service, it cannot compel CitiPower to provide this
service. The AER notes that this service has not been provided by CitiPower in the
current regulatory control period.

PCA’s submission comments on current regulatory arrangements for customers who
wish to connect embedded generators to the distribution network. These arrangements
are administered by the AER under Guideline 14 and Guideline 15. However the AER
notes that it does not have power to change these instruments which have been
established by the ESCV. Issues relating to these instruments can be directed to the
ESCV.

2.4.4 AMI services

VECCI's submission noted the potential contestability of AMI services, and the
subsequent 'light-handed' regulation of AMI services. The AER notes VECCI's
statement that 'in the Draft Decision, these services are deemed to be “alternate control
services’ or otherwise excluded from direct control'.?’

The regulatory arrangements relating to the AMI rollout are set out in an August 2007
Order in Council made by the Victorian Governor in Council under sections 15A and
46D of the Electricity Industry Act 2000. An amending Order in Council was made on
25 November 2008 (the revised Order). According to the revised Order, metering
provision services and metering data provision services for type 1 to 4 metering
installations, metering services provided to customers with annual consumption
greater than 160 MWh that have either type 5 manually read interval meters or type 6
manually read accumulation meters are to be considered 'excluded services'. The AER
is continuing this approach to classification in this draft determination.

However, these services, despite their title are not entirely 'excluded’ from regulation.
As VECCI has noted, the AER undertakes an AMI budget approval process. The
prices of these services are subject to regulation under ESCV Guideline 14. Guideline
14 provides that charges for services must be fair and reasonable. Where a customer
considers that the charge for the service is not fair and reasonable, the customer can
seek recourse under the relevant provisions of Guideline 14 from the AER. Moreover,

27 \VECCI, Submission to the AER, p. 11.
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whilst it is the DNSP that proposes these charges, the charges are ultimately approved
by the AER under Guideline 14.

To consider that these services are not 'subject to direct control’, as proposed by
VECCI, is not correct. Excluded services under the Victorian regulatory regime (and
regulated by Guideline 14) are analogous to alternative control services regulated
under the NER. Alternative control services are a subset of direct control services.

2.45 Reserve feeder service

In their initial regulatory proposals, CitiPower and Powercor both submitted that
reserve feeder services should be classified as negotiated services under the NER.?® In
its draft decision, the AER rejected this treatment, and classified this service as an
alternative control service. Additionally, the AER stated that this service would be
treated as a fee based service for the 201115 regulatory control period.?® CitiPower
and Powercor accepted this position in their revised proposals (noting that associated
charges for reserve feeder services related only to operation and maintenance costs).*

In its revised proposal, JEN provided a cost breakdown of it's operating and
maintenance charges for reserve feeder services, as requested by the AER.*' The
operation and maintenance cost of providing this service was $3.96 per kW.*?
However, in their initial regulatory proposal, JEN proposed a charge of $17.57 per
KW. In subsequent correspondence between AER staff and JEN staff, JEN indicated
that additional costs are incurred in the provision of this service (which is the reason
for the difference between the operating and maintenance costs and the proposed
charge), namely for:

= future asset replacement costs, to be incurred around 20-30 years after the initial
assets are installed, depending on the regulatory arrangements at that time

= the financing of deep connection costs, the assets for which are not paid for
upfront by the customer (unlike CitiPower and Powercor), although the assets are
rolled i3nto JEN’s regulatory asset base (RAB) at the end of the relevant regulatory
H 3
period.

On the latter issue, JEN acknowledged the associated deep connection costs could be
recovered under Guideline 14.3* The AER considers this to be the correct treatment of
cost recovery for deep connection under the Victorian regulatory framework for
network connection, as customers would pay the deep connection costs incurred by
JEN consistent with the method for calculating those costs under Guideline 14, rather
than an estimate of those costs by JEN which is currently factored into JEN's price.

On service classification, JEN noted:

%8 CitiPower, Regulatory proposal 2011-15, November 2009, p. 22; Powercor, Regulatory proposal

2011-15, November 2009, p. 22.
2 AER, Draft decision, p. 33.
%0 CitiPower, Revised regulatory proposal p. 59; Powercor, Revised regulatory proposal, p. 55.
z; JEN, Revised regulatory proposal, appendix 20.7.
ibid.
¥ JEN, response to information requested 8 September 2010, 15 September 2010.
¥ JEN, response to information requested 8 September 2010, 15 September 2010, attachment 2,
page 2.
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JEN also notes that, as explained in section 19.23.2 of JEN’s original
regulatory proposal, historically, the Essential Services Commission of
Victoria (ESC) did not review or approve charges for JEN’s reserve feeder
service, leaving it to JEN to negotiate the price with the customer on a fair
and reasonable basis. This approach is akin, within the National Electricity
Rules (NER) framework, to a classification as a negotiated service.
Customers that consider the option of enhancing their supply by obtaining a
reserve feeder service also have the option of installing their own back up
generator instead. One option would therefore be for the AER to maintain
the historic approach by classifying reserve feeder as a negotiated service.

Historically, JEN has negotiated with customers in good faith to establish
fair and reasonable contracts that provide both JEN and the customer with
certainty... There is nothing to suggest that the past classification of reserve
feeder services as negotiated services was inappropriate. In light of this, and
together with the very small number of these services that JEN provides,
there is no proper basis for the AER to reclassify these services. Clause
6.2.1(d) of the NER provides that for services that have previously been
subject to regulation, there should be no departure from the previous
classification (or if there has been no classification, the classification should
be consistent with the previously applicable regulatory approach) unless a
different classification is “clearly appropriate”. There is no material or
evidence before the AER that suggests the previous classification of these
services was inappropriate, or that a different classification would be

“clearly appropriate”.®

On this, the AER accepts JEN's assertions on the current ESCV classification of the
reserve feeder as being an excluded service. Further, whilst JEN is of the view that its
current supply arrangements are analogous to a negotiated service under the NER on
the basis that it negotiates with customers in good faith to establish fair and
reasonable charges, the AER considers that there are good reasons to retain its draft
decision classification of alternative control services.*

In reaching this conclusion, the AER has had regard to the form of regulation factors
set out in the NEL.*” Specifically, the AER considers that there is limited information
available to customers which may empower them to negotiate charges for this service
(section 2F(g) of the NEL). The AER considers that the difference between the
operating and maintenance costs outlined by JEN and the proposed price for this
service (which is about 25% of the full starting price proposed by JEN) demonstrates
this. If information was available to customers, they would be able to negotiate a price
that is more cost reflective (that is, have the capital contribution determined under
Guideline 14, and pay the operating and maintenance charge as the fixed price
component of this service).

The AER further notes that, if a customer has already had a reserve feeder service
installed, the additional cost and potential site and regulatory constraints on installing
a back up generator (should the customer consider JEN's reserve feeder price too
high) are prospective barriers to switching from a reserve feeder to a generator. On

35
36

37

ibid., p. 1.

Clause 6.2.1(c) and (d) of the NER indicate that the AER should classify services with regard to
the form of regulation previously applicable to that service, unless a different classification is
clearly more appropriate.

See s.2F of the NEL. The AER must consider the form of regulation factors under cl. 6.2.1 (¢) (1)
of the NER in determining whether or not to classify distribution services as negotiated services or
direct control services.
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this basis, the AER considers that these services are not direct substitutes for one
another.

The AER considers that, because JEN can discern the cost up front (as evidenced by
the charge proposed by JEN) and has a set charge for reserve feeder services, it is
apparent that there is no 'negotiated’ price for this service. The AER further notes that,
in a list of customers who receive this service (as provided by JEN), all customers
save for one are charged the same price. This is further evidence that a fixed charge
can be set and maintained. A negotiated service, as the name suggests indicates that
all terms and conditions of that service, including price, can be negotiated on a case
by case basis.

Therefore, having regard to the form of regulation factors at section 2F (d) and 2F (e)
of the NEL, the AER considers that JEN has strong market power in the provision of
its reserve feeders services, which is not mitigated by the presence of direct
substitutes for these services.

The AER notes that JEN has advised that it cannot, in advance, calculate the historical
deep connection financing costs and future asset replacement costs. JEN's proposed
approach involves an arbitrary amount. Also, JEN has not been able to identify any
unfunded costs from existing reserve feeder customers.® In contrast, calculating a
deep connection cost and capital contribution charge in accordance with the
methodology in Guideline 14 represents a more cost reflective charge to be incurred
by customers. The AER considers that this is preferable to a price that merely contains
forecasts or indications of cost.

For the reasons set out above, the AER maintains its draft decision, that is, to classify
the reserve feeder service as an alternative control service

2.5 AER conclusion

The AER will apply the service classifications as set out in its draft decision. The only
amendments to the draft decision is the treatment of supply abolishment services and
after hours truck by appointment services, which are treated as ‘quoted' alternative
control service in this final decision. This is discussed further in chapter 20, which
discusses pricing for alternative control services.

The AER will apply the service classifications as set out at appendix B of the final
distribution determination for the forthcoming 2011-15 regulatory control period.

The AER's final decision regarding service classification is also set out at appendix B
of this final decision.

% JEN, Response to information requested 15 September 2010, 30 September 2010
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3  Arrangements for negotiation
3.1 AER draft decision

A distribution determination imposes price controls and revenue controls, which are
recovered through the distribution network service provider (DNSP) provisions for
direct control services.! However, services which are classified by the AER as
negotiated distribution services do not have their terms and conditions, or their prices,
set through a distribution determination. Rather, these services are subject to
negotiation, arbitration and dispute resolution under the relevant provisions of the
National Electricity Rules (NER).

This is facilitated through a negotiating framework (proposed by the DNSPs,
approved by the AER and adhered to throughout the negotiating process) and
negotiating distribution service criteria (NDSC), which are determined by the AER.

NDSC

The NDSC is a set of criteria that a DNSP must apply in negotiating the terms and
conditions for its negotiated distribution services. The AER also applies the NDSC in
resolving disputes over terms and conditions where they arise between the DNSP and
the service applicant.

The NDSC sets out the criteria that are to be applied by a DNSP in negotiating terms
and conditions of access including:

= the prices that are to be charged for the provision of negotiated distribution
services by the provider for the relevant regulatory control period; or

® any access charges which are negotiated by the provider during the regulatory
control period.”

The NDSC will also be used by the AER in resolving any access dispute about the
terms and conditions of access, including:

= the price that is to be charged for the provision of the negotiated distribution
service by the provider; or

" any access charges that are to be paid to or by the provider.

The NDSC to apply to the Victorian DNSPs for the forthcoming regulatory control
period was set out at appendix D of the AER's draft decision. The NDSC was released
for stakeholder consultation with the Victorian DNSPs' original regulatory proposals
in December 2009. No submissions were received on the proposed NDSC for the
Victorian DNSPs.

! National Electricity Rules (NER), cl. 6.2.1 (a)
2 NER, cl. 6.7.4 (a) (1).
® NER,cl.6.7.4 (a) (2).
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Negotiating framework

In reviewing the negotiating framework, the AER must ensure that it is satisfied that
the negotiating framework adequately complies with clause 6.7.5 of the NER. This
clause sets out that the negotiating framework must comply and be consistent with the
applicable requirements of the relevant distribution determination, and the minimum
requirements provided under clause 6.7.5(c), which require:

= the service applicant and service provider to negotiate in good faith the terms and
conditions of access, and to provide each other with all such commercial
information as reasonably required to engage in effective negotiation with the
provider:

= to identify and inform the service applicant of the reasonable costs (and
increase or decrease in costs) of providing the service; and to demonstrate that
charges for the service are cost reflective

= to have appropriate arrangements for assessment and review of the charges
and the basis on which they are made.

= the arrangements for provision of the service be commenced and finalised within
specified periods (and a requirement that each party to the negotiations must make
reasonable endeavours to adhere to these)

= aprocess for dispute resolution under the NER and National Electricity Law
(NEL)

= the arrangements for payment of the DNSP's reasonable direct expenses incurred
in processing the application to provide the negotiated distribution service

= the DNSP to determine the potential impact on other network users of the
provision of the negotiated distribution service; and that the DNSP must notify
and consult with any affected network users (ensuring that the provision of service
does not result in non compliance with obligations to users under the NER)

= the DNSP to publish the results of negotiations on its website.*

A DNSP and a service applicant negotiating for the provision of a negotiated
distribution service must comply with the requirements of the negotiating framework
in accordance with its terms.

In its draft determination, the AER can refuse to approve a DNSP's proposed
negotiating framework.® If this occurs, the AER’s determination on a DNSP’s
negotiating framework must set out any requirements or amendments that are required
in respect of the preparation, replacement, application or operation of the DNSP’s
negotiating framework.

* NER, cl. 6.7.5 (c).
> NER,cl. 6.7.5 (e).
® NER,cl. 6.7.3.
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As part of their regulatory proposals, CitiPower, Powercor, Jemena Electricity
Networks (JEN), SP AusNet and United Energy each provided a proposed negotiating
framework. The AER's draft decision assessed those proposed negotiating
frameworks in accordance with cl. 6.12.1 (15) of the NER. The AER approved
CitiPower's and Powercor's negotiating frameworks in its draft decision, as it deemed
they were compliant with the requirements of cl. 6.7.5 of the NER. The AER did not
approve the negotiating frameworks proposed by JEN, SP AusNet and United Energy.
The required amendments to render these negotiating frameworks compliant with the
NER were set out at appendix C of the draft decision.

3.2 Issues and AER considerations

3.2.1.1 Victorian DNSP revised regulatory proposals

JEN, SP AusNet and United Energy each submitted revised negotiating frameworks
which incorporated the amendments required by the AER's draft decision.” CitiPower
and Powercor were not required to make any changes to their negotiating
frameworks.? CitiPower and Powercor therefore did not submit a revised negotiating
framework.®

3.2.1.2 Issues and AER considerations

The AER approves JEN's, SP AusNet's and United Energy's revised negotiating
frameworks and CitiPower's and Powercor's negotiating frameworks for the 2011-15
regulatory control period as it considers that they are compliant with clause 6.7.5 ()
and 6.7.5 (c). These are set out at appendix C of this final decision.

3.3 AER conclusion

3.3.1.1 NDSC

As set out when the NDSC were first released for consultation, and in the AER's draft
decision, the AER considers that the NDSC are consistent and give effect to the
negotiated distribution service principles in clause 6.7.1 and 6.7.4 of the NER. The
NDSC applying to CitiPower, Powercor, JEN, SP AusNet and United Energy for the
forthcoming regulatory control period are unchanged from the draft decision and are
set out in appendix D of this final decision. In accordance with clause 6.12.1 (6) of the
NER, these NDSC will apply for the forthcoming regulatory control period.

7 Jemena Electricity Networks (JEN), Revised Regulatory Proposal 201115, 20 July 2010, pp. 17—
18 and Appendix C.3; SP AusNet, Electricity Distribution Price Review, Revised Regulatory
Proposal, July 2010, p. 392 and Appendix Q; United Energy, Regulatory Proposal for Distribution
Prices and Services, January 2011 — December 2015, July 2010, pp. 337-338.

8  AER, Victorian distribution determination 2011-15, Draft decision, June 2010, p. 46.

CitiPower, Revised Regulatory Proposal 2011 to 2015, 21 July 2010, p. 50; Powercor, Revised
Regulatory Proposal 2011 to 2015, 21 July 2010, p. 48.
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3.3.1.2 Negotiating frameworks

In accordance with clause 6.12.3(g) and 6.7.3 of the NER, the AER approves the
revised negotiating frameworks provided by JEN, SP AusNet and United Energy.
These comply with the requirements of Part D of the NER. The approved negotiating
frameworks for each of the Victorian DNSPs are set out at appendix C of this final
decision. The AER approves these negotiating frameworks in accordance with clause
6.12.1 (15) of the NER.
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4 Control mechanism for standard control
services

The AER published a Framework and approach paper setting out the control
mechanisms it proposes to apply to direct control services provided by the Victorian
DNSPs during the forthcoming regulatory control period.! For the Victorian DNSPs’
standard control services this control mechanism is a weighted average price cap
(WAPC).

This chapter discusses how the WAPC control mechanism for standard control
services will be applied and sets out how the AER will determine compliance with the
control mechanism during the next regulatory control period.?

This chapter also discusses the mechanism through which the Victorian DNSPs will
recover charges described in clauses 6.18.7 and 6.18.7A of the NER—including
adjustments for under or over recovery of those charges—in the forthcoming
regulatory control period.?

In addition, this chapter discusses the procedures for assigning or reassigning
customers to tariff classes.” These procedures apply to all direct control services.

4.1 AER draft decision

The AER, in its draft decision, set out the WAPC formula that applies to the Victorian
DNSPs in the forthcoming regulatory control period.”

The AER did not accept CitiPower's, Powercor's, Jemena Electricity Network's
(JEN’s) and United Energy's proposal that a factor be included in the WAPC formula
to account for actual 2010 performance under the S factor scheme.®

The AER agreed with SP AusNet's and United Energy's interpretation of the NER’,
that is, that the NER does not allow DNSPs to recover at the pricing proposal stage
connection charges levied upon them by TNSPs. The AER also considered that the
NER? does not allow DNSPs to recover at the pricing proposal stage inter-DNSP
charges and avoided TUOS charges.” Further, the AER did not accept CitiPower's,
Powercor's and JEN's proposal that costs incurred under the Victorian PFIT scheme
also be recovered through the TUOS recovery mechanism in the NER.*°

AER, Framework and approach paper for Victorian electricity distribution regulation, CitiPower,
Powercor, Jemena, SP AusNet and United Energy, Regulatory control period commencing
1 January 2011, May 2009.

Clause 6.12.1(11) and 6.12.1(13), respectively.

Clause 6.12.1(19) and 6.12.1(20) respectively.

Clause 6.12.1(17).

AER, Victorian distribution determination 2011-2015, Draft decision, June 2010, p. 69.
ibid., pp. 58-59.

Clause 6.18.7.

Clause 6.18.7.

AER, Draft decision, pp. 64—66.

Clause 6.18.7. See also AER, Draft decision, pp. 62—64.
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The AER’s procedure for assigning and reassigning customers to tariff classes for the
Victorian DNSPs was set out in appendix G of the draft decision.**

4.2 Victorian DNSP revised regulatory proposals

4.2.1 Weighted average price cap formula

4.2.1.1 Licence fee (L) factor

CitiPower and Powercor stated that setting the value of L, , to zero in the first two

years of the forthcoming regulatory control period as set out in appendix E.2 of the
draft decision will result in an incorrect adjustment factor for L. CitiPower and
Powercor considered that given that the L factor is already in place, there is no need

for this requirement in the final decision. Accordingly, L, , should be defined as the
'the value of L, determined in the calendar year t-1'."

JEN stated that 'the clauses setting L to zero in 2011 and 2012 [in the draft decision]
should be removed' to enable the recovery of 2009 and 2010 licence fees.*®

SP AusNet accepted the Licence Fee factor proposed by the AER.*

4.2.1.2 S factor true up

CitiPower and Powercor did not accept the AER's draft decision regarding the S
factor true up in the 2016-20 distribution determination. CitiPower and Powercor
proposed including a new term in the WAPC and side constraint formulae to address
the S factor true up (T,)."

CitiPower and Powercor commented that the interpretation of clause 6.12.3(c) of the
NER in the draft decision—that it constrains the AER's ability to amend the WAPC
formula—is contrary to the AER's QLD and SA distribution determinations. In those
distribution determinations the AER interpreted clause 6.12.3(c) of the NER as
preventing the AER from changing the form of control (for example, from a WAPC to
a revenue cap) but not preventing amendment of the WAPC formula. CitiPower and
Powercor noted that the AER also applied a similar interpretation of clause 6.12.3(c)
of the NER in the draft decision for Victorian DNSPs by adding a pass through term
to the WAPC formula and amending the definition of CPI and the licence fee factor.
CitiPower and Powercor considered that the AER's interpretation of clause 6.12.3(c)
of the NER in the SA draft determination is correct and does not prevent the AER
from adding new terms such as T, in the WAPC formula.'®

1 AER, Draft decision, Appendices, pp. 20-22.

12 CitiPower, Revised regulatory proposal: 2011 to 2015, 21 July 2010, pp. 77-78; Powercor,
Revised regulatory proposal: 2011 to 2015, 21 July 2010, p. 72.

JEN, Revised regulatory proposal, 20 July 2010, p. 22.

SP AusNet, Electricity distribution price review 2011-2015, Revised regulatory proposal, July
2010, p. 365.

CitiPower, Revised regulatory proposal, pp. 60-61 and 74; Powercor, Revised regulatory
proposal, pp. 56-57 and 68.

CitiPower, Revised regulatory proposal, pp. 67-69; Powercor, Revised regulatory proposal, pp.
63-64.
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CitiPower and Powercor did not agree with the AER's proposed method for
calculating the S factor true up amount and proposed an alternate methodology.*’

JEN expressed concern that the AER cannot bind itself or any future regulator to
allow for the S factor true-up in the 2016-20 distribution determination. JEN also
commented that the AER’s assertion that the NER limits changes to the WAPC
formula is at odds with the addition of a pass through parameter. JEN proposed to
recover the true up in 2013, and otherwise considered that the 2010 true up should be
recovered through the STPIS.*

4.2.1.3 S factor specification

JEN stated that the draft decision does not specify how the S factor in the WAPC will
be calculated and requested that the AER publish its proposed S factor parameter
specification for consultation.®

4.2.1.4 WAPC formula specification

CitiPower, Powercor, JEN and SP AusNet proposed a new specification for the left
hand side of the WAPC formula. CitiPower, Powercor and JEN considered that this is
necessary to comply with appendix E of the draft decision particularly where there are
changes to tariff structures such as when tariff reassignments occur.”’ The left hand
side of the WAPC formula proposed by CitiPower, Powercor, JEN and SP AusNet is:

where

tariff i and component j represent the proposed pricing segment in year t; tariff g
and component h represent the source pricing segment from year t—1 that has been
mapped to tariff i and component j. There are n tariffs and up to m tariff
components in total;

p) is the proposed distribution price for component j of distribution tariff i in
regulatory year t;

g, , is the audited from regulatory year t-2 that is mapped to component j of

distribution tariff i in regulatory year t. (Note that this quantity may have actually
been delivered to other tariffs than i and components j in year t-2);

pV is the distribution price that was charged in regulatory year t-1 for the subset
of component j of distribution tariff i that was mapped from the source component

17
18

CitiPower, Revised regulatory proposal, p. 74; Powercor, Revised regulatory proposal, pp. 68-69.
JEN, Revised regulatory proposal, p. 23.

¥ ibid., p. 22.

20 CitiPower, Revised regulatory proposal, p. 75; Powercor, Revised regulatory proposal, pp. 70;
JEN, Revised regulatory proposal, p. 23.
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h of source tariff g. (Note that p2} = p2; for all destination tariffs i and
components j. If there is no tariff reassignment then g=I and h=j, and

ghij — ij . d

t-1 pt—l)' an

g2 is the audited quantity from regulatory year t-2 for the subset of component j

of distribution tariff i that was mapped from source component h of source tariff g
(If there is no tariff reassignment then g=i and h=j).**

JEN provided a worked example demonstrating how the amended WAPC formula
would operate when a tariff reassignment occurs.??

United Energy submitted that the WAPC formula should be amended to include a
double summation for prices rather than a single sum on guantities as a double
summation will accommodate the introduction of new tariffs and allow assignment to
those new tariffs within the NER.%

4.2.1.5 Pass through parameter

CitiPower and Powercor considered that the definition in the draft decision for the
pass through parameter in the WAPC is unworkable, particularly if there is no pass
through amount in the previous year. CitiPower and Powercor recommended that the
pass through parameter be determined as a portion of the annual revenue entitlement
with a mechanism added to perform a true up between actual and estimated amounts.
CitiPower and Powercor recommended replacing the pass through parameter in the

draft decision's WAPC and side constraint formulae with 'x (1+ P, )"

JEN and SP AusNet proposed the removal of the '+ (passthrought)' parameter from

the WAPC formula and that this be replaced by the maximum pass through revenue
(MPR) mechanism. The MPR allows the recovery of all pass through costs, including
those formerly recovered under the ESCV's maximum transmission revenue (MTR)
mechanism. JEN and SP AusNet propose that pass through costs are recovered
separately from DUQOS tariffs under the MPR such that NUOS tariffs comprise of
DUOS tariffs plus pass through tariffs derived from the MPR.®

JEN recommended that if the AER retains the pass through parameter, the
'+ (passthrough, )* term be replaced with a ' (1+ passthrough, )" term to ensure all

elements of the WAPC formula are treated consistently.?® United Energy also

2L These definitions are taken from CitiPower, Revised regulatory proposal, p. 76.

Similar definitions can be found in: Powercor, Revised regulatory proposal, pp. 70-71; JEN,
Revised regulatory proposal, p. 24; SP AusNet, Revised regulatory proposal, pp. 376-377.
JEN, Revised regulatory proposal, Appendix 4.2, 20 July 2010.

United Energy, Revised regulatory proposal for distribution prices and services January 2011-
December 2015, July 2010, p. 282.

CitiPower, Revised regulatory proposal, p. 75, appendix 3.1, attachment 18; Powercor, Revised
regulatory proposal, pp. 69-70, appendix 3.1, attachment 18.

JEN, Revised regulatory proposal, p. 25; SP AusNet, Revised regulatory proposal, pp. 375.
JEN, Revised regulatory proposal, p. 25.
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proposed that the 'x (1+ passthrough, )" term should be included in the WAPC

passthrough, )

formula in place of the 'i( 'term.?’

4.2.1.6 Side constraints

CitiPower, Powercor and JEN proposed amending the side constraints formula to
enable compliance with appendix E of the draft decision where there are changes to
tariff structures.”® SP AusNet and United Energy commented that the side constraint
formula in section 4.6.2 of the draft decision appears to apply at the tariff component
level whereas the stated intention in the draft decision (and as required by clause
6.18.6(a) of the NER) is to apply the side constraint to tariff classes.”

CitiPower, Powercor, JEN and SP AusNet proposed the following expression for the
left hand side of the side constraints formula:

c c

n m

2.2 e,

i=1 j=1

n® m°

m
2. 2.2 pla
t-1 Mt-2

g=1 h=1 i=l j=1

n

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,

for each tariff class c:

tariff i and component j represent the proposed pricing segment in year t; tariff g
and component h represent the source pricing segment from yeat t-1 that has been

mapped to tariff i and component j. Each tariff class ¢ has n°® tariffs, with up to

m° components. Not that tariff g and component h are not necessarily of the same
tariff class as tariff i and component j, if tariff reassignment between classes
occurs; Note: source tariff g and component h are summed over all tariff and
components from all classes;

I is the proposed distribution price for component j of distribution tariff i in

regulatory year t;
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United Energy, Revised regulatory proposal, pp. 281-282.

CitiPower, Revised regulatory proposal, p. 76—77; Powercor, Revised regulatory proposal,
pp. 71-72; JEN, Revised regulatory proposal, p. 25.

SP AusNet, Revised regulatory proposal, pp. 374 and 377; United Energy, Revised regulatory
proposal, pp. 277-278.
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& is the audited from regulatory year t-2 that is mapped to component j of

distribution tariff i in regulatory year t. (Note that this quantity may have actually
been delivered to other tariffs than i and components than j in year t-2;

p&" is the distribution price that was charged in regulatory year t-1 for the

subset of component j of distribution tariff i that was mapped from the source

component h of source tariff g. (Note that p2 " = p?, for all destination tariffs |

and components j. If there is no tariff reassignment then g=i, h=j, and
pd¥ = p . Note also that source tariff g and source component h are not

necessarily of class c.); and

g2V is the audited quantity from regulatory year t—2 for the subset of component

j of distribution tariff i that was mapped from source component h of source tariff
g. (If there is no tariff reassignment then g=i and h=j). Note that source tariff g and
source component h are not necessarily of the same tariff class ¢.*

United Energy submitted that the side constraint formula should use the term 'p’ rather
than 'd' to avoid confusion and be consistent with the WAPC formula. United Energy
also stated that the formula should be modified to ensure tariff class reassignments are
not constrained by the side constraint formula.®*

4.2.1.7 Changes to tariff structures

CitiPower and Powercor considered that appendix E.1 of the draft determination is not
workable in relation to determining the values of g, and p,!, for the WAPC and

side constraint formulae. CitiPower and Powercor commented that this issue is more
significant in Victoria than in other jurisdictions where the AER has applied the
formulae because of likely significant reassignment of customers to new tariffs in the
forthcoming regulatory control period due to the roll out of AMI meters.*

CitiPower, Powercor and SP AusNet expressed concern regarding the requirements in
appendix E.1.1 of the draft decision relating to the reasonable estimates of quantities
when introducing new tariffs or tariff components. * CitiPower and Powercor
commented that this will result in estimates that are not realistic if there is a customer
response to the change in tariffs which is likely with the introduction of time of use
(TOU) tariffs and is inconsistent with the pricing principles set out in clause 6.18.5 of
the NER.3* Similarly SP AusNet commented that the requirement that reasonable
estimates of t—2 quantities equal the actual audited quantities for the origin tariff/tariff
components does not enable the Victorian DNSPs to take into account the elasticity of
demand impacts of a new tariff in particular TOU tariffs. SP AusNet considered that
this leaves the Victorian DNSPs' revenue at risk in relation to tariff reassignments,

%0 These definitions are taken from CitiPower, Revised regulatory proposal, pp. 76-77.

Similar definitions can be found in: Powercor, Revised regulatory proposal, pp. 71-72; JEN,
Revised regulatory proposal, pp. 26-27; SP AusNet, Revised regulatory proposal, pp. 377-378.
United Energy, Revised regulatory proposal, p. 282.

CitiPower, Revised regulatory proposal, p. 78; Powercor, Revised regulatory proposal, p. 72.
CitiPower, Revised regulatory proposal, p. 78; Powercor, Revised regulatory proposal, p. 72;
SP AusNet, Revised regulatory proposal, pp. 366-368.

CitiPower, Revised regulatory proposal, p. 78-79; Powercor, Revised regulatory proposal,

p. 72-73.
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particularly when transferring customers from a flat tariff to a TOU tariff. SP AusNet
noted that if the lower revenues are not reflected in the demand forecasts for the 2011-
15 regulatory control period and the Py adjustment, the Victorian DNSPs will be
worse off from a revenue perspective.*>SP AusNet also considered that the reductions
in costs due to reduced consumption (due to higher TOU tariffs, for example) will not
be commensurate with the reductions in revenue because prices reflect the long run
marginal cost for the service.*®

SP AusNet stated that the AER needs to explicitly state that the requirement in page 9
point 2 of appendix E of the draft decision does not prescribe the use of the origin
tariffs' average consumption profile, but rather allows for specific consumption
profiles to be developed for those customers expected to transfer from a flat tariff to a
TOU tariff. SP AusNet considered that this is necessary because the draft decision as
it stands can be misinterpreted as prescribing the use of the origin tariff's average

i
consumption profile in deriving reasonable estimates of Y- , Which may affect
SP AusNet's revenue particularly when the uptake of the TOU is voluntary.®

Given these issues, SP AusNet stated that appendix E of the draft decision only works
if:

= SP AusNet is compensated through the Py adjustment for customers moving from
a flat tariff to a TOU tariff; or

= jf appendix E was changed such that the derivation of quantities in year t-2 for the
numerator of the WAPC formula is based on 'reasonable estimates...of the
quantities that would have been sold if the new tariff/tariff components had been
introduced in year t-2".3®

SP AusNet proposed that the AER adopt the latter option.*

Similarly CitiPower and Powercor proposed amending appendix E.1 such that
estimates for g’, reflect the demand response resulting from the tariff

reassignment.*

CitiPower and Powercor proposed amending appendix E.1 of the draft decision to
remove the requirement that the value of p/', be set to zero if the origin tariff and
new tariff do not have the same unit of measure as this requirement distorts the
application of the WAPC and side constraint formulae. CitiPower and Powercor
considered that in such a situation the appendix should provide for the use of an
appropriate conversion factor taking into account the expected behavioural response.**

% SP AusNet, Revised regulatory proposal, pp. 366—368.

% ibid., p. 368.
% ibid., p. 369.
# ibid., p. 368.
¥ ibid., p. 374.
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CitiPower, Revised regulatory proposal, p. 79; Powercor, Revised regulatory proposal, p. 73.
CitiPower, Revised regulatory proposal, p. 79-80; Powercor, Revised regulatory proposal,
p. 73-74.
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SP AusNet also considered that the non-inclusion of ‘customers who request to change
tariff either voluntarily, or through the actions of a retailer' in the calculation of

reasonable estimates of g, , inhibits SP AusNet's ability to provide incentives to
customers to transfer off closed tariffs.*

4.2.1.8 Rounding

SP AusNet commented that the requirement in the draft decision to round each of the
percentage factors in the WAPC and side constraints formulae is inconsistent with
common practice. SP AusNet considered there are no demonstrable administrative
costs in dealing with actual, as opposed to rounded, input numbers.** United Energy
proposed that inputs into the WAPC and side constraint formulas be rounded to four
decimal places, and that outputs should be rounded so that results are not biased one
way or another.**

4.2.2 Recovery of transmission tariffs

4.2.2.1 Transmission related payments*

CitiPower and Powercor did not accept the AER's draft decision not to include a
mechanism to recover transmission related costs. CitiPower and Powercor proposed to
include new terms in the WAPC and side constraint formulae to address the recovery
of transmission related costs (TRC, ) and a factor to close out the correction factor K,

in the MTR formula specified in the 2006 EDPR (KAYt).46 CitiPower and Powercor

commented that without this term the Victorian DNSPs will incur costs they cannot
recover through any mechanism, which would be inconsistent with the national
electricity objective and the revenue and pricing principles in the National Electricity
Law (NEL).*'As discussed above, CitiPower and Powercor also considered that
clause 6.12.3(c) of the NER does not prevent the AER from adding new terms such as
TRC, in the WAPC formula.*

CitiPower, Powercor and JEN noted United Energy's proposed rule change to the
AEMC on 22 June 2010 made on behalf of all Victorian DNSPs. CitiPower, Powercor
and JEN commented that there is a high probability that the rule change will not be
completed prior to the AER's final decision.*® CitiPower and Powercor commented
that this rule change may not automatically provide a mechanism to recover those
transmission related payments.>® JEN recommended that the AER consult on the

2 Sp AusNet, Revised regulatory proposal, p. 370.

*ibid., p. 375.

* United Energy, Revised regulatory proposal, p. 282.

* *Transmission related payments (or charges)' is used in this final decision as the collective term for
transmission use of system (TUOS) payments, transmission connection payments avoided TUOS
payments, and inter-DNSP payments.

CitiPower, Revised regulatory proposal, pp. 60, 61, 69, 73 and 74; Powercor, Revised regulatory
proposal, pp. 56, 57, 64—65, 68 and 69.

CitiPower, Revised regulatory proposal, p. 69; Powercor, Revised regulatory proposal, pp. 64.
CitiPower, Revised regulatory proposal, pp. 67-69; Powercor, Revised regulatory proposal,

pp. 63-64.

CitiPower, Revised regulatory proposal, pp. 66—67 and 70; Powercor, Revised regulatory
proposal, pp. 62 and 65; JEN, Revised regulatory proposal, p. 34.

CitiPower, Revised regulatory proposal, pp. 71-72; Powercor, Revised regulatory proposal,

pp. 66-67
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recovery mechanism for transmission connection costs, inter-DNSP charges and
avoided TUOS.>! United Energy commented that the NER and the NEL should be
re-examined to determine whether there is a course of action available to the AER to
provide certainty regarding the recovery by the Victorian DNSPs of transmission
connection charges and inter-DNSP charges.*

JEN stated that the maximum transmission revenue (MTR) mechanism specified in
the draft decision does not comply with clause 7A(2)(a) of the NEL which provides
that DNSPs should be able to recover efficient costs associated with direct control
services.”® JEN and SP AusNet recommended that the AER establish a control
mechanism to allow for recovery of pass through amounts from tariffs that are
separate to the distribution use of system (DUOS) tariffs. The dedicated pass through
control mechanism proposed by JEN and SP AusNet is as follows:

MPR, = PC, - K,
where

MPRt (in ¢) is the maximum revenue a distribution business is allowed to receive
from its pass through tariffs from all distribution customers for the calendar year t;

PCt (in ¢) is the aggregate amount of all positive and negative change events
approved for pass through which the distribution business forecasts will be
payable or receivable in year t where amounts comply with any relevant guidance
in force from time to time or are required under any jurisdictional legislation or
regulation;

Kt (in ¢) is a correction factor.>*

Under JEN's and SP AusNet's proposal network use of system (NUQOS) tariffs would
comprise DUQS tariffs, transmission related tariffs and pass through tariffs according
to JEN, or DUOS tariffs and pass through tariffs according to SP AusNet.>

SP AusNet considered that there is no impediment to the AER adopting such a MPR
control mechanism, that it has several advantages over including the pass through
parameter in the WAPC formula (such as the volumetric risk associated with the
possible adoption of the VBRC recommendations in the forthcoming regulatory
control period), and better supports the objectives of the NER and NEL.>®

If the AER does not accept these proposals, CitiPower, Powercor and JEN stated that
their respective forecasts of transmission related payments (except TUQOS) should be
included in forecast opex with provision for annual unders and overs pass throughs
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JEN, Revised regulatory proposal, p. 34.

United Energy, Revised regulatory proposal, pp. 279 and 281.

JEN, Revised regulatory proposal, p. 34.

JEN, Revised regulatory proposal, Appendix 4.4, 20 July 2010; SP AusNet, Revised regulatory
proposal, pp. 378-381.

JEN, Revised regulatory proposal, Appendix 4.4, 20 July 2010, p. 3; SP AusNet, Revised
regulatory proposal, p. 378.

SP AusNet, Revised regulatory proposal, pp. 375-376.

55

56

CONTROL MECHANISM FOR STANDARD CONTROL SERVICES 35



with no materiality threshold.®’ CitiPower and Powercor stated that a non-zero
materiality threshold will reassign risk from customers to DNSPs.>® SP AusNet stated
that the latest estimate of these payments should be reviewed and included in the
AER's final decision.*

CitiPower and Powercor commented that transmission related costs are incurred in
providing direct control network services and complying with regulatory obligations.
Accordingly the AER is required by clause 6.5.6(c) of the NER to accept these opex
forecasts if the AER rejects CitiPower's and Powercor's proposed WAPC and/or side
constraint terms.®

United Energy commented that transmission connection charges fall within the
definition of “direct control services’ under the NER and the NEL.®* If its proposed
rule change is not passed in time for the Victorian DNSPSs' pricing proposals,

United Energy recommended that the distribution determination allow recovery of
transmission related charges, including overs and unders, noting that these charges
should not be regulated by the control mechanism set out in the determination (that is,
amend the WAPC formula to account for the recovery of transmission connection
charges). If this is not accepted, United Energy proposed recovering these charges
through a pass through provision with a zero materiality threshold. Otherwise,

United Energy proposed recovering these charges as an opex allowance.®?

4.2.2.2 Premium feed-in tariff

CitiPower and Powercor noted that the new clause 6.18.7A of the NER made by the
AEMC on 1 July 2010 will allow CitiPower and Powercor to recover premium feed-in
tariff (PFIT) payments. Accordingly an additional term is not required to be
introduced to the WAPC formula to address PFIT payment recovery.®®

JEN considered that the AER's draft decision relating to PFIT payments does not
comply with the NEL requirement that DNSPs be provided with an opportunity to
recover its efficient costs and that the AER must specify a means to recover these
costs. JEN considered that PFIT payments should be recovered through its proposed
MPR mechanism, which JEN considered is supported by the 1 July 2010 AEMC rule
determination National Electricity Amendment (Payments under Feed-in Schemes and
Climate Change Funds) Rule 2010.%*

United Energy noted the Victorian DNSPs' obligations under the Electricity Industry
Act in Victoria to pay PFIT in the forthcoming regulatory control period and that
regulated network service providers should be provided with a reasonable opportunity
to recover at least efficient costs in complying with regulatory obligations under
clause 7A of the NEL. United Energy commented that the AER's position in the draft

> CitiPower, Revised regulatory proposal, pp. 60, 70 and 72-73; Powercor, Revised regulatory

proposal, pp. 56, 65 and 67-68; JEN, Revised regulatory proposal, p. 34.

CitiPower, Revised regulatory proposal, p. 73; Powercor, Revised regulatory proposal, p. 68.

SP AusNet, Revised regulatory proposal, p. 373.

CitiPower, Revised regulatory proposal, pp. 70-71; Powercor, Revised regulatory proposal, p. 66.
United Energy, Revised regulatory proposal, pp. 279-280.

%2 ibid., pp. 280-281.

%3 CitiPower, Revised regulatory proposal, p. 66; Powercor, Revised regulatory proposal, p. 62.

% JEN, Revised regulatory proposal, p. 35.
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decision regarding PFIT is at odds with the objective to ensure that businesses are
provided the opportunity to recover at least efficient costs incurred.®

4.2.2.3 Maximum transmission revenue control correction factor Kz,

CitiPower and Powercor stated that the reference to TRa, , in the calculation of Kzt in
appendix F.2.5 of the draft decision should be TRa, , 56

4.2.3 Tariff class assignment procedures

4.2.3.1 Issues with notification of tariff assignment for customer connections

Regarding clause 6 of the tariff class assignment procedures (the procedures)
CitiPower, Powercor, JEN and SP AusNet considered that there are implementation
issues in relation to notification of tariff class assignments (but not reassignment).®’

CitiPower, Powercor and JEN stated that customers have either implicitly or explicitly
agreed to the network tariff where customers are afforded the ability to question
and/or dispute the initial assignment. Therefore, there is no need for the DNSP to
provide notice of tariff assignment. For example, small business customers seeking
new connections generally approach their retailer who bundle network tariffs with
their customers' retail tariff. Large customers explicitly agree to their network tariff
assignment as they directly negotiate with the DNSP regarding tariff classes.
CitiPower, Powercor and JEN further stated that a requirement to notify the customer
of assignment may confuse customers given they have notified their retailer to arrange
energisation and entered into a retail contract.®®

SP AusNet stated that this clause would require it to make approximately 130 000
notifications of tariff assignments when customers occupy new premises or there is a
change of occupant in an existing premises (on top of the tariff reassignment
notifications required in the current regulatory control period).*®

CitiPower, Powercor, JEN and SP AusNet have included estimates of costs associated
with meeting clause 6 of the tariff class assignment procedures (included in the opex
step change calculations) if the AER does not amend the clause.

CitiPower and Powercor proposed to amend clause 6 of the procedures as follows:
(@) A Victorian DNSP must notify the customer concerned in writing of the
tariff class to which the customer will be reassigned by it prior to the
reassignment occuring.

(b) A customer may apply for reassignment of their tariff class.”

JEN proposed to amend clause 6 of the procedures as follows:
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United Energy, Revised regulatory proposal, p. 281.

CitiPower, Revised regulatory proposal, p. 78; Powercor, Revised regulatory proposal, p. 72.
CitiPower, Revised regulatory proposal, pp. 61 and 80; Powercor, Revised regulatory proposal,
pp. 57 and 74.

CitiPower, Revised regulatory proposal, pp. 80-81; Powercor, Revised regulatory proposal, p. 75;
JEN, Revised regulatory proposal, p. 29.

SP AusNet, Revised regulatory proposal, p. 370.

CitiPower, Revised regulatory proposal, p. 82; Powercor, Revised regulatory proposal, p. 76.
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(@) A Victorian DNSP must notify the customer concerned in writing of the
tariff class to which the customer has been reassigned.

(b) A customer may apply for reassignment of their tariff class.”

SP AusNet proposed the following amendment to clause 6 of the procedures:

A Victorian DNSP must notify the distribution customer's retailer in writing
of the distribution tariff to which the distribution customer has been
reassigned, prior to the reassignment occuring.”

4.2.3.2 Dispute resolution through the EWQOV

CitiPower, Powercor, JEN and SP AusNet stated that the involvement of the Energy
and Water Ombudsman (Victoria) (EWOV) in clause 7.b. of the procedures is
unnecessary and costly and suggested that it be removed.” CitiPower, Powercor and
SP AusNet noted the arrangements under the 2006 EDPR in which tariff reassignment
disputes were referred to the ESCV or the AER."

CitiPower and Powercor stated that the EWQV is not resourced to handle network
tariff assignment complaints.”

JEN stated that if the AER retains EWOQOV involvement in the procedures, DNSPs
must be compensated for the costs incurred and has included these costs in calculating
step changes.’®

SP AusNet has not included these costs as a step change as 'it strongly considers that
it is unreasonable for the AER to include this step into the process' and proposed an
amendment to the procedures such that the AER is the dispute resolution body.

SP AusNet commented that many objections of a frivolous nature would be raised in
the forthcoming regulatory period because of reassignments following the rollout of
AMIL.”" However, SP AusNet stated that if EWOV involvement is retained in the
procedures, then it should be given the efficient costs relating to this obligation in the
final decision.”

4.2.3.3 Customer notification for AMI time of use tariff reassignments

In the draft decision, clause 15 of the procedures required the Victorian DNSPs to
notify customers with an interval meter of reassignment to a TOU tariffs prior to
reassignment. JEN considered that the prime responsibility for informing customers
about assignment and reassignments must sit with retailers as it is up to the retailer as
to how and to what extent the impact of moving to a given distribution tariff
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JEN, Revised regulatory proposal, p. 31.

SP AusNet, Revised regulatory proposal, p. 371.

CitiPower, Revised regulatory proposal, pp. 61 and 82-83; Powercor, Revised regulatory
proposal, pp. 57 and 76-77; JEN, Revised regulatory proposal, p. 32; SP AusNet, Revised
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(including TOU) is reflected in the retail price. Therefore this obligation should be
amended to specify notification of a customer’s retailer.”

4.2.3.4 Tariff reassignment

Citing clauses 1 and 5 of the procedures, SP AusNet stated that the procedures do not
have the flexibility to enable DNSPs to adopt innovative tariffs and may lock in sub-
optimal tariffs. SP AusNet referred to the example of reassignment to its proposed
Critical Peak Demand tariff as not being able to be justified due to a change in a
customer's load and/or connection characteristics. Further, SP AusNet commented
that there is no exception to the requirement that customers must retain exactly the
same tariff they are on as at 1 January 2011. SP proposed including flexibility in the
procedures to better reflect the pricing principles in clause 6.18.5 of the NER.

4.2.3.5 Tariff reassignment assumptions and price path calculation

JEN has incorporated the draft decision requirement to apply the net present value
price path calculation in the PTRM assuming no tariff reassignments. JEN
understands that the draft decision does not intend this requirement to constrain a
DNSP's ability to reassign customers or to recover their allowed revenue requirements
given future reassignments. JEN submitted a model showing how it understands
foregone revenues associated with tariff reassignments are recovered using JEN's
proposed amendments to the WAPC and side constraint formulae.®*

4.3 Submissions

4.3.1 Weight average price cap

4.3.1.1 Tariff setting and approval process

Origin Energy Electricity Limited (Origin) commented that the assumptions each
DNSP makes regarding TOU tariffs and the WAPC will have an impact on revenue
and on price outcomes relative to X factors. Origin stated that the pricing approval
process is not transparent so retailers are unable to assess these assumptions. Origin
asked whether the AER could gather information from DNSPs regarding assumptions
behind substitute values in the WAPC and TOU tariffs and if the AER could share
this information with retailers.®

The Consumer Utilities Advocacy Centre (CUAC) commented that there is limited
time available for the network tariff approval process. The CUAC proposed a more
collaborative process to tariff approvals involvin% cooperation and consultation
between DNSPs, consumer groups and the AER.*

The Energy Users Association of Australia (EUAA) raised similar concerns and noted
that the AER previously wrote to the CEOs of network businesses concerned asking
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JEN, Revised regulatory proposal, p. 33.
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them to improve their consultation with users on tariff changes and begin this process
earlier. The EUAA noted that it is unaware of such consultation having been
undertaken with the Victorian DNSPs.®*

4.3.1.2 Side constraints

The Victorian Minister for Energy and Resources (the Minister) sought confirmation
that side constraints will apply to distribution tariffs in 2011. The Minister noted that
side constraints applied to distribution tariffs for the first year of the current regulatory
control period and stated that clause 6.18.6(b) of the NER did not prevent the
application of side constraints in the first year of a regulatory control period.®®

4.3.2 Recovery of transmission tariffs

4.3.2.1 Transmission related payments

EnergyAustralia commented that the approach to the recovery of transmission related
payments for the Victorian DNSPs should be consistent with the approach applied in
New South Wales in which the AER allowed the recovery of TUOS charges as well
as transmission connection charges, inter-DNSP charges and avoided TUOS charges
in making its constituent decision under clause 6.12.1(19) of the NER.%

4.3.2.2 Premium feed-in tariffs (PFIT)

The Minister noted the AEMC's rule change relating to PFIT payments which
considered that the administration costs relating to PFIT schemes would be within the
requirements for operating expenditure under the NER.?’

4.3.3 Tariff class assignment procedures

Origin commented that appendix G of the draft decision addresses a situation where a
customer's circumstances dictate that their network tariff must change, but not a
situation where the distributor (DNSP) is offering premium services or other
arrangements to a customer or to seek a return in excess of the regulated return. The
latter scenarios would require the customer's consent, the full set of customer
protection arrangements and arrangements to modify the final bundled tariff.%®

8 EUAA, AER draft determination on Victorian electricity distribution prices for the period 2011

2015 and distributors' revised proposals, 19 August 2010, pp. 11-12.

Minister for Energy and Resources (Victoria), Submission on the Victorian electricity distribution
network service providers' regulatory proposals for 2011-15, 20 August 2010, p. 10.
EnergyAustralia, EnergyAustralia submission on AER draft regulatory determination for Victorian
distributors, 19 August 2010, p.19.

Minister for Energy and Resources (Victoria), Submission on the Victorian electricity distribution
network service providers' regulatory proposals for 2011-15, 20 August 2010, p. 11; AEMC, Rule
determination National electricity amendments (Payments under feed-in schemes and climate
change funds) rule 2010, 1 July 2010, p. 15.

8 Origin, Submission to the AER, p. 5.
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4.4 Issues and AER considerations

4.4.1 Weighted average price cap formula

4.4.1.1 Licence fee (L) factor

The AER notes that page 57 of the draft decision contains the statement “[a]s
previously mentioned, the AER will carry over adjustments arising from the licence
fee factor” and recognises that this statement may have been the cause of some
confusion regarding the AER's approach on this matter. In this final decision, the
AER clarifies that licence fees paid in 2010 will be recovered in 2011 under the price
control.

The AER has clarified the operation of the L; factor in the draft decision with JEN,
CitiPower and Powercor.?® JEN, CitiPower and Powercor have agreed with the
specification of the L; factor in the draft decision.®

AER conclusion

The calculation of L; for the forthcoming regulatory control period is set out in
appendix E of this final decision.

4.4.1.2 S factor true up
The AER's consideration of the S factor true up is in chapter 15 of this final decision.

Regarding the AER's ability to amend the specification of the control mechanism
under clause 6.12.3(c) of the NER, CitiPower and Powercor noted the following
statement from the SA draft decision:

Clause 6.8.1, in conjunction with clause 6.12.3(c), of the NER does not
allow the form of control mechanism that applies to ETSA Utilities to be
varied from that specified in the framework and approach (that is a WAPC
cannot be changed to a revenue cap). However, the AER considers that the
WAPC formula can be amended where this would reflect (or better reflect)
the reasoning set out in the framework and approach.®*

The AER points to the Victorian Framework and approach paper which stated:

...the AER notes that benefits and penalties accrued in the current
regulatory control period under the ESCV scheme will not be incorporated
in the price cap formula. Rather, financial carryover amounts from the
current regulatory control period will be included as a building block
elemengzin the calculation of allowed revenue for the next regulatory control
period.
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The AER considers that the inclusion of the S factor true up in the WAPC formula is
not consistent with the reasoning set out in the Framework and approach paper and
with the requirements of clause 6.12.3(c).

CitiPower and Powercor noted several differences between the WAPC specification
in the draft decision and the Framework and approach.®® Regarding these changes the
AER notes the following:

=  The AER considers that the control mechanism for standard control services is the
appropriate (and only) mechanism for the recovery of pass through costs under the
NER, hence the AER added the + passthrough, parameter which was not

included in the WAPC formula in the Framework and approach paper (see section
4.4.1.5 below). If the AER did not do this, cost pass through could not, as is
envisaged in the NER, comprise an adjustment to the building block determination
for standard control services. The pass through parameter must be contained in
the control mechanism.

=  The AER amended the definition of CPI because the definition contained in the
Framework and approach was incomplete.** The correct definition which
appeared in the draft decision and appears in section 4.5.1 of this final decision
reflects the reasoning set out (what was intended) in the Framework and approach

paper.

®= The AER considers that the definition of the licence fee factor set out in the draft
decision is consistent with the definition set out in the Framework and approach

paper.

AER conclusion

As discussed in chapter 15 of this final decision, the AER considers that it is
appropriate for the Victorian DNSPs to recover the true up for actual 2010
performance under the ESCV S factor scheme in the 2016-20 regulatory control
period.

4.4.1.3 S factor specification

Victorian DNSP revised regulatory proposals

The AER's consideration of the S factor specification is in chapter 15 of this final
decision.

AER conclusion
As discussed in chapter 15 of this final decision, consistent with the AER's previous

distribution determinations the specification of the S factor for the control mechanism
for standard control services is provided for in the AER's STPIS.*

% CitiPower, Revised regulatory proposal, p. 68; Powercor, Revised regulatory proposal, pp. 63-64.

% AER, Draft decision, pp. 61-62.
% AER, Electricity distribution network service providers Service target performance incentive
scheme, November 2009.
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4.4.1.4 WAPC formula specification

The AER has considered the left hand side of the WAPC formula proposed by the
Victorian DNSPs and has further consulted with the DNSPs to gain a better
understanding of the application of the proposed formula. The AER notes that the
amendment proposed by the DNSPs to the left hand side of the WAPC formula is
intended to provide greater clarity when accounting for changes to tariff structures
such as tariff reassignment.

However the AER notes that clause 6.12.3(c) of the NER states that the control
mechanism to apply to the Victorian DNSPs for the forthcoming regulatory period
'must be as set out in the relevant framework and approach paper.'

Further the AER considers that the left hand side of the WAPC formula as set out in
the Framework and approach paper and the draft decision is sufficiently flexible to
account for changes to tariff structures including tariff reassignments. The left hand
side of the WAPC formulae in the most recent price resets of jurisdictional regulators
in Victoria and NSW are identical to the left hand side of the WAPC in the draft
decision.” The AER has also adopted this formula in its distribution determinations
for NSW and SA. It does not appear that the left hand side of the WAPC formula in
the draft decision has been an impediment to the calculation of the WAPC in the
regulatory periods in which the ESCV and IPART have been the jurisdictional
regulators, nor in the ongoing regulatory control periods under the AER's distribution
determinations for NSW and SA, when changes to tariff structures including tariff
reassignments occur.

AER conclusion

The WAPC and side constraint formulae to apply to the Victorian DNSPs in the
forthcoming regulatory control period are specified in sections 4.5.1 and 4.5.2 of this
final decision

4,415 Pass through parameter

Victorian DNSP revised regulatory proposals

In relation to the MPR mechanism proposed by JEN and SP AusNet, chapter 6 of the
NER provides for a DNSP to recover costs through the distribution determination
process under Part C, where the AER determines the annual revenue requirement for
each regulatory year of the regulatory control period. Part C of chapter 6 of the NER
provides for the recovery of pass through costs as adjustments that may be made to a
building block determination. The AER considers that cost pass throughs are intended
to be an adjustment to a building block determination under chapter 6 of the NER and
are therefore to be recovered through the control mechanism for direct control
services.

% ESCV, Electricity distribution price review 2006-10, Final decision volume 2, December 2008,

p. 12; IPART, NSW electricity distribution pricing 2004/05 to 2008/09, Final determination, June
2004, p. 6.

Note that the left hand side of IPART's WAPC formula differs only in form to the ESCV's and the
draft decision's WAPC formula, e.g. the year "t" is depicted in IPART's formula as "t+1". The
calculations of the formulae are otherwise identical.
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Part I of chapter 6 of the NER considers the distribution pricing rules. Clause 6.18.1
of the NER provides that Part | applies to tariffs and tariff classes related to direct
control services. For example, clauses 6.18.7 and 6.18.7A allow for the recovery of
TUQOS charges and jurisdictional scheme amounts. As the pass through provisions and
the distribution pricing rules appear in different Parts of the NER, the AER considers
that the NER does not allow for the recovery of general pass through amounts through
a dedicated mechanism such as the MPR proposed by JEN and SP AusNet.

The AER has considered the use of the multiplicative pass through factor proposed by
the Victorian DNSPs.

However the AER considers that the additive pass through factor outlined in the draft
decision simplifies the application and analysis of the WAPC and side constraint
formulae compared to a multiplicative term. The pass through term is additive so that
the distributor can demonstrate how the pass through allowance is to be recovered
across the tariff classes and components. This is done by converting the total pass
through amount to incremental charges, using forecast quantities for year t.

This avoids a complex conversion of dollar amounts into percentage terms, and the
effects of a pass through amount in one year do not need to be removed in the next
year. This reduces administrative costs and the regulatory burden on Victorian DNSPs
and the AER.

The additive pass through parameter is also consistent with the approach used in the
AER's distribution determinations for NSW/ACT and SA/QLD.

JEN and SP AusNet considered that pass through costs should be subject to a true up
mechanism with SP AusNet referring to the requirement in clause 6.6.1(j)(5) of the
NER that the DNSP ‘only recovers any actual or likely increment in costs...to the
extent that such increment is solely as a consequence of a pass through event.®’ As
stated above approved pass through amounts are converted into incremental charges
using forecast quantities in a Victorian DNSP's pricing proposal. This leads to the
possibility that the DNSP could over-recover or under-recover its costs relative to the
approved pass through amount. The AER therefore considers that a true up
mechanism for pass through costs is appropriate to ensure that the DNSP recover only
the pass through amounts approved by the AER. The mechanism to calculate the pass
through incremental charges including the true up is included in appendix E of this
final decision.

AER conclusion
The AER has amended the definition of the passthrough, parameter in sections 4.5.1

and 4.5.2 of this final decision to clarify its application in the WAPC and side
constraint formulae.

% JEN, RE: Pass through parameter in WAPC and side constraint formulae, email to AER, 6

October 2010; SP AusNet, Re: Fw: Pass through parameter in WAPC and side constraint
formulae, email to AER, 5 October 2010.
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4.4.1.6 Side constraints

Victorian DNSP revised regulatory proposals

The AER has considered the left hand side to the side constraint formula proposed by
the Victorian DNSPs. The AER notes that the amendment proposed by the DNSPs to
the left hand side of the side constraint formula is intended to provide greater clarity
when accounting for changes to tariff structures such as tariff reassignment. The AER
notes that the amendment to the left hand side of the side constraint formula as
proposed by the Victorian DNSPs is consistent in form with their proposed
amendment to the left hand side of the WAPC formula.

As discussed in section 4.4.1.4 the AER has not adopted the left hand side of the
WAPC formula proposed by the Victorian DNSPs. To ensure consistency between the
WAPC and side constraint formulae and to avoid confusion, the AER has not adopted
the side constraint formula proposed by the Victorian DNSPs and has instead adopted
a formula that is consistent with the WAPC formula. This is discussed further below.

The AER notes the comment from SP AusNet and United Energy that the side
constraint in section 4.6.2 of the draft decision appears to apply at the tariff level
whereas clause 6.18.6 of the NER requires the side constraint to apply at the tariff
class level.

The AER considers that the side constraint set out in section 4.6.2 of the draft decision
can apply at the tariff class level. The AER understands that a tariff class in practice
can contain several tariffs with their associated components (where different
customers within the same tariff class may be assigned to different tariffs). Using the
side constraint the AER applied for South Australia, each tariff class contains m
distribution tariff components summed over all tariffs.®® The AER notes that the side
constraint formula for the South Australian distribution determination does not require
that a tariff component be associated with a tariff and this does not affect the
operation of the side constraint.

For greater clarity however the AER has amended the side constraint formula as set
out in section 4.5.2 of this final decision to ensure greater transparency regarding the
tariffs (and their components) in a tariff class.

The AER notes United Energy's comment that the side constraint formula should use
'p' rather than 'd’ to avoid confusion and be consistent with the WAPC formula. The
AER has adopted this approach in the side constraint in section 4.5.2 of this final
decision.

JEN proposed that where customer reassignments occur across tariff classes there
should be an adjustment to the application of the side constraint. JEN stated that not
doing so would constrain movements between tariff classes because in some cases
this would result in the need to change the price faced by existing customers on the
tariff to which the customers are reassigned even where these tariffs are already set at
an efficient level.” The example JEN gave was where a small customer becomes a

% AER, South Australian distribution determination 2010-11 to 2014-15, Final decision, p. 27.
% JEN, 100915 JEN response to AER request on price control and side constraint, Attachment 3,
15 September 2010, p. 3.
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large customer and is reassigned (subject to the customer classification provisions) to
a large customer tariff class. In such circumstances, the lower origin tariff associated
with the customer's previous small scale operation would mean that the prices for
existing large customers may have to be reduced to remain within the side constraint,
other things being equal. To prevent such an outcome JEN proposed that when a tariff

class reassignment occurs, the p!’, term associated with the customer being
reassigned should be set equal to:

= for the WAPC, the origin tariff in year t-1

= for the side constraint, the tariff in year t-1 of the tariff class the customer is being
reassigned to, except for reassignment to a newly created tariff class

» for a new tariff class, the origin tariff in year t-1.%°

JEN considered that its approach regarding side constraints would avoid inefficient
limits on tariff rebalancing across tariff classes.

The AER agrees with JEN that the movement of customers across tariff classes should
not result in it having to alter tariffs faced by existing customers where those tariffs
reflect efficient pricing. The AER notes that a tariff reassignment can occur within a
tariff class. However, such reassignments do not require the origin tariff to be
redefined as such customer movements remain with the bundle of tariffs to which the
side constraint applies. The AER therefore considers that, where a tariff reassignment

occurs across tariff classes, p!', in the side constraint should equal the tariff in year
t—1 of the tariff class to which the customer has been assigned. An exception exists
where the reassignment is to a new tariff across tariff classes. In this case, p,', inthe

side constraint should equal the origin tariff price in year t-1. The AER has amended
appendix E.1.2 of the draft decision to reflect this.

The AER considers that this amendment to the draft decision is consistent with clause
6.18.6 of the NER, which requires the AER to compare the weighted average price the
DNSP proposes to raise from a particular tariff class for the forthcoming regulatory

year, against the corresponding weighted average price raised from that tariff class for
the previous regulatory year. The AER considers that setting p,’, to equal the tariff in

year t—1 of the tariff class the customer is being reassigned to is an appropriate
method to make this comparison.

In the draft decision the AER requested that the Victorian DNSPs remove the impact
of assumed tariff reassignments, in particular those related to the introduction of AMI,
in the calculation of X factors. The AER considered that tariff reassignments are more
appropriately considered in the Victorian DNSPs' pricing proposals. The AER has
maintained this approach for this final decision (see chapter 18). As discussed in
chapter 5, the impact of AMI has been incorporated in the energy forecasts.

The AER notes that prices proposed by the Victorian DNSPs in regulatory year t in
the forthcoming regulatory control period must meet the constraints of both the

109 JEN, Response to AER information request of 8 October 2010, Attachment 2, 12 October 2010,
p. 5.
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control mechanism for standard control services (the WAPC) and the side constraint
under clause 6.18.6 of the NER and this final decision.

Submissions

In relation to the Minister's submission, the AER considers that the side constraints as
set out in clause 6.18.6 of the NER do not apply in 2011 because the 2006-10
regulatory period was under a different regulatory regime. Clause 6.18.6(b) of the
NER provides that ‘[t]he expected weighted average revenue to be raised from a tariff
class for a particular regulatory year of a regulatory control period must not exceed
the corresponding expected weighted average revenue for the preceding regulatory
year by more than the permissible percentage.” Regulatory year is defined, in essence,
in chapter 10 of the NER as being in a regulatory control period. The term, regulatory
control period, also defined in Chapter 10 of the NER, is ‘a period of not less than 5
regulatory years for which the provider is subject to a control mechanism imposed by
a distribution determination.” Distribution determination is relevantly defined in s. 2
of the NEL as a determination of the AER. As this is the first distribution
determination of the AER for Victorian DNSPs, there is no previous regulatory
control period or regulatory year that allows for the application of side constraints in
accordance with clause 6.18.6(b) of the NER. Therefore, the AER does not have the
authority under the NER to apply side constraints to distribution tariffs in 2011.
Further, the AER notes that the side constraints under the 2006 EDPR applied at the
tariff level, whereas clause 6.18.6 of the NER requires that side constraints apply at
the tariff class level !

AER conclusions

The side constraints formula to apply to tariff classes related to the provision of
standard control services is outlined in section 4.5.2 of this final decision.

4.4.1.7 Changes to tariff structures

Victorian DNSP revised regulatory proposals

Chapter 5 of this final decision details the AER's consideration of the impact of TOU
tariffs on energy consumption as raised by CitiPower, Powercor and SP AusNet. As
explained in chapter 5 the AER will account for the demand response to the
introduction of TOU tariffs in the demand forecasts and not through the control
mechanism and side constraint for standard control services.

In response to CitiPower's and Powercor's respective revised regulatory proposals, the
AER has amended clause E.1.1.2 of the draft decision to allow for the use of a
conversion factor when the origin tariff and the new tariff do not have the same unit
of measure. This is limited to instances where a conversion factor can be derived, for
example where the origin tariff is measured in kW and the new tariff is measured in
kVa. Where no conversion factor can be derived, the AER has retained the

requirement that p’, be set to zero consistent with the distribution determinations for
NSW, ACT and SA.

Regarding the constraint that "customers who request to change tariff either
voluntarily, or through the actions of a retailer" in appendix E, SP AusNet did not

101 "ESCV, EDPR 2006-10, vol. 2, December 2008, pp. 24-27.
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provide any evidence that this would inhibit its ability to incentivise customers to
transfer off closed tariffs. The AER notes that SP AusNet did not provide any
guantification of the magnitude of lower revenues that would be incurred through
customers transferring from closed tariffs to lower revenue generating tariffs. Further,
the AER notes that the constraint is consistent with constraints relating to the
introduction of new tariffs or tariff components in the 2006-10 regulatory period. The
AER also notes that the incentives and risks of the WAPC are widely recognised and
were noted in the AER’s Framework and approach paper and related stakeholder
consultation.*®

Based on this the AER considers that the revenue risks of customers voluntarily
transferring from closed tariffs to lower revenue tariffs are not new and are consistent
with the incentives and risks that a DNSP encounters when regulated by a WAPC.
The AER therefore considers it appropriate to exclude customers who request to
change their tariff either voluntarily or through the actions of a retailer from the
calculation of reasonable estimates.

JEN proposed that g, in the numerator and denominator of the WAPC formula

should be allowed to differ for capacity charges such as minimum booked/chargeable
demand. JEN provided an example in which the movement of a customer to a
different tariff with a different chargeable demand results in a revenue loss for the
DNSP.% However, the AER does not consider that the intention of the WAPC is ‘to
compensate the DNSPs for the revenue loss caused by the reduction in chargeable
demand as a consequence of customer's [sic] movement from one tariff to another' as
JEN stated but rather is intended to incentivise DNSPs to structure their tariffs
efficiently.’® As stated above, the incentives and risks of the WAPC are widely
recognised and were noted in the AER’s Framework and approach paper and related
stakeholder consultation.'® The AER considers that allowing g, to vary as JEN

suggests would distort the functioning of the weights in the WAPC formula. Further,
the WAPC and side constraint provide the Victorian DNSPs with flexibility to
restructure their tariffs. The AER therefore considers that JEN's proposal regarding

q., in the WAPC for tariff reassignments involving capacity charges is not required.

AER conclusions

Appendix E of this final decision provides the principles on how new tariffs or tariff
components are to be incorporated into the WAPC formula and side constraints.

4.4.1.8 Rounding

Victorian DNSP revised regulatory proposals

The AER has considered SP AusNet's and United Energy's revised regulatory
proposals. The AER agrees with SP AusNet that using actual, as opposed to rounded,
input figures poses no demonstrable administrative costs. This also addresses
United Energy's concern that the output numbers may be biased one way or the other.

102
103

AER, Framework and approach, p. 71.

JEN, Response to AER information request on WAPC and side constraint of 31 August 2010,
Attachment 3, 15 September 2010, pp. 4-5.

104 ibid., p. 5.

105 AER, Framework and approach, p. 71.
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The AER has therefore removed the requirement to round the percentage factors for
the WAPC and side constraint formulae.

AER conclusions

Section 4.5 of this final decision sets out how the relevant percentage factors to the
WAPC and side constraint formulae are to be rounded.

4.4.2 Recovery of transmission tariffs
4.42.1 Transmission related payments

Victorian DNSP revised regulatory proposals

The AER does not consider appropriate CitiPower's, Powercor's and United Energy's
proposal to recover transmission related payments through additional parameters in
the WAPC and side constraint formulae. As discussed in the draft decision, the AER
is constrained by the NER in amending the control mechanisms from those specified
in the Framework and approach paper.®® Most notably, clause 6.12.3(c) of the NER
provides that the control mechanism must be as set out in the relevant framework and
approach paper. Contrary to the assertions made by CitiPower and Powercor, the AER
has no power to depart from what is set out in the Framework and approach paper.'®’

In the draft decision, the AER did not consider that transmission connection, inter-
DNSP and avoided TUQOS costs, among other things, could be recovered through
clause 6.18.7 of the NER. In the draft decision the AER agreed with SP AusNet's and
United Energy's interpretation that TUOS is defined under the NER so as to exclude
transmission connection costs. The AER also considered that inter-DNSP and avoided
TUQOS costs were excluded. These matters are currently under consideration by the
AEMC in the context of a proposed Rule change and the AER considers that it is not
appropriate for it to make a decision regarding the recovery of transmission
connection, inter-DNSP and avoided TUOS costs in a distribution determination
while the Rule change process is underway. **®® The AEMC is also considering savings
and transitional requirements in the rule change process.'®°

The AER therefore considers it appropriate to adopt the position stated in the draft
decision. The AER has informed the Victorian DNSPs of this. The AER has also
made a public submission to the rule change process supporting a rule change. The
AER stated that given the timing of the rule change process, it anticipates that the
AER's final decision for the 2011-15 Victorian electricity distribution determinations
will be consistent with its draft decision in respect of the TUOS costs that can be
recovered through clause 6.18.7 of the NER and that consequently Victorian
distribution tariffs for 2011 will include only those TUOS costs that can be recovered
through clause 6.18.7 of the NER.

Chapter 16 of this final decision considers JEN's, SP AusNet's and United Energy's
proposal to recover transmission related payments through the pass through

106 AER, Draft decision, p. 58.

197" Section 4.4.1.2 further discusses these constraints.

108 AEMC, National electricity amendment (DNSP recovery of transmission-related charges) rule
2010, Consultation paper, 2 September 2010.

109 jpid., p.9.
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mechanism. Appendix L of this final decision considers the Victorian DNSPs'
proposals that transmission related payments be included as an opex allowance.

Regarding JEN's comments concerning the MTR, the AER notes the MTR as set out
in appendix F of the draft decision addresses the AER's constituent decision under
clause 6.12.1(19) of the NER.

Appendix F of this final decision sets out the approach to the recovery of charges set
out in clause 6.18.7 of the NER for the forthcoming regulatory control period.

Submissions

In relation to EnergyAustralia's submission, the AER notes that the potential
deficiency in clause 6.18.7 of the NER was brought to the AER's attention in

SP AusNet's and United Energy's initial regulatory proposals. Prior to this it appeared
that clause 6.18.7 of the NER was the appropriate mechanism for the recovery of
transmission related payments. This is probably due to the term TUOS having both a
narrow meaning (use of the transmission system) and a more general meaning
(transmission related payments) in the electricity industry.*'° Hence, the AER
included transmission related payments (including TUOS) as part of the recovery
mechanism under clause 6.18.7 of the NER in previous distribution determinations.
For the above reasons, the AER cannot, contrary to EnergyAustralia's submission,
adopt an approach consistent with that applied for the AER's NSW determination. The
AER considers that the current rule change process is the appropriate mechanism to
clarify the policy intent behind clause 6.18.7 of the NER.

AER conclusions

As discussed above, the AER does not consider it appropriate that transmission
related payments are recovered via the WAPC and side constraint formulae or through
the MPR, mechanism.

Appendix F of this final decision sets out the approach to the recovery of charges set
out in clauses 6.18.7 of the NER for the forthcoming regulatory control period.

4.4.2.2 Premium feed in tariffs (PFIT)

Victorian DNSP revised regulatory proposals

In the draft decision the AER noted the Victorian DNSPs' proposals for mechanisms
to recover PFIT payments. Specifically, CitiPower, Powercor and JEN proposed that
PFIT payments be recovered through a mechanism similar to the ‘G component' of the
maximum transmission revenue (MTR) mechanism of clause 3.3 of the 2006 EDPR.
SP AusNet proposed that PFIT payments be recovered as a pass through while

United Energy proposed the addition of a factor to the WAPC formula.*** The draft
decision detailed the reasons for not accepting the Victorian DNSPs' proposals
regarding the recovery of PFIT payments.'*?

The AER notes that on 7 October 2009, ETSA Utilities made a request to the AEMC
to make a Rule change regarding the way in which DNSPs may recover payments

10 PART, NSW electricity distribution pricing 2004/05 to 2008/09, Final report, June 2004, p. 141.
11 AER, Draft decision, p. 52.
Y2 ibid., pp. 62-64.

N
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they make under feed-in tariff schemes and climate change funds. The Rule Change
Request included proposed amendments to chapter 6 of the NER.**® The draft rule
was subsequently published on 8 April 2010 prior to the AER's draft decision for
Victoria and the final rule was published on 1 July 2010.

Given the expected timing for the rule change process, the AER considered in its draft
decision that it would be appropriate to take into account the outcome of the rule
change process in coming to its final decision regarding the recovery of PFIT
payments by Victorian DNSPs in the forthcoming regulatory control period.

Clause 6.18.7A of the NER, which commenced on 1 July 2010, provides for the
recovery of PFIT costs."> Appendix F of this final decision sets out the approach to
the recovery of charges set out in clause 6.18.7A of the NER for the forthcoming
regulatory control period. The maximum Jurisdictional scheme revenue (MJR)
mechanism is similar in application to the MTR mechanism outlined in appendix F of
the draft decision.

The AER considers that the inclusion of the MJR mechanism addresses the concerns
raised by JEN and United Energy in their revised regulatory proposals.

Submissions

In relation to the Minister's submission, the AER notes the guidance provided by the
AEMC regarding the recovery of administration costs relating to PFIT as opex under
the NER. Appendix L of this final decision considers United Energy's proposed opex
step change for administration costs relating to PFIT.

AER conclusions

Appendix F of this final decision sets out the approach to the recovery of charges set
out in clause 6.18.7A of the NER for the forthcoming regulatory control period.

4.4.2.3 Maximum transmission revenue control correction factor Kzt

The AER has corrected the reference to TRa, , in the calculation of Kz;to TRa, , as
raised by CitiPower and Powercor.

AER conclusions

Appendix F of this final decision sets out the approach to the recovery of charges set
out in clauses 6.18.7 and 6.18.7A of the NER for the forthcoming regulatory control
period.

4.4.3 Tariff class assignment procedures
4.4.3.1 Issues with notification of tariff assignment for customer connections

Victorian DNSP revised regulatory proposals

The AER considers reasonable the comments made by CitiPower, Powercor and JEN
that customers have either implicitly or explicitly agreed to the tariff class to which

113 AEMC, National Electricity Amendment (Payments under Feed-in Schemes and Climate Change
Funds) Rule 2010, Final determination, 1 July 2010, p. 1.
WWW.aemc.gov.au

15 ibid.

114
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they have been assigned when they voluntarily enter into a contract with a retailer or
distributor as the case may be. The AER has amended clause 6 of appendix G of the
draft decision to reflect the approach proposed by CitiPower, Powercor, JEN and

SP AusNet in their revised regulatory proposals.

Clause 6.18.4(a)(4) of the NER requires that a DNSP's decision to assign and reassign
a customer to another tariff class should be subject to a system for assessment and
review. The AER has amended clause 7.a. of the procedures in appendix G to ensure
consistency with clause 6.18.4(a)(4). This is discussed further in section 4.4.3.2.

The tariff class assignment procedures for NSW, QLD and SA require DNSPs to
notify customers of tariff class assignments (in addition to reassignments). The AER
will monitor this issue across the NEM in the first round of distribution
determinations under the NER. This will inform the AER's future approach in the
transition towards a nationally consistent framework.

AER conclusion

The AER has amended clause 6 of appendix G in this final decision. Under this clause
the Victorian DNSPs are not required to notify customers of tariff class assignments
in the forthcoming regulatory control period. Victorian DNSPs are required to notify
customers of tariff class reassignments in the forthcoming regulatory control period.

4.4.3.2 Dispute resolution through EWOV

Victorian DNSP revised regulatory proposals

Regarding CitiPower's, Powercor's, JEN's and SP AusNet's revised regulatory
proposals, the AER notes that under the 2006 EDPR tariff reassignment disputes are
referred to the ESCV. Clause 7 of appendix G of the draft decision sets out the dispute
resolution options available for tariff class assignment and reassignment disputes
(tariff class disputes). In the first instance a tariff class dispute is to be resolved
through the Victorian DNSP's internal review system. If the tariff class dispute is not
resolved, the matter may be escalated to EWOV then the AER.

In general, each customer is charged a tariff or tariffs and each tariff may contain a
number of individual components. Each tariff belongs to a larger grouping known as a
tariff class. Under clause 6.18.4(a) of the NER the AER considers that tariff class
reassignments must meet significantly higher thresholds than tariff reassignments
because the former entails a significant change in the customer's characteristics (this is
not necessarily the case when a customer is reassigned to a different tariff within the
same tariff class). The AER therefore does not consider that the tariff reassignment
dispute resolution procedures in the 2006 EDPR can be automatically adopted for
tariff class assignment and reassignment disputes.

In addition clause 7.a. of appendix G of the draft decision requires that tariff
assignment and reassignment disputes are reviewed under the DNSP's internal review
system as a first step.

The AER considers that the inclusion of EWOV in clause 7.b. of the tariff class
assignment and reassignment procedures is consistent with current arrangements
regarding the EWOV's role in tariff reassignment disputes and provides incentives to
the Victorian DNSPs to adopt best practices and procedures to:
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= assign or reassign customers to the appropriate tariff class

= ensure that appropriate outcomes are reached through the DNSP's internal review
systems.

The AER considers that the costs associated with tariff class assignment or
reassignment dispute resolution through EWOV to be avoidable costs and not a step
change in the Victorian DNSPs' opex.

The AER notes that the escalation of frivolous objections to EWOV can be minimised
through appropriate tariff class assignment procedures and effective internal review
systems implemented by DNSPs. The AER also notes clause 6.3(a) of the EWOV
charter which states that EWOV has the discretionary power to decline to investigate
a complaint if the complaint is frivolous, vexatious or not made in good faith in the
opinion of the Ombudsman.™*°

EWOQV has informed the AER that it considers the wording of clause 7.b. in appendix
G of the draft decision to be appropriate and that such disputes are currently within its
jurisdiction and will continue to be.**’

The AER therefore considers that the inclusion of EWOQOV in the tariff class
assignment and reassignment procedures is appropriate.

Clause 10.1.2 of the Electricity Distribution Code (EDC) sets out procedures for
complaints and dispute resolution applicable to the Victorian DNSPs as follows:

When a distributor responds to a customer's complaint, the distributor must
inform the customer:

(a) that the customer has a right to raise the complaint to a higher
level within the distributor's management structure; and

(b) if, after raising the complaint to a higher level the customer is
still not satisfied with the distributor's response, the customer has a
right to refer the complaint to the Energy and Water Ombudsman
(Victoria) Ltd. or other relevant external dispute resolution body.
This information must be given in writing.**®

The AER considers that clause 7 of appendix G of the draft decision does not conflict
with the requirements of clause 10.1.2 of the EDC.'*® Clause 7 of appendix G of this
final decision has been amended for further clarification.

The AER notes that United Energy's proposed opex relating to dispute resolution by
EWOV relates to tariff reassignments and not tariff class reassignments.** JEN noted
that its estimated costs for EWOV relate to tariff class assignments.*?! However for
the reasons set out above, and noting in particular that tariff and tariff class

116 EWOV, Energy and water ombudsman charter, 30 May 2006, p. 7.

17 EWOV, AER email re DB issues, email to AER, 29 September 2010.

18 ESCV, Electricity distribution code, Version 4, February 2010, p. 30.

119 Clause 22.1 of each Victorian DNSP's licence requires that the licensee apply with the EDC.

120 UED, RE: TRIM: FW: Information request - opex step changes, email to AER, 20 September
2010.

121 JEN, RE: Tariff assignment step changes, email to AER, 23 September 2010.
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assignment and reassignment disputes are currently within the EWOV's jurisdiction
and will continue to be, the AER does not consider these proposed costs to be opex
step changes. This issue is also discussed in appendix L which considers opex step
changes.

AER conclusion

The AER’s procedures for assigning and reassigning customers to tariff classes for the
Victorian DNSPs are set out in appendix G of this final decision.

4.4.3.3 Customer notification for AMI time of use tariff reassignments

Victorian DNSP revised regulatory proposals

Clauses 14 and 15 of appendix G of the draft decision reiterate a requirement for
Victorian DNSPs under clause 9.1.14 of the EDC. The AER has combined clauses 14
and 15 of appendix G of the draft decision because of their similarity. However the
AER considers it inappropriate to amend this clause to specify notification of a
customer's retailer as suggested by JEN because this would conflict with a
jurisdictional code where the onus is on distributors to notify customers regarding
TOU tariffs prior to the meter exchange.

AER conclusion

The AER’s procedures for assigning and reassigning customers to tariff classes for the
Victorian DNSPs are set out in appendix G of this final decision.

4.43.4 Tariff reassignments

Victorian DNSP revised regulatory proposals

Regarding SP AusNet's comment on clause 1 of appendix G of the draft decision, the
AER refers to clause 5 of appendix G of the draft decision which allows the Victorian
DNSPs to reassign customers to a different tariff class if their load characteristics or
connection characteristics (or both) have changed.

Regarding SP AusNet's comment on clause 5 of appendix G of the draft decision, the
AER notes that clause 6.18.4(a) of the NER sets out the principles that the Victorian
DNSPs must adhere to when assigning or reassigning customers to tariff classes. The
AER considers that clause 5 of appendix G of the draft decision is consistent with
clause 6.18.4(a) of the NER. SP AusNet stated that reassignment to the proposed
Critical Peak Pricing could not be justified as resulting from a change in a customer's
load and/or connection characteristics. The AER notes that SP AusNet may reassign
customers to the Critical Peak Pricing tariffs (a tariff reassignment) even if there is no
change in the customers' load and/or connection characteristics as long as the
reassignment occurs within the same tariff class.

Regarding SP AusNet's example of the proposed Critical Peak Demand tariff, the
AER considers that in the example provided by SP AusNet customers whose load
characteristics or connection characteristics (or both) have not changed could be
reassigned to the Critical Peak Demand tariff (tariff reassignment) provided this does
not require a tariff class reassignment.

The AER therefore does not consider it necessary to amend clauses 1 and 5 of
appendix G of the draft decision.
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Submissions

Regarding Origin's submission, appendix G of the draft decision and this final
decision sets out the procedures for tariff class assignments and reassignments
consistent with clause 6.18.4 of the NER. The AER considers that these procedures
encompass the situations outlined by Origin (such as an offer for premium services by
a DNSP) where they relate to tariff class assignments and reassignments. For example
a DNSP may offer premium services to customers then reassign them to the
corresponding tariffs (a tariff reassignment) even if there is no change in the
customers' load and/or connection characteristics as long as the reassignment occurs
within the same tariff class.

AER conclusion

The AER’s procedures for assigning and reassigning customers to tariff classes for the
Victorian DNSPs are set out in appendix G of this final decision.

4,435 Tariff reassignment assumptions and price path calculations

Victorian DNSP revised regulatory proposals

The application of the net present value price path calculation in the PTRM is
discussed in chapter 18 of this final decision.

Regarding appendix 4.2 of JEN's revised regulatory proposal, the AER notes that the
WAPC and side constraint formulae for the forthcoming regulatory control period are
specified in sections 4.5.1 and 4.5.2 below with discussion in sections 4.4.1.4 and
4.4.1.6 of this chapter.

AER conclusion

The WAPC and side constraint formulae for the provision of standard control services
are specified in sections 4.5.1 and 4.5.2 of this chapter.

4.4.4 Otherissues
4.4.4.1 Tariff setting and approval process

Submissions

Regarding the submissions from Origin, the CUAC and the EUAA, the AER notes
that in July 2010 it requested that the Victorian DNSPs provide draft pricing proposals
to the AER's Consumer Consultative Forum for Victoria to enable greater
consultation with customer stakeholders in relation to the pricing proposal process. 22
United Energy and SP AusNet subsequently participated in this process.

The AER further notes, however, that the submission of such draft pricing proposals
is at the discretion of each DNSP and are not a requirement under the NER.

122 AER, Electricity pricing proposal for 2011, Letter to CitiPower and Powercor, 22 July 2010; AER,
Electricity pricing proposal for 2011, Letter to JEN, 22 July 2010; AER, Electricity pricing
proposal for 2011, Letter to SP AusNet, 22 July 2010; AER, Electricity pricing proposal for 2011,
Letter to United Energy, 22 July 2010.
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AER conclusion

The AER notes that clause 6.18 of the NER outlines the processes and timing for the
assessment of pricing proposals.

45 AER conclusion

As part of their pricing proposals, the Victorian DNSPs 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.

In accordance with clause 6.12.1(11) of the NER, the AER's WAPC formula is set out
below. In accordance with clause 6.12.1 (13), compliance with the WAPC formula
will be monitored consistent with the requirements in appendix E of this final
decision. In accordance with clause 6.12.1 (17) and (19) of the NER, the procedures
for assigning tariffs, and for reporting the recovery of the charges described in clause
6.18.7 of the NER are set out in appendices G and F respectively of this final decision.
Appendix F also contains the procedures for reporting the recovery of charges
described in clause 6.18.7A of the NER in accordance with clause 6.12.1(20) of the
NER.

The AER's WAPC formula and side constraints are also set out in the final
determination documents for CitiPower, Powercor, JEN, SP AusNet and
United Energy.

4.5.1 Weighted average price cap

The WAPC formula to apply to the Victorian DNSPs for the forthcoming regulatory
control period is:

S <(@+CPI)x (- X, )x L+, )x L+ L, )+ (passthrough, )

where a DNSP 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 “17;

regulatory year “t-2”" is the regulatory year immediately preceding regulatory
year “t-17’;

p) is the proposed distribution tariff for component j of distribution tariff i in
regulatory year t;
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p., is the distribution tariff being charged in regulatory year t-1 for component j
of distribution tariff i;

g, is the quantity of component j of distribution tariff i that was delivered in
regulatory year t-2;

CPl; is calculated as follows:

The Consumer Price Index, All Groups Index Number (weighted average of
eight capital cities) published by the Australia Bureau of Statistics for the
September Quarter immediately preceding the start of regulatory year t;

divided by

The Consumer Price Index, All Groups Index Number (weighted average of
eight capital cities) published by the Australia Bureau of Statistics for the
September Quarter immediately preceding the start of regulatory year t-1;

minus one.

X¢ is the value of X for year t of the regulatory control period as determined by the
AER in chapter 18 of this final decision;

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

L; is the licence fee pass through adjustment to be applied in regulatory year t in
accordance with appendix E of this final decision; and

passthrough; represents approved pass through amounts with respect to regulatory
year t as determined by the AER under clause 6.6 of the NER and chapter 16 and
appendix E of this final decision.

45.2 Side constraints

The side constraints formula to apply to the Victorian DNSPs for the forthcoming
regulatory control period is:

22 Pl xal,

g <(1+CP1)x(1— X, )x(1+$S,)x 1+ L, )x 1+ 2%)+ (passthrough, )

n m

22 plixal,

i=1 j=1

Where for each tariff class a DNSP 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 “17;
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regulatory year “t-2”" is the regulatory year immediately preceding regulatory
year “t-17;

p] is the proposed distribution tariff for component j of distribution tariff i in
regulatory yeart ;

p), is the distribution tariff being charged in regulatory year t-1 for component j
of distribution tariff i;

q., is the quantity of component j of distribution tariff i that was delivered in
regulatory year t-2;

CPl; is defined as set out in section 4.5.1 of this final decision;

X is the value of X for year t of the regulatory control period as determined by the
AER in chapter 18 of this final decision. 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;

L; is the licence fee pass through adjustment to be applied in regulatory year t in
accordance with appendix E of this final decision; and

passthrough; represents approved pass through amounts with respect to regulatory
year t as determined by the AER under clause 6.6 of the NER and chapter 16 and
appendix E of this final decision.

4.5.3 Ring fencing

Ring fencing guidelines form an integral part of a regulatory regime. Clause
11.14.5(b)(3) of the NER states that ring fencing guidelines in force in a participating
jurisdiction immediately before the AER’s assumption of regulatory responsibility
(transitional guidelines) continue in force for that jurisdiction. The ESCV's ring
fencing guidelines are therefore applicable transitional guidelines for Victoria.*?
Consistent with clause 11.14.5(c) of the NER these transitional guidelines will be
regarded as the AER’s guidelines and any reference to the jurisdictional regulator will
be considered a reference to the AER until amended, revoked or otherwise replaced
by the AER.

The transitional guidelines set out specific requirements in regard to:
= non-discriminatory conduct by DNSPs

= provision of information by DNSPs to retail businesses

= geparation of organisational units

= branding, marketing and customer communications

123 ESCV, Electricity industry guideline no.17: Electricity ring-fencing Issue 1, October 2004.
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= outsourcing.

The ESCV did not include any specific compliance measures in the electricity ring
fencing guideline. Instead, it relied on its general approach to compliance, including
investigating complaints and conducting periodic compliance audits, to assess
compliance with the guideline.®* The AER will continue with this approach in the
forthcoming regulatory control period.

To the extent that the ESCV’s reporting guidelines do not cover additional matters

addressed in this final decision, such as the incentive schemes discussed in chapters
14, 15 and 17, chapter 21 of this final decision sets out monitoring and compliance

requirements.

124 "ESCV, Final decision: Ring-fencing in the Victorian electricity industry, October 2004, p. 24.
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5 Growth forecasts

This chapter outlines the AER's final decision on the Victorian DNSPs' maximum
demand, energy sales and customer numbers forecasts (collectively, 'growth
forecasts') for the forthcoming regulatory control period.

Maximum demand (measured in MW or MVa) is the highest level of network
capacity required to supply electricity at a single point in time and is a key driver of
load driven capital expenditure (capex) requirements.

Energy sales forecasts (measured in GWh) are used to determine the expected revenue
of the DNSP and are a key input to the post-tax revenue model (PTRM) where

X factors are set to equate building block requirements to expected revenues under the
weighted average price cap (WAPC) form of control mechanism.

Customer number forecasts are similarly important in determining expected revenues
and are also a driver of connection related capex.

This chapter details the AER's assessment of the Victorian DNSPs' revised regulatory
proposals, including:

= summarising the draft decision on growth forecasts

= providing a general overview of the revised regulatory proposals and stakeholder
submissions on the growth forecasts

= comparing of the revised regulatory proposal growth forecasts against historical
data, other forecasts and the Victorian DNSPs' previous forecasts

= updating the methodological assessment in the draft decision for new information
submitted by the Victorian DNSPs and their consultants

= detailing the AER's assessment of the major inputs into the growth forecasts, and
the post-model policy adjustments

= detailing the AER's assessment of the Victorian DNSPs' revised spatial maximum
demand forecasts, including assessment of selected zone substations (ZSS) and the
DNSPs' approaches to reconciliation between bottom-up and top-down forecasts

= analysing the arguments surrounding the likely impact of time of use tariffs on
growth forecasts

= outlines the AER's response to CitiPower's and Powercor's comments on the
National Electricity Rules (NER) requirements relating to growth forecasts.

5.1 Regulatory requirements

Clauses 6.5.6(c)(3) and 6.5.7(c)(3) of the NER require the AER to assess whether a
DNSP's forecast of operating expenditure (opex) and capex reasonably reflect a
realistic expectation of the demand forecast and cost inputs required to achieve the
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opex/capex objectives. The opex and capex objectives are set out in clauses 6.5.6(a)
and 6.5.7(a) of the NER, respectively. Clauses 6.5.7(a)(1) and 6.5.6(a)(1) of the NER
state that a building block proposal must contain forecasts of total opex and capex
respectively that the DNSP considers are required, inter alia, to meet or manage the
expected demand for standard control services over the forthcoming regulatory
control period.

Clause 6.12.1(10) of the NER requires the AER to make a decision on appropriate
amounts, values or inputs. These include forecasts of energy consumption and
customer numbers which are inputs to the AER's calculation of expected revenues in
the PTRM.

5.2 AER draft decision

The draft decision rejected each of the Victorian DNSPs' proposed maximum demand,
energy and customer number forecasts for the forthcoming regulatory control period.
In reaching its conclusions, the AER was informed by the analysis and
recommendations of its consultant, ACIL Tasman, which was generally requested to
review the reasonableness of the forecasts. The following sections briefly summarise
the AER's reasons for rejecting the proposed forecasts, and provide the replacement
forecasts approved in the draft decision.

5.2.1 Maximum demand

The AER and ACIL Tasman found certain flaws in the methods applied by the
Victorian DNSPs in generating their maximum demand forecasts, in particular in the
lack of reconciliation between independently generated top-down (network level)
forecasts and network p