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Mr John Pierce

Chairman

Australian Energy Market Commission
Level 5,201 Elizabeth Street

Sydney NSW 2000

via website: submissions@aemc.gov.au

Dear John
Response to AEMC Consultation Papers - Economic Regulation of Network Service Providers

Thank you for the opportunity to respond to the AEMC Consultation Papers (dated 20 October 2011 and 3
November 2011) on the Economic Regulation of Network Service Providers.

Please find attached the ENA submission.

We agree with the Commission that the starting point for any rule change proposal should be substantive
evidence of a regulatory problem. We have carefully reviewed the limited evidence presented in the AER
proposal. We can see no solid evidence linking higher network charges to regulatory issues rather than
fundamental cost drivers such as higher reliability standards, increased cost of capital and rising demands on
network capacity. Our submission explains the impact of these cost drivers on network charges. The AEMC
will be very familiar with this information from its recent forecasts of electricity prices.

ENA has devoted considerable effort to providing an industry wide response to the AEMC's Consultation
Papers. ENA’s 23 members supply electricity to more than 8 million customers and supply gas to more than 3
million customers.

ENA has been assisted by recognised experts including NERA Economic Consulting, PwC and Gilbert + Tobin
Lawyers. These advisers have extensive experience in energy regulation having worked for governments,
regulators and businesses and in particular have worked on the design of the regulatory frameworks
including the National Electricity and Gas Rules.

We have worked to take a constructive approach to the submission bearing in mind the National Electricity
and Gas Objectives. In particular the process of reviewing the WACC has been a challenging one. The two
rule change proposals across three existing sets of WACC rules have stimulated analysis and thinking as to
how the rules work under a range of market scenarios, the efficiencies, the inefficiencies and risks they may
generate.  This work has served to highlight the complexity of the issues involved and the importance of
further thinking and analysis if the AEMC was to conclude that a single set of ‘optimal” WACC rules should
replace the three current sets of rules. In this regard the ENA notes the significant contrasts between the two
sets of WACC rule changes on the table. ENA believes that aspects of the EURCC proposal warrant further
careful analysis.
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The ENA submission sets out our initial views on the WACC rule proposals and other issues. Given the
complexity and importance of the issues being considered, ENA is looking forward to participating in a robust
process of stakeholder involvement before any determination. ENA believes that collaborative engagement
with the AEMC and other parties will be important to ensuring a sound final decision.

We would be pleased to provide the Commissioners with a detailed briefing on the ENA submission at their
earliest convenience.

The ENA recognises the work put into the Rule change by the AEMC and appreciates the opportunity to
contribute to its development.

If you have any questions please contact Garth Crawford on 02 6272 1507.

Yours sincerely

// % -~ -

Malcolm Roberts
Chief Executive



Response to Consultation Papers
Proposed Energy Rules Changes:

Economic Regulation of Network Service Providers

Calculation of Return on Debt for Electricity Network
Businesses



1. Overview

The Energy Network Association (ENA) welcomes the AEMC's rule change assessment process relating
to proposals made by the Australian Energy Regulator (AER) and Energy Users Rule Change Committee
(EURCC). The rule change process represents an important mechanism for reviewing, testing and
improving regulatory frameworks and practice in the Australian energy sector.

One of the most important aspects of the rule change process is the clear empirical and evidential checks
it places on changes to regulatory frameworks affecting critical long-lived investment. In this respect, the
energy networks sector considers that some of the AER’s major proposals for regulatory change have not
been accompanied by a strong case for change. In particular, the AER rule change package does not
demonstrate any systematic failures in the National Electricity or Gas Rules across a number of areas of
proposed changes. Rather, the AER has simply asserted that, as energy prices and network costs are
rising, claimed deficiencies in the regulatory rules are the proximate and dominant cause.

This approach fails to recognise that energy prices are rising for a range of reasons, and due to a number
of drivers which themselves have been well-recognised in AER network pricing determinations under the
existing regulatory regime. These cost drivers include ageing infrastructure and network assets, rising
input costs, the entry of the sector into a reinvestment cycle, increasing reliability standards in some
jurisdictions, and an empirically observable increase in the cost of finance in the wake of the first phases
of the Global Financial Crisis (GFC). The AER has failed to demonstrate that these price rises are
unnecessary or that deficiencies in the rules are significant contributors, thereby risking creating
unrealistic and unfortunate community expectations about the scope of possible rule changes to reduce
overall energy costs.

In a number of specific areas, however, the AER’s rule change proposal has identified areas where
practical experience shows improvements are possible. Examples of these areas are the case of re-
examination of the guidance in the National Electricity Rules on estimating the cost of debt, the need to
address the known issue of the declining strength of capital expenditure efficiency incentives through a
regulatory period, and the need for more realistic timeframes associated with some complex review
processes associated with cost of capital estimation. In each of these areas industry concurs that
constructive changes are feasible to the existing rule, and make positive proposals building on the AER’s
suggestions. The ENA also considers that there are a number of mechanisms beyond the current rules
framework which provide potentially more effective means of building confidence in the regulatory
process. These include:

¢ the provision of stronger resources and capability to enable the AER to more completely analyse,
assess and weigh information provided to the AER through existing regulatory information
powers; and

e aset of stronger, well resourced and nationally-focused consumer advocacy arrangements to
play a key ‘testing’ and ‘contradictor’ role in the regulatory process.

Energy networks aim to support and develop proposals in these areas to advance in the wider energy
market policy processes administered by the Ministerial Council on Energy.

The current regulatory framework in electricity and gas was largely put in place over 2006-2008. A major
policy priority thrust at that time was providing for the stability for required investment in energy
infrastructure. Energy network infrastructure typically has assets with 40+ year lives, where confidence in
40 year or greater year revenue streams is needed to support the investment. This means initial
investments made in this phase still need another 35+ years of return, and further investment will be
required to meet future demand and accommodate its shifting patterns. The increased level of investment
required means that network businesses will need to regularly source new debt and new equity to fund
these investments.



The energy network sector has a strong interest in a rules and pricing framework which enjoys the
confidence of the community. It is important that customers, providers of capital and policy makers each
have confidence that the regulatory regime will promote stable, clearly justifiable pricing outcomes which
maximise economic efficiency to the long term benefit of the community. In the view of energy networks
there are a number of requirements to promote this confidence, including:

e an incentive based regulatory framework to drive efficiency in operating and capital costs;
e incentives for regulated businesses to forecast accurately; and

e the capacity for the regulator to apply robust and meaningful ‘tests’ to the efficiency of regulated
businesses’ proposals and performance, including benchmarking approaches.

A dominant theme of the AER’s proposed rule changes is an attempt to overcome information
asymmetry, primarily by investing significantly great amounts of unguided discretion in the AER to apply
its own determined forecasts and assessments to several key areas of revenue determinations. While this
model might appear to be one superficially plausible means of addressing information asymmetry issues,
what is lacking from the AER'’s proposal is a consideration of the ‘second round’ consequences of
effectively removing the existing carefully balanced package of incentives in the current regime to make
well-supported network proposals. The AER effectively seeks the discretion to arbitrarily reduce networks
proposed pricing based on an unproven assumption that networks will inflate their forecasts, absent
procedural and substantive responsibilities to give appropriate weight to the networks proposal and
supporting information. If the flow-on consequences of this revised decision-making framework are
carefully considered, it suggests that this proposal leads the regulatory system in the acknowledged ‘blind
alley’ of costly and ineffective regulatory command and control measures. It also ignores the fact that if
the regulator does not have sufficient understanding of the cost structure and needs of network
businesses to allow it to assess the businesses cost forecasts, then it would not appear to have the
capability to determine the efficient cost forecast itself.

A central contention of the AER’s rule change proposal is that the economic regulator has found itself
unduly constrained in properly executing its functions and powers under the existing regulatory regime.
This proposition is not supported by either qualitative evidence drawn from AER decisions under the
regime, or quantitatively by reference to the range of substantial amendments which the AER has
implemented across the first round of network pricing determinations. It should be noted that none of
these decisions have yet run their full period of application. Network businesses are extremely concerned
that the AER’s proposed solution of greater regulatory discretion to compensate for the inevitable lack of
knowledge an economic regulator will have of a regulated firms cost structure has the potential to
undermine or destroy the AEMC’s own deliberate policy design which incentivise moderate, well-
supported network expenditure proposals and reasoned, evidence-based amendments to these
proposals by the AER

A careful review of actual AER decisions shows that the AER can, and has, used benchmarking
approaches in a manner which it has suggested is impossible in its own rule change application. For
example, the AER has routinely rejected network proposals and substituted lower expenditure forecasts
across network decisions, and used a variety of both ‘top down’ and ‘line-by-line’ or ‘bottom-up’
assessments to derive forecasts of efficient costs. Furthermore, the AER appears to be seeking a rule
change to enable a specific prescriptive capital expenditure incentive mechanism, despite an existing
power to develop such a framework remaining unused in the National Electricity Rules since their
revision. Taken together these examples provide evidence that the current rules already provide the AER
with ample scope to achieve sound and efficient network pricing, terms and conditions.

In the area of cost of capital estimation processes, the AER has similarly failed to make a strong case for
changes to existing arrangements. Critically, the ‘converged’ review process suggested by the AER,
because of its design features, lacks the flexibility to deal with the type of challenging and rapidly evolving
capital market conditions which have tested the existing framework (and the cost of capital framework



contained in Chapter 6A in particular). A combination of changed capital market conditions, and errors in
AER decision making in respect of WACC estimation and methodologies has made cost of capital an
area of significant ongoing debate in the first phases of the existing regulatory regime. This is
unsurprising given the capital intensive nature of network infrastructure, and the critical role that the cost
of capital plays in incentivising and underpinning ongoing network investment. The GFC, changes to
previously adopted market benchmarks for the market cost of debt, and AER errors (many of which were
conceded by the regulator before the review body to be errors), also contributed to this outcome.

The National Electricity and Gas Rules underwent a process of extensive regulatory design and
deliberation by MCE and the AEMC over the period 2006-08. This process was informed by the findings
of a series of reviews such as the MCE's appointed Expert Panel on Energy Access Pricing. A notable
feature of each of these policy and rule processes was the close regard to designing a regime with
incentives for efficiency and the promotion of accurate forecasting approaches.

Indeed, a range of issues raised as apparently new matters within the AER’s rule change were actually
specifically anticipated and informed the original design of the rules. This fact, and evidence from
experience under the existing operation of the regulatory regime, provides networks with significant
confidence that the current framework broadly achieves a balanced and effective incentive-based
framework which promotes the National Electricity and Gas Objectives.

Through this process, however, it is possible that the AEMC will uncover areas where it believes there are
limitations in the regulatory regime which do not permit the original design objectives of the framework to
be met. In these circumstances, the network sector is keen to engage in a constructive and collaborative
process which provides the confidence to network owners and investors that regime ‘fine-tuning’ delivers
a balanced and improved framework which further promotes the long-term interests of consumers.



2. Background

2.1 Approach and structure of response

The submission is structured in accordance to questions raised in the AEMC Consultation Paper
published on 20 October 2011 in relation to the AER rule change proposals. The AEMC Consultation
Paper invited stakeholders to provide commentary around the following questions:

e The problem. Do you agree with the extent of the problems with the framework for economic
regulation of electricity and gas networks as characterised by the AER?

e Prescription and discretion. Have the proposed rules achieved the right balance between
prescription and discretion?

e AER’s use of its discretion. Could the AER instead achieve the same outcomes through greater
use of the discretions it currently has, avoiding the need for expanding these discretions?

e The solution. On the basis of the problems raised by the AER, are there any more preferable
solutions to those problems?

The submission also provides commentary around the issues raised in the AEMC Consultation paper
published on 3 November 2011 in relation to Energy Users Rule Change Committee proposals.

The remainder of the submission is structured as follows:

Section 2 sets out the network perspective on the performance of existing regulatory framework
and outlines a range of valid reasons that have contributed in the network tariff increases.

Section 3 summarises high level industry response to the AEMC issues for consultation (p.16)
Section 4 provides detailed industry response to the AER rule change proposals. It separates the
proposed rule changes in seven streams and then provides a response to each of the questions
raised by AEMC in its Consultation Papers for the rule changes that fall within those streams.
This section also addresses issues raised in the Energy Users Rule Change Committee
proposals in relation to estimation of the debt risk premium (Section 4.6). The seven streams are
as follows:

o0 Capital and operating approval framework (Section 4.1, p.21);

o0 Capital expenditure incentive framework (Section 4.2, p.30);

0 Use of actual and forecast depreciation (Section 4.3, p.34);

0 Introduction of new incentive schemes (Section 4.4, p.36);

o0 Treatment of shared assets (Section 4.5, p.38);

o0 Determination of rate of return (Section 4.6, p.40); and

0 Regulatory decision making process (Section 4.7, p.56).

The submission should be read together with the attached expert reports that provide supportive
evidence on four major areas of the proposed rule changes:



Attachment A Joint Report — Assessment of AER’s proposed WACC Framework
Attachment B Joint Report — Design of Capital Expenditure Incentive Arrangements

Attachment C Joint Report — Assessment of the AER’s Rule Change Proposal for
Forecast Expenditure

Attachment D Gilbert and Tobin Report — Assessment of proposed changes to regulatory
decision making process under the National Electricity Rules

2.2 Network sector perspective on role and performance of current
framework

2.2.1 Introduction

Network businesses have a vital interest in an efficient and stable regulatory regime. The existing regime
was designed to give businesses the confidence and regulatory certainty to invest in long-lived assets.
That need is even greater now with businesses in the process of investing $55 billion to operate and
expand networks.

The AEMC review is occurring at a testing time for network businesses. It is undeniable that network
costs are rising steadily. As costs rise, energy users will naturally question the reasons for rising charges,
the performance of the regulatory regime, network businesses, and the relevant regulatory bodies.

ENA members recognise that there are legitimate public concerns about the economic and social impact
of higher electricity prices. ENA accepts that network costs are a major factor in these rising prices in
some jurisdictions. ENA members are concerned that some stakeholders appear to be losing confidence
in the regulatory regime. This loss of confidence needs to be tackled.

Equally importantly, however, higher network costs are not of themselves any proof of failure of the
regulatory regime in energy, or the regulatory bodies which currently apply them.

An increase in network costs compared to historical expenditure under past regimes is not sufficient to
prove that the current regime is flawed.

Past regimes operated under different market conditions and often had different priorities. The growth in
peak energy demand and the need to replace ageing assets have become more important drivers of
network costs. New taxes and charges, such as the easement land tax in Victoria, have been introduced.
The global financial crisis has raised the cost of capital. Other input costs faced by network service
providers have risen faster than general price movements.

It also needs to be recalled that past regulatory regimes delivered less reliable service, whereas the
introduction of the current regime coincided with policy decisions by some governments to raise reliability
standards. A meaningful comparison of historic and current expenditures needs to take into account all
variables applying to network businesses before sound conclusions can be drawn on the role of the
regulatory regime. At face, the regulatory regime appears to have worked in that the required additional
network investment has proceeded.

The overriding pressure on network businesses is to meet market demands. It is accepted by all
commentators, including the AER, that higher network costs are being driven by multiple factors:

e Investment in ageing assets and asset replacement, moving from a period of unsustainable low
spending and improving asset utilisation towards a reinvestment phase;



e Increasing investment to meet growing peak demand,;

e Substantial requirements to connect renewable energy sources to the NEM;
¢ Connection of remote renewable generation to the grid;

e Higher cost of capital due to the Global Financial Crisis;

e Continuing pressure on labour and material input costs; and

e Higher reliability standards in major jurisdictions.

It is undeniable that all these factors contribute to higher network costs. Changing aspects of the
regulatory regime will have little if any impact on these fundamental drivers. A debate which focuses
solely on changing the regulatory process will risk creating unrealistic expectations.

In this submission, the ENA offers the industry perspective on the various claims made for regulatory
change. ENA agrees with the AEMC that the first step must be a strong factual case for change. In this
regard the actual evidence provided in the rule change proposals is minimal. This submission, using
evidence, will show that much more is needed to justify the proposed fundamental rule changes to what is
still a relatively new regulatory regime.

The AER’s rule change proposal would effectively overturn major elements of the ‘fit-for-purpose’ model
of guided discretion deliberately designed by the AEMC and MCE Expert Panel on Energy Access
Pricing. The AER is seeking to expand areas of unguided discretion on key issues as its solution to what
it argues is the information asymmetry between industry and regulator. This approach could undermine
the rigor and transparency of the process. In the view of industry, it would be extremely concerning if the
‘solution’ to the inevitable presence of some degree of information asymmetry inherent in economic
regulation were to be wrongly identified as increasing and unguided discretion, which would not address
the core issue. Rather, a sound regulatory design principle is to use well-calibrated incentives to promote
and encourage desired outcomes in ways which do not result in the crude substitution of regulator-driven
judgments in place of appropriately sound commercial decisions relating to the delivery of complex, costly
operating and capital expenditure programs to meet mandated standards of reliability, safety and security
of supply.

The network sector considers confidence in the regulatory process is critical to the National Electricity and
Gas Objectives being met. The current rule change applications by the AER and energy users groups are
indications that there is the potential for confidence in the regulatory process to erode and be lost over
time. The network industry considers there are a number of opportunities to enhance and restore this
confidence, both within and beyond the immediate national energy rules. Amongst the possibilities for
reform ENA wish to see considered are:

e Enhancing the capability of the AER — With its new regulatory responsibilities, the AER has a
clear need for additional resources to strengthen its analytical capacity;

¢ Enhancing consumer participation - Increasing the capability of consumer advocates to
participate in all aspects of the regulatory process, possibly including the development of a well-
funded, national centralised consumer advocacy body;

e Ensuring the rules have appropriate incentives for efficiency — Opportunities exist to improve the
incentives under the National Electricity Rules for efficient capital expenditure over the regulatory
cycle; and



e Benchmarking — Network businesses support the application of robust benchmarking techniques
to test for efficiency of network performance and inform regulatory decisions in ways which take
into account different network characteristics and operating environments

These changes would address clear weaknesses in regulatory performance without creating policy
uncertainty or the risk of unforeseen consequences. Broadly, subject to these areas of opportunity, the
network sector considers the existing rules can operate as intended and deliver the appropriate
incentives. Following an examination and testing of these issues in the rule change process, the sector is
open to changes if it is established they do to deliver incentives consistent with the promotion of the
National Electricity and Gas Objectives

2.2.2 Goals and objectives of the existing framework

The starting point for any assessment of any rule changes should be a careful and considered
assessment of the objectives and role of the regulatory regimes in energy, together with an empirically
based assessment of its performance against these roles and objectives.

That the conduct of such an assessment falls to an independent market development and rule making
agency is part of the inherent strength of existing regulatory arrangements, providing a practical balance
between an approach of concentrating wide discretion in the hands of the economic regulatory bodies
and inflexibility of regulatory frameworks that are solely legislated. The rules-based approach provides for
a positive degree of stability and certainty consistent with the long-term nature of investments being
required of networks.

Guiding the development of the National Electricity and Gas Rules was the National Electricity and Gas
Obijectives. Consistent with these objectives the current regulatory regime was designed to foster efficient
pricing and meet an anticipated increased investment task over the coming decade. In particular, the
regime is designed to give sufficient confidence to investors to make investments in assets with working
lives of 30-40 years.

Further critical guidance is also provided by the national revenue and pricing principles contained in the
National Electricity and Gas Laws, which provided, inter alia, that network businesses must be provided
with a reasonable opportunity to recover the efficient costs of providing regulated services.

Empirically, it is demonstrable that the new regime has provided the confidence to make increased
investments to meet growing consumer demand, and increasing peak demand, in a safe and reliable
fashion. To date, the AER has indicated its approval of $55 billion of planned capital and operating
expenditure, as expenditure consistent with the need to renew, expand and operate energy networks over
the next set of regulatory periods. Network businesses are now in the process of delivering this
investment program, which will underpin customer reliability and standards of service over coming
decades.

Figure 1 below illustrates at a national and utility wide level the type of reinvestment task facing the
network sector, and the significant replenishment of net capital stock that has been undertaken in the past
decade. This illustrates the cyclical nature of the network sector, and emphasises that the infrastructure
sector generally is emerging from a ‘low’ point in the investment cycle.



Figure 1 — Growth in utilities net capital stock
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2.2.3 Recent electricity price rises

A series of reports and commentaries in the context of recent increases in final electricity prices have
raised questions over aspects of the operation of the National Electricity Rules framework, but it is
important to highlight that the range of concerns also encompass and reflect wider public policy issues
such as ownership arrangements, the cost effectiveness and price impacts of a range of State, Territory
and Federal emissions abatement and renewables development policy measures, comparisons between
the practices and effectiveness of previous jurisdictionally-based regulatory bodies and the AER.

It is important in this context for the independence, transparency and predictability of the regime for
changes to the National Electricity Rules to be considered and evidenced with close reference to the
National Electricity Objective, by identifying where issues of concern are either rule related, rule
application related, or related to wider energy and public policy.

2.2.3.1 Investment in ageing assets and asset replacement

The rise in network prices has had a range of contributing causes. One of the most significant has been
the requirement to increase network investment to replace and upgrade ageing assets reaching the end
of the asset lives. This need has driven increased operating and capital expenditure. The AER, in a series
of decisions approving increased expenditure over past historical allowances has acknowledged this as a
critical factor.

While the average age of assets varies significantly between networks, across eastern Australian states it
is approximately 28 years. This average figure, however, obscures the fact that a large set of electricity



network assets created in the period of widespread electrification of Australian cities, towns and regional
locals between the 1950s-60s are now coming to the end of their useful lives.

As a specific example of the above trend, United Energy Distribution (a Victorian electricity distribution
network) reports spending approximately $10 million per year on asset replacement in the mid-1990s.
This level of asset replacement equates to an implied life of approximately 200 years for United Energy’s
assets, compared to an economic and engineering life of around 40 years. By contrast, the same network
now spends approximately $60 million per year on a replacement value of around $4.0 billion, giving an
implied life of approximately 70 years. Whilst this is much closer to the engineering and economic life of
the assets, it is notable that a gap still remains.

2.2.3.2 Increasing investment requirement from growing peak demand

A significant driver for increases in network prices has also been a growing investment requirement
arising from the consistent trend towards higher peak demand affecting electricity distribution networks.
Reliably meeting this peak demand has significant network investment requirements, including the
provision of network capacity to meet peak, rather than average demand or usage. This trend is
illustrated by Figure 2 below, which tracks the increasing divergence of peak and total demand across
Australian electricity infrastructure.

Figure 2 — Peak and total demand index
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2.2.3.3 Substantial requirements to connect renewable energy sources to the NEM.

A further factor in increasing networks costs has been the substantially increased level of investment
required to connect a growing installed base of renewable energy sources to national energy markets.
This can take a number of forms, but can typically include the connection of relatively remote renewable
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sources to existing grid infrastructure, and required upgrading of the grid to ensure this energy source is
effectively made available to consumers in the NEM. Capacity of renewable generation has grown
substantially from 2004-10 (See Figure 3 below). By 2020, the Renewable Energy Target is set to expand
this capacity to around 45,000MW, or approximately 4.5 times its current capacity.

Figure 3 — Capacity of renewable generation — 2004-2010
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2.2.3.4 Global financial crisis and rising cost of funds

A further significant contributor to the cost of network charges has been meeting the higher costs of
securing the financing of new and ongoing capital investment in the context of the GFC and continuing
challenging conditions in global capital markets.

The capital intensive nature of network investment requires regular and significant financing activities by
network businesses. As an example, Australian network businesses regularly raise substantial finance
through Australian corporate bond markets, overseas bond and private placement markets and a variety
of other means including bank debt. The cost of these funds have increased significantly compared to
market conditions generally prevailing over 2002-2007, driven by rising debt risk premium approved by
regulators in response to tightening conditions in the market for funds (See Figure 4 below). Notionally,
the average annual debt refinancing task facing electricity transmission and energy distribution is in
excess $4.0 billion."

! This assumes an average tenure of debt of 10 years, and a benchmark gearing level of 60 per cent of the RAB.
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Figure 4 — Median regulated cost of debt and debt risk premium allowances
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Figure 5 overleaf provides further evidence of the significant step change in the debt risk premium, or the
margin over the risk-free rate in final regulatory decisions over the course of the last decade. The blue
shaded area represents the sharpest phase and aftermath of the GFC, which has resulted in a significant
and persistent re-pricing of risk which is most clearly observable in listed corporate debt markets.

Regardless of the debate surrounding the methodology for measuring the debt risk premium and overall
cost of debt, the yields of a wide range of listed bonds demonstrate a step-change in the cost of debt
financing, which also implies a tightening of supply of new equity capital. In Figure 5 it can be seen that
approved debt risk premium has recently increased from approximately 150 basis points above the risk-
free rate to around 350 basis points.

Using standard assumptions applied in current regulatory settings, this externally driven increase in the
cost of financing could be expected to increase the cost of annual financing of network businesses by
around $800 million per annum over circumstances that prevailed in debt capital markets in 2002-2007.
Financial market theory would suggest that the largely unobservable cost of equity financing would have
increased by at least an equivalent proportional amount, though regulatory decisions to date have
provided only a temporary and partial recognition of these probable conditions.
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Figure 5 — Median regulator determined debt risk premium allowances - GFC
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2.2.3.5 Continuing pressures on labour and material costs in the context of competition
from rapidly expanding resources sector

A further source of rising network charges has been rising costs of key inputs. This has driven the cost of
network capital expenditure. As an example, the costs of critical capital inputs such as aluminium, steel,
copper and crude oil are expected to rise significantly, with the AER forecasting real increases in 2011 of
between 14-22 per cent. Real increases in the cost of labour of over 2 per cent per year are also
expected in the majority of jurisdictions over the next 4 years.” An indication of the magnitude of these
cost pressures which have underpinned a trend rise in the level of capital expenditure is given in Figure 6,
which compares movement in the producer input pricing index in electricity with CPI.

2 AEMC Future Possible Retail Electricity Price Movements, p.ii
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Figure 6 — Producer price index in electricity and CPI (1999-2011)

180

170 I//

160 IJ/

150 //
s

140

= —o
130 .
/—7 == Producer price
120 A index - Electricity
o W
100 v

90

Index

80 T T T T T T
Jun-99 Jun-01 Jun-03 Jun-05 Jun-07 Jun-09 Jun-11

Source: ABS, Consumer Price Index June 2011, Producer Price Indexes June 2011
2.2.3.6 Increased reliability standards

A contributing driver to price increases in some jurisdictions has been increasing reliability and
performance standards. Both New South Wales and Queensland implemented significant amendments to
reliability obligations placed on network businesses over the past decade, which have required additional
augmentation investment.

As an example, modified license obligations in New South Wales, and an adopted State Plan target to
achieve average electricity reliability of 99.98% by 2016, materially contributed to required capital
investment programs approved by the AER in the 2009 price review for (then) EnergyAustralia, Country
Energy and Integral Energy. One key driver for this was an emphasis on a deterministic approach to
network planning and standard setting, in contrast to the adoption of ‘probabilistic’ approaches to
managing the risk of major disruptive events. The NSW Electricity and Prices Inquiry noted that the AER
assessed pass through of associated capital expenditure costs totalled around $1.5 billion. While the
impact between individual businesses varied based on their operating circumstances, up to 17% of the
total capital expenditure of some electricity businesses were effectively driven by these enhanced
obligations. The report also notes that a range of other estimates of the total impact of these changes
(averaging around 10% of the total capital expenditure allowance) is likely to be an underestimate, given
the multiple classifications possible to capital works which have the effect of enhancing reliability
outcomes.

Similarly, the implementation of the Somerville Inquiry in Queensland is estimated to have primarily driven

around $1.7 billion (2009-10) of the $5.3 billion of ENERGEX’s approved expenditure over the current 5
year regulatory period.
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It is noted that separately an AEMC process of review will be examining the operation of reliability and
distribution planning standards in NSW. ENA considers these processes have the potential to lead to
improved public engagement and processes around the setting, amendment, and customer valuation of
reliability and other performance schemes.
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3. High-level industry response to the AEMC issues for
consultation

3.1 Response to thematic issues raised by AEMC

The AEMC'’s Consultation Paper issued in response to the lodgement of the AER rule change package
invites stakeholders to frame responses to the rule proposals by commenting on four themes:

e The problem;

e Prescription and discretion;

e AER’s use of its discretion; and
e The solution.

These themes provide a useful framework within which to structure the ENA’s broad response to the AER
rule change proposal.

3.1.1 The problem

In general, the AER rule proposal appears to be based on a presumption that significant aspects of the
regulatory regime require substantial amendment to achieve their mandated objectives. While the AER
has characterised the proposed changes as modest and incremental reforms to bring the energy
regulatory ‘into line’ with international regulatory regimes, or frameworks operating in other utility sectors,
the nature of the changes proposed actually represent a significant shift from the intended operation of
the existing energy framework. An example of this is the policy effect of changes to operating and capital
cost assessment framewaorks, which would significantly overturn the MCE and AEMC adopted ‘fit-for-
purpose’ regulatory model, and also open significant discretion for the AER to be able to set aside a
business’s regulatory proposal and give it little weight in the regulatory price-setting process.

In a number of areas, the AER has accurately identified problems or deficiencies in aspects of the
technical drafting or operation of the rules that would be expected to be present in any regulatory regime
following a major re-design such as occurred over the period 2006-2008. In other areas of major change,
however, the AER appears to not have identified problems, but rather has posited largely unsupported
views about the scope of existing discretions under the regulatory regime. It is also of significant concern
that in some areas, the AER rule change application appears to confuse deliberate design features of the
energy rule environment as inefficient constraints on its power to set cost forecasts on a prudent and
efficient basis. A further concern with the AER’s identification of claimed systematic problems with the
existing National Electricity Rules surrounding capital expenditure and operating cost forecasts is that
given the relatively recent introduction of the current framework, it is often difficult to assess whether the
AER’s proposal actually represents a valid critique of the regime as it currently operates, or the existing
largely jurisdictionally based regime (in the case of electricity distribution) of highly discretionary regime
(as operated by the ACCC under the previous National Electricity Code for electricity transmission).

As noted in Section 2, the network sector considers the major components of the existing NER/NGR have
provided a sound economic regulatory framework through the fundamental incentive-based model which
should be allowed to operate as intended. It is acknowledged that there are a number of practical
improvements and refinements particularly surrounding regulatory process issues where the problems
identified by the AER are substantive in effect and worth addressing through the rule amendment
process. These are identified in the remainder of Section 4 of this submission.
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3.1.2 Prescription and discretion

The issue of the balance between prescription and discretion is central to sound design of a regulatory
framework. In different conditions, varying levels of discretion and prescription around aspects of the
regulatory framework are appropriate. One of the core areas of expertise for a rule-making body such as
the AEMC is striking the correct balance between prescription and discretion, recognising that providing
of discretion can be justified in some areas, but that no continuous or generally applicable rule applies
through time to setting the level of appropriate discretion across an entire evolving regulatory framework.

The approach adopted for the regulation of both electricity and gas frameworks over the 2006-2008
period of reform was a movement towards a ‘fit-for-purpose’ model, featuring guided discretion to the
AER in the exercise of its economic regulatory functions. This recognised that the degree of discretion
and prescription will vary within the regulatory framework based on factors such as the asymmetrical
consequences of regulatory error and the scope for a balanced package of incentives to lead to realistic
estimates of proposed expenditure. Other important design factors in selecting between possible degrees
of discretion are the degree to which prescription can offer investment certainty which lower the cost of
financing long-lived investments, or the capacity of prescribed rules to codify established regulatory
practice.

ENA considers that in some of the most critical areas across the regulatory framework, relating to
approval and decision-making criteria for operating and capital cost forecasts, the appropriate balance of
prescription and discretion has been struck by the MCE and the AEMC in the largely common frameworks
applying to electricity transmission and distribution.

In other areas, however, a closer re-examination of the balance is warranted, as experience under the
regime has highlighted possible short-comings in current arrangements. As an example, the Global
Financial Crisis, for example, has highlighted the risks of over-prescription affecting the capacity of cost of
capital decisions (particularly those in the electricity transmission sector) adequately reflecting prevailing
market conditions and the best available evidence. Similarly, the GFC exposed what was (in hindsight) an
inappropriate degree of prescription and inflexibility in the National Electricity Rules (and regulatory
practice in gas) in relation to establishing a forward looking cost of debt.

A strong area of concern with the AER’s proposals is that insufficient consideration appears to have been
given to the deliberately designed model of guided discretion contained in the current economic
regulatory regime. The AER rule changes propose a significant widening of discretion in relation to cost
forecasts, without clearly establishing a case of the deficiency of existing powers to amend forecasts
considered excessive. In relation to the proposed converged generic cost of capital process, the AER
appears at risk of effectively codifying the approach found to cope least well with volatile global capital
market conditions in evidence since 2007.

In other areas, such as a proposal to limit the rolling-in of actual capital expenditure in excess of AER
approved forecasts to 60% of the value of excess outturn expenditure, the degree of prescription appears
to be without precedent in any comparable regulatory regime. Similarly, a proposal for the AER to remove
its own discretion as to how to weight or take into account evidence through the regulatory process
appears to institute a level of detailed prescription which is unhelpful for a robust and flexible regulatory
regime designed to take into account a wide variety of potential circumstances.

3.1.3 AER’s use of its discretion
The AER has sufficient discretion to assess and respond to capital and operating proposals, and this is
demonstrable when reviewing empirical evidence on reductions made by the AER to proposals. Evidence

in this area indicates that the AER’s performance in this area compares to previous jurisdiction regulatory
bodies, which operated under regulatory regimes which featured relatively high levels of regulatory
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discretion. Indeed when the average reductions made to capital and operating proposals lodged by
network businesses are considered, the evidence is mixed, suggesting only that whilst the AER has made
smaller overall reductions to proposed capital expenditure forecasts, its approach has been significantly
more aggressive in respect of operating cost forecast reductions than previous jurisdictional regulatory

bodies (See Figure 7)

Figure 7 — Median reductions in proposed capital and operating costs forecasts
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One of the important wider aspects of the AER rule change proposal is that in some areas it would
significantly impact on the level of discretion available to the AER in future decisions. The ENA notes as a
matter of sound policy decision that in areas where high-consequence discretionary decisions with long-
term impacts on investments and individual business’s commercial rights are being made, it is critical that
the accountability of merits review access is present. In the context of the rule change put forward by the
AER, which envisages a generic industry wide cost of capital being made with a greater level of discretion
afforded to the AER to abstract from the prevailing market conditions facing a benchmark service provider
at the time of a network pricing review, appropriate checks on the correct and preferable nature of the
administrative decision (not simply its lawfulness under judicial review mechanisms) become critical.

Across a humber of other rule change proposals put forward by the AER, it is clear that the genuine
issues highlighted by the AER cannot be addressed by decisions open to the exercise of existing AER
discretion. An example is the pressure placed by Australian debt market developments on the application
of a previously relatively standard regulatory methodology for establishing the benchmark cost of debt. In
the same manner, some relatively narrow and prescriptive time-lines for particular regulatory processes
have been found to be inappropriate when trialled in the first round of network pricing determinations.
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3.1.4 The solution

The ENA considers that across a range of proposals made, the suggested AER amendments to existing
energy rules will not provide a solution consistent with the promotion of the National Electricity and Gas
Objectives.

Through this submission, the network sector seeks to provide a range of practical solutions to those areas
where the sector considers a case has been made that a problem exists that needs resolution through the
rule-making processes.

Section 2 has highlighted that networks consider that appropriate solutions to any established problems in
the current regulatory framework may fall in part within the scope for rule-making, but also in part in a
broader energy policy context defined under existing market governance arrangements as areas for
Ministerial and legislative policy action. Section 3.2.1 of this submission also outlines at a high level areas
where ENA members consider further collaborative action between AEMC, industry, energy users and
the AER would be fruitful in developing possible preferable solutions to those initially suggested in the
rule change proposal.

3.2. Suggested areas for key focus in Directions Paper

Energy networks businesses support the proposed extended public consultation process which the
AEMC has adopted, in recognition of the breadth, complexity and significance of the rule change
packages under consideration. This process provided the opportunity for industry, consumers, regulatory
bodies and the AEMC to explore and collaborate on what are complex issues in a way which is likely to
promote well-tested, robust, regulatory design choices.

3.2.1 Major areas of suggested future work

Energy network businesses have provided detailed views on regulatory policy design, and supporting
expert views across a wide range of issues raised in the AER and EURCC rule change applications.
Recognising the complexity of the issues, and the desirability of ensuring that rule changes which
advance to a determination phases are informed by a robust process of stakeholder involvement and
engagement, there are several issues raised in the rule change proposals which industry has set out
initial views, but which would benefit from further collaborative development.

The ENA considers that areas which would be most fruitful to focus detailed consideration on in the
additional stages of the rule change process provided for by the AEMC include:

o Carefully assessing and reviewing any evidence relating to the proposition advanced that the
capital and operating expenditure criteria and associated guidance in the National Electricity
Rules have in practice demonstrably constrained the AER’s capacity to reject and substitute
forecasts in the manner suggested by the AER (noting that there is strong evidence provided in
the Joint Report - Assessment of the AER’s Rule Change Proposal for Forecast Expenditure
(Attachment C) that this is not the case;

e Reviewing the guidance provided to the AEMC under the existing efficiency benefits sharing
scheme to ensure these principles address all relevant matters to enable a more flexible and
workable capital expenditure incentive efficiency scheme to be designed and implemented by the
AER;

¢ Potential means of introducing the positive ‘safety valve’ features which account for changed in
the market conditions for funs present in the National Electricity Rules applying to electricity
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distribution, and the National Gas Rules, into Chapter 6A (See also Attachment A, Joint Report —
Assessment of the AER’s Proposed WACC Framework);

A considered analysis of alternative mechanisms to derive a debt risk premium estimate, and of
the key principles which should by embedded in the National Electricity Rules to guide AER
discretion in respect of these estimates;

Examination of an alternative process of ‘cross-submissions’ to address to the extent appropriate
issues identified by the AER in respect of providing a transparent opportunity for all material
feeding into a determination process to be publicly tested,;

Reviewing whether an alternative ‘optional’ Framework and Approach stage might better and
more flexibly address the concerns raised by the AER regarding the early stages of a distribution
determination process; and

Review of whether an alternative ‘stop the clock’ approach might better target the problem

identified by the AER, whilst avoiding a wide and general discretion for the AER to unilaterally
adjust regulatory assessment processes.
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4. Detailed response to rule change proposals

4.1 Capital and operating approval framework
4.1.1 The problem identified by the AER

The first set of proposals put forward by the AER relate to the processes for approval of operating and
capital expenditure for electricity network businesses. These processes are currently set out in clauses
6.5.6 and 6.5.7 of the NER for electricity distribution businesses and in clauses 6A.6.6 and 6A.6.7 for
transmission businesses.

The AER identifies three related issues with these provisions of the NER, as currently drafted:

) the requirement that the AER accepts a forecast if it ‘reasonably reflects’ the required expenditure
effectively allows NSPs to propose the highest possible forecast and leaves the evidentiary burden
on the AER to prove that the forecast is not prudent and efficient. This has resulted in systemically
inflated expenditure forecasts being included in the AER’s determinations;

) the issue of systemically inflated forecasts is exacerbated in the case of DNSPs by limits in Chapter
6 on the AER amending a proposed forecast ‘only to the extent necessary’ to make it fall within the
range that ‘reasonably reflects’ the required expenditure. This only allows the AER to amend the
forecasts to bring them back to the top of the range (this issue only applies to Chapter 6); and

) the requirement that the AER must base any substitute on the original regulatory proposal locks the
regulator into forming a substitute for DNSPs on the basis of a line-by-line assessment of the
expenditure forecasts, which restricts it in practice from using benchmarking and assessing matters
such as the deliverability of expenditure (also only applies to Chapter 6).

The ENA does not agree with the AER that there is any deficiency in the drafting of the NER with respect
to the expenditure approval process. Each of the issues identified by the AER was considered in some
detail by the AEMC when it drafted chapter 6A of the NER and clauses 6A.6.6 and 6A.6.7 were designed
in a way that addressed these issues. An examination of the evidence from each of the AER’s
determinations for the DNSPs under the current Chapter 6 Rules does not support the AER’s contentions
that its analysis has been restricted in the manner it claims. Each of the above issues is dealt with in
detail below.

4.1.1.1 Requirement to accept a forecast if it ‘reasonably reflects’

The AER argues that this requirement results in expenditure forecasts that are upwardly biased. Itis
argued that there will always be a range of forecasts that are efficient, prudent and realistic and that
NSPs will face incentives to submit forecasts at the top of this range.? The AER contends that the current
rules have in practice delivered inflated expenditure forecasts which in turn have contributed to the price
rises which have been faced by consumers.*

The ENA rejects the assertion that its members develop a range of efficient forecasts and then
systematically choose the upper bound of this range. NSPs typically assess their minimum operating and
capital needs for the forthcoming period and then determine the most efficient way of meeting these

% AER, Economic regulation of transmission and distribution network service providers: AER’s proposed changes to the National
Electricity Rules, September 2011, p 27.

4 AER, Economic regulation of transmission and distribution network service providers: AER’s proposed changes to the National
Electricity Rules, September 2011, p 12 & p. 14.

21



needs on a project-by-project basis. There is no assessment of lower and upper bounds for efficient
expenditure on each project, nor is there any costing of unnecessary projects. Moreover, senior
management will often be required to verify the truth and accuracy of forecasts that are submitted to the
AER by way of statutory declaration, providing a very strong incentive for NSPs to ensure precision in
forecasting.’

In any event, even if the AER’s assertion was true, this does not mean that what NSPs are proposing is
inefficient or imprudent, or that there is necessarily a “better” forecast available. The AER’s argument
simply appears to be that faced with a choice between a “high” and “low” forecast, both of which are
prudent and efficient, the NSP will always choose the “high” forecast. The AER refers to allowed
expenditure in this scenario as being “upwardly biased”, albeit still prudent and efficient.

The premise for the AER’s proposal appears to be that it should have greater flexibility to determine the
best estimate of operating and capital expenditure. The AER'’s claim is that even though NSPs are only
being allowed prudent and efficient expenditure under the current rules, this expenditure is somehow too
high and it would be better if the AER could determine a different (presumably lower) prudent and efficient
amount.

The AER’s characterisation of the “problem” in this way is clearly at odds with the previous reasoning of
the Australian Competition Tribunal (Tribunal) in GasNet and with the rationale for the original drafting of
the NER. The Tribunal in GasNet and the AEMC in its Rule Determination establishing chapter 6A
recognised that in the context of building block regulation, there will not necessarily be a single “correct”
value for each parameter. In this context, the role of the regulator should be to ensure that what is being
proposed is prudent and efficient, rather than to determine a “best estimate” or “most preferable”
outcome.

In GasNet, the Tribunal emphasised that it was beyond the power of the regulator under the Gas Code to
substitute a preferred forecast where the NSP had submitted a compliant forecast:®

It is clear in the reasoning in Michael that there is no single correct figure involved in determining the values of
the parameters to be applied in developing an applicable Reference Tariff. The application of the Reference
Tariff Principles involves issues of judgment and degree. Different minds, acting reasonably, can be expected
to make different choices within a range of possible choices which nonetheless remain consistent with the
Reference Tariff Principles. Where the Reference Tariff Principles produce tension, the Relevant Regulator
has an overriding discretion to resolve the tensions in a way which best reflects the statutory objectives of the
Law. However, where there are no conflicts or tensions in the application of the Reference Tariff Principles,
and where the AA proposed by the Service Provider falls within the range of choice reasonably open and
consistent with Reference Tariff Principles, it is beyond the power of the Relevant Regulator not to approve
the proposed AA simply because it prefers a different AA which it believes would better achieve the Relevant
Regulator's understanding of the statutory objectives of the Law.

Similarly, in its Rule Determination, the AEMC recognised the reasoning of the Tribunal in GasNet and
accordingly drafted the NER in a way that did not offer scope for substitution of ‘preferred’ forecasts in
circumstances where proposals were perfectly compliant. The AEMC deliberately adopted a model of

> Under the National Electricity Law (section 28M), where forecasts are provided in response to a regulatory information notice, the
notice may require that any information provided (including expenditure forecasts) be verified by way of statutory declaration from an
officer of the regulated business. In practice, the AER often requires a statutory declaration confirming that all information provided
is true and accurate, and can be relied upon by the AER in making its subsequent determination. Severe penalties apply for making
a false declaration

® Re GasNet Australia (Operations) Pty Ltd [2003] ACompT 6, at [29].
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guided discretion (commonly referred to as a ‘fit-for-purpose’ model) in recognition of the principles
articulated in GasNet. The AEMC stated:’

Under the Revenue Rule, the AER is required to exercise judgement in deciding whether it is satisfied that the
forecasts reflect the specified criteria, having regard to the specified factors. However, the exercise of that
judgement is constrained and guided by the need to be satisfied as to the efficiency and prudency of the
forecast and that cost forecasts reflect realistic expectations. In exercising its judgement the AER must also
have regard to the information provided in the TNSPs proposal and the other evidentiary considerations
specified in the Rule. That is, the AER is not at large in being able to reject the TNSPs forecast and replace it
with its own. It must also provide reasons in terms of the decision criteria and the factors for both a rejection of
the forecasts and their replacement with forecasts that it considers do meet the requirements of the Rule.

Specific legal advice relating to the issue of whether the AER bore any unique ‘evidentiary burden’ in
acting under the proposed Chapter 6A rules was sought and released during the determination process.
This advice, led by Neil Williams SC, concluded that the AER could not usefully be concluded to bear
such an evidentiary burden under the rules proposed by the AEMC, and dealt comprehensively with
many of the arguments now effectively re-raised by the AER following the initial period of operation of the
regulatory regime.

The AER now appears to be suggesting that the AEMC should depart from the principle articulated by the
Tribunal in GasNet and reflected in the AEMC'’s drafting of the current rules. The “problem” identified by
the AER with the current drafting of the NER is that it does not allow determination of the “best” estimate
and only allows an assessment of whether forecast expenditure is prudent and efficient. The ENA
considers that this is not a problem with the current drafting of the NER, but rather an important feature of
good regulatory design.

This is because the Rules aim to complement other incentives on businesses to address the information
asymmetry problem and provide reasonable well based proposals. These other measures include sign
off by Board members on the assumptions underpinning the expenditure forecasts, the need to meet the
AER’s information provision guidelines in order to have a conforming revenue cap application, and the
importance of providing all supporting information so that it can be considered at merits review. Of crucial
practical importance are concerns about putting the AER ‘at large’ should it reject a proposal. This is
specifically intended to provide the relevant businesses with comprehensive proposed expenditure
forecasts supported by sufficient information to allow the AER to accept the proposal as reasonably
reflecting the expenditure criteria in the Rules. These criteria, in turn, promote efficient and prudent
proposals.

The other important consideration is that if there is an overestimate that is accepted it is the actual
expenditures during the period that feed into the base levels of expenditure considered at the subsequent
reset. This effectively reveals the true costs of the businesses and requires compelling arguments to
demonstrate that this does not reasonably reflect future costs. At this stage it is too soon to be able to
assess the effectiveness of this aspect of the current regime as no business has completed a 5 year
cycle.

The key problem that is sought to be identified by the AER with the *fit-for-purpose’ model is that it offers
scope for “strategic forecasting” by TNSPs and DNSPs, which has resulted in upwardly biased
expenditure allowances. The ENA notes, however, that this issue was considered in some detail by the
AEMC in its Rule Determination establishing chapter 6A and addressed in the drafting of the NER.
Recognising the potential for such strategic behaviour in any regulatory process, the AEMC incorporate a
number of design features which collectively serve as important safeguards. In particular, the AEMC

" AEMC, Rule Determination: National Electricity Amendment (Economic Regulation of Transmission Services) Rule 2006 No. 18,
16 November 2006, p 53.
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designed chapter 6A to provide maximum incentives for full and frank disclosure of cost information by
NSPs, allowing the AER to carefully interrogate each element of the expenditure proposal. The AEMC
noted:®

Turning to the Expert Panel’s concern about incentives for strategic behaviour, such incentives are a reality in
a regulatory process the purpose of which is to determine the future revenue and prices of regulated
businesses and thus their future profitability and shareholder value. In this situation, regulated businesses will
have an incentive to ‘talk up’ the forecasts of expenditure required to provide the service under any decision
criterion.

However, the Commission considers that the decision making process and criteria specified in the Proposed
Rule and maintained in the Draft Rule for assessing expenditure forecasts provide the regulator with sufficient
powers and safeguards to be able to achieve regulatory outcomes that are not overly distorted by strategic
behaviour on the part of TNSPs.

In particular, the AER’s capacity to deal with exaggerated proposals will be strengthened by the requirement
for the TNSPs to make a complete proposal (in conformity with AER guidelines) including information and
evidence consistent with the assessment criteria in support of their expenditure forecasts. The Commission
also considers that the decision making process to be followed by the AER in assessing the expenditure
forecasts is more likely to provide an incentive to submit well documented and supported expenditure
forecasts rather than to submit forecasts that are grossly exaggerated.

The ENA considers that the framework for assessment of expenditure forecasts has operated in a robust
manner. NSPs have responded to the embedded incentives for full disclosure of cost information,
resulting in highly detailed proposals being submitted for the AER’s consideration and assessment. The
AER has also utilised its information gathering powers under the NEL to collect any relevant cost
information not provided voluntarily by NSPs.” Full disclosure by NSPs has significantly mitigated
information asymmetries and allowed the AER the confidence to approve and endorse significant forward
program of capital and operating expenditure of over $55 billion over the current regulatory periods.

With all relevant information before it, the AER has had ample opportunity to interrogate the efficiency
and prudency of proposed expenditure. In all of its determinations, the AER’s assessment of submitted
information has resulted in it rejecting the NSPs total forecast expenditure and replacing it with its own
expenditure forecast. The AER’s substituted expenditure forecasts have been up to 30% below those
proposed by the NSPs. In its most recent electricity distribution determination, the AER reduced gross
capital expenditure across the five Victorian businesses by 15% or $900 million over 5 years, with the
most significant reductions applying to Citipower, Powercor and Jemena Electricity Networks (Figure Jo

8 AEMC, Draft Rule Determination: Draft National Electricity Amendment (Economic Regulation of Transmission Services) Rule
2006, 26 July 2006, p 52.

® Under Division 4 of Part 3 of the NEL, the AER may issue regulatory information notices to NSPs requiring production of such
information as the AER considers necessary for the performance or exercise of its functions or powers under NEL or the NER.

19 AER, Final decision: Victorian electricity distribution network service providers distribution determination 2011-2015, October
2010.
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Figure 8 — Forecast capital expenditure for Victorian DNSPs 2011-2016
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The ENA rejects the assertion that NSPs have engaged in “strategic forecasting” and notes that there has
been no significant empirical evidence of this presented by the AER. As noted above, in all cases the
AER has rejected the NSP’s expenditure forecasts and has substituted its own. In the case of the four
TNSP determinations, there is no contention by the AER that there are restrictions in the Chapter 6A
Rules which have prevented it from substituting its own view of the expenditure which it considers
reasonably reflects the expenditure criteria. Indeed, it is clear from the quote above that the AEMC
considered that this ability for the AER to substitute its own expenditure forecast as being a key incentive
on the TNSP’s not to submit inflated forecasts. It cannot therefore be the case that the AER has been
forced to accept expenditure forecasts which it considers to be ‘systemically inflated’ for the TNSPs.
Rather, the AER has rejected the business’ forecasts and has been free to substitute its own which is in
compliance with the relevant rules. It is notable, for example, that the AER has not identified lack of
discretion as a barrier to substitute its preferred capital and operating forecast in any network pricing
decision prior to lodging its rule change application.

In the case of the DNSPs, the AER’s contention is that it has been restricted under the Chapter 6 rules to
only making adjustments to bring the expenditure forecasts back to the top of the possible range.
However the evidence shows that in making adjustments to particular expenditure categories for the
DNSPs, the AER has not in general included any discussion of potential ranges. Indeed, where it has
discussed ranges the AER has been explicit about adopting the mid-point of the potential range of
forecasts, rather than the upper bound.™ In other cases, the AER has set individual cost forecasts at zero

1 see for example AER (2009) New South Wales distribution determination 2009-10 to 2013-14, Final Decision, 28 April 2009, p.
172 and p. 138.
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due to what it regarded as a lack of supporting information to support proposed expenditure, and had this
approach upheld by the merits review body.

The mere fact that expenditure allowances have generally increased from previous periods is not
evidence of strategic forecasting or any other problem with the NER. As the AER notes, increases in
expenditure allowances have been driven by various factors, including the need to replace ageing assets
and meet increased peak demand, growing customer connections and higher reliability standards.*> The
ENA notes that Australia is not alone in facing higher network costs as a result of these factors — in the
UK where there has been no significant change in the regulatory regime, Ofgem has recently approved
large increases in expenditure allowances (See Figure 9), resulting in real increases in network charges
of up to 11% per annum in some areas (69% increase over a 5-year period).™

Figure 9 — Real capital expenditure increases for UK electricity distribution (Ofgem allowed)
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2009.

4.1.1.2 Limitations on AER power to amend or substitute forecasts (Chapter 6 only)

The second issue identified by the AER relates to the process it must undertake to amend or substitute
an alternative forecast for DNSPs under Chapter 6, in the event that it finds that the DNSP proposal does
not meet the expenditure criteria.

2 AER Rule Change Proposal, p 6.

3 The most significant network price increases have been approved for SP Manweb (11.1% per annum over 5 years). On average
across the UK, capital expenditure will be 32% higher in real terms in the 2010-2015 period, compared to the 2005-2010 period
and network prices will increase by 5.6% per annum (31% over 5 years) in real terms. See: Ofgem, Electricity Distribution
Price Control Review Final Proposals — Allowed Revenues and Financial Issues, December 2009.
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The AER claims that Chapter 6 as currently drafted locks the AER into forming a substitute proposal on
the same basis as that adopted by the DNSP. This is claimed to result in the AER bring ‘driven’ to
undertake a “line by line assessment” of the DNSP’s regulatory proposal and precludes the use of other
assessment techniques such as benchmarking, or consideration of factors such as the deliverability of
expenditure. The AER suggests that a line-by-line approach to determining forecast expenditure
undermines NSP incentives to pursue the most efficient project mix.*

The issue of whether the AER is restricted under Chapter 6 to using the same methodology as the DNSP
in forming any substitute expenditure forecast is one which has been explicitly considered by the
Australian Competition Tribunal in the EnergyAustralia and Others matter."> Moreover, in its submission
to the Tribunal, the AER argued in support of an interpretation of Chapter 6 which did not restrict it to
forming a substitute on the same basis as that adopted by the DNSP.'® This argument is precisely the
opposite to the one which the AER has now advanced in its Rule Change Proposal. The ENA notes that
the Tribunal’s determination upheld the AER’s view that it was permitted under 6.12.3(f) to reject the
DNSP’s entire methodological approach and adopt some other approach.

Notwithstanding the above, the ENA does not consider it to be a problem if the AER is required to
conduct a careful review of each NSP’s proposal, including a line-by-line review of expenditure forecasts.
Indeed, it appears to have been the intention of the AEMC that the AER be provided with sufficiently
detailed information by NSPs in order to facilitate such a careful review. As noted above, incentivising
greater information disclosure and facilitating close review by the AER was seen by the AEMC as a
means of minimising the risk of strategic forecasting by NSPs. The ENA also notes that the AER has
opted to use the same line-by-line approach to assessing and substituting expenditure forecasts for each
of its determinations for the TNSPs. There is no contention by the AER that it is restricted by the Chapter
6A rules to taking this approach.

A line-by-line assessment of the NSP’s proposal should be necessary for the AER to form a view as to
whether proposed expenditure is prudent and efficient. However, the ENA acknowledges that this may
not always be sufficient for the AER to assess prudency and efficiency, and that other tools may be
needed in addition to the line-by-line assessment. Therefore the ENA agrees with the AER that a focus
on line-by-line analysis should not be to the exclusion of other assessment tools such as benchmarking
and consideration of the deliverability of expenditure.

However, an examination of the evidence provided by the AER’s determinations for the DNSPs under
Chapter 6 to date does not support the AER’s contention that its examination of expenditure forecasts
has in practice been restricted by the NER:

o In practice the AER has adopted benchmarking in several of its determinations for the DNSPs.
Moreover, where the AER has commented that it has not been able to utilise benchmarking in a
particular determination, it has identified the lack of available data as the reason for this restriction,
rather than any restrictions in the NER. In some cases, the AER has used benchmarking as a
‘sense check’ rather than a;)rimary source of information, in recognition of these data and
methodological Iimitations;1

) The AER has explicitly considered the deliverability of capital expenditure in all of its
determinations for the DNSPs; and

1 AER Rule Change Proposal, p 30.
15 Application by EnergyAustralia [2009] A CompT 8.
16 AER, Submission to Australian Competition Tribunal relating to EnergyAustralia [2009] A CompT 8.

Y Eor example: AER, Final decision: South Australia distribution determination 2010-11 to 2014-15, May 2010, Appendix | (pp 357
- 370).
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o The AER has adjusted DNSP’s capital expenditure for projects which have not been reviewed in
detail, on the basis of the sample of projects that have been examined in detail. The AER’s claim
that under a line-by-line approach a portion of projects ‘will inevitably escape regulatory scrutiny’
does not therefore mean that the AER has been unable to make any adjustments to DNSP’s
expenditure forecasts for these projects.

Further, the ENA does not agree that a line-by-line approach to determining forecast expenditure
undermines NSP incentives for efficiency, as claimed by the AER. Once an expenditure allowance has
been established by the AER, NSPs are not confined to spending each component or line item that
makes up that allowance. NSPs are free to seek out efficiencies and alter their spending mix accordingly
and indeed they face strong incentives to do so. Therefore the way in which the expenditure allowance is
determined has no impact whatsoever on incentives for efficiency.

4.1.2 Do the proposed rule changes appropriately balance prescription and
discretion?

For the reasons set out in the previous section, the ENA considers that the NER as currently drafted
strikes an appropriate balance between prescription and discretion. The existing framework allows the
AER to assess expenditure proposals and make adjustments as appropriate in order to ensure prudency
and efficiency. In making this assessment, the AER may have regard to a range of factors, and is not
limited to what is contained in the NSP’s proposal.

The AER’s rule change proposal seeks a significant expansion of its discretion. The AER considers that
it should be able to determine rather than accept or not accept/substitute and that in doing so it should not
be required to start from the NSP proposal. Whilst the AER suggests that it would go through a similar
process of reviewing the NSP’s proposal and making an assessment, the rule change that it proposes
removes all requirements for it to have regard to the NSP’s proposal. The AER’s rule change would
leave it at large to determine what it considers to be efficient costs, having regard to any factors that it
considers relevant, which may or may not include the NSP proposal.

The AER’s proposal would endow it with an unacceptable level of discretion and create risk of significant
regulatory error. If the AER is to determine forecasts without regard to the NSP’s proposal or starting
from some other unrelated point, it is likely that forecasts will depart significantly from actual expenditure
needs. Itis the NSP, not the AER, which best understands the forward-looking expenditure needs of the
business and the way in which these needs will be affected by various technical, demand and climatic
factors. Accordingly, the AER must be required to start from the NSP’s proposal and only make
adjustments necessary to ensure prudency and efficiency.

4.1.3 Could the AER’s objectives be achieved through existing discretions?

The AER appears to have two key objectives underpinning its rule change proposals in respect of
expenditure approval processes:

1. increasing its discretion to determine what is efficient expenditure, rather than being required to
accept forecasts that meet prudency and efficiency requirements; and

2. increasing its discretion to determine an appropriate forecast in circumstances where it is not
satisfied with the NSP forecast, without being required to start from the NSP’s forecast and only
make minimum necessary adjustments.

The ENA agrees that the AER cannot achieve the first of these objectives under the NER as currently
drafted. However for the reasons set out in Section 2.1, the ENA does not consider this limitation on the
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AER’s discretion to be a problem with the current drafting, but rather a deliberate and important feature of
the regulatory design.

In respect of the second objective, the AER’s complaint that the current framework excludes a wider
range of assessment techniques is not supported by the evidence from its determinations over the last
five years. Whilst the AER is required to start from the network business’s proposal in developing a
substitute forecast, it may take into account a wide range of factors in assessing the prudency and
efficiency of the NSP proposal. These include:*®

e benchmark expenditure that would be incurred by an efficient network;
o relative prices of capital and operating inputs; and

e any analysis undertaken by the AER of the network business’s proposal and/or extrinsic
information.

Within this existing framework, the AER may employ various “top-down” techniques to determine whether
a NSP’s proposal reflects efficient costs, and if not, what adjustments may be necessary to ensure that it
does. The AER has in practice employed these techniques, including the use of benchmarking™ and also
its in-house ‘repex’ model.?’ Therefore the ENA does not agree that an expansion of existing discretion is
needed to allow a broader analysis by the AER.

4.1.4 Are there more preferable solutions?

The ENA does not consider that any of the ‘problems’ identified by the AER are in fact borne out by the
available evidence provided in this submission or the independent Joint Expert Report - Assessment of
the AER’s Rule Change Proposal for Forecast Expenditure (Attachment C) which has reviewed this issue
closely.

In ENA’s view the intent of the AEMC and MCE was to establish expenditure forecast criteria and
supporting rules which promoted soundly and well-based regulatory proposals. The empirical evidence
from the AER’s own practice appears to demonstrate that this has been achieved, without an
inappropriate restriction to the AER'’s capacity to amend and substitute forecast expenditures where
required for the regulatory proposal to comply with the rules framework.

The ENA invites the AEMC to review the evidence on this matter closely prior to any action. If the AEMC
does consider that there is strong evidence that the intent of the Rules was not carried forward effectively
into the text of the Rules, ENA would be keen to work with the Commission to consider and review
drafting options available to address this.

8 NER, clause 6.5.6(e), 6.5.7(e), 6A.6.6(e), 6A.6.7(€).
¥ ror example: AER, Final decision: South Australia distribution determination 2010-11 to 2014-15, May 2010, Appendix I.

2 The repex model was developed for the AER in 2009 by Nuttall Consulting and it forecasts replacement capex needs at an
‘aggregate level’ using age as a proxy for the range of factors that drive individual asset replacements. The AER used the
repex model outputs in formulating the AER’s alternative forecasts of reliability and quality maintained (RQM) capex, in the
case of the Victorian DNSPs. See AER (2010), Victorian Electricity Distribution Network Service Providers Distribution
Determination 2011-2015, Final Decision, October 2010, p. 426.
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4.2 Capital expenditure incentive framework

4.2.1 The problem identified by the AER

The AER identifies potential deficiencies in the incentive framework for capital expenditure in Chapters 6

and 6A of the NER. The AER says that the current rules may not provide sufficiently strong incentives to

ensure that only efficient investment occurs, and that this is particularly an issue where the regulated cost
of capital is higher than the NSP’s actual cost of capital.

The ENA agrees that the capital expenditure incentive framework could be improved. Whilst NSPs
currently face consistent incentives to improve operating efficiency through the application of the
efficiency benefit sharing scheme (EBSS) to operating expenditure, there is not the same continuity of
incentives for capital expenditure. Since there is currently no equivalent of the EBSS for capital
expenditure, NSPs generally face stronger incentives to reduce capital expenditure earlier in the
regulatory period and weaker incentives towards the end of the period. This can create unintended
financial incentives for inefficient delay or ‘back-loading’ of capital expenditure.

However, it is incorrect for the AER to claim that this issue is accentuated by any current (i.e. “spot rate”)
difference between the regulated cost of capital and the NSP’s ‘actual’ cost of capital. In order for any
current difference between the regulatory WACC and the “true” cost of capital to affect NSPs’ expenditure
decisions, NSPs would need to believe that the gap would continue into the foreseeable future. However,
NSPs cannot foresee how the rate of return will be set in future periods and accordingly any current
difference between the regulatory and true costs of capital would be unlikely to bear on current capital
expenditure decisions.

As is noted elsewhere, a characteristic of setting the regulatory WACC that is based on the “spot” rate for
the cost of debt is that there will be a divergence between the regulatory allowance for debt financing at
any point in time, but no reason to believe that there will be a systematic difference between the two over
time. We also observe that the AER’s (unproven) assumption that the current regulatory rate of return is
above the true rate focuses only on the cost of debt element of the WACC. Substantial evidence has
been presented to the AER over recent years that the global financial crisis and the ongoing turmoil has
raised the cost of equity materially, but this largely has been ignored (the half a percentage point the AER
added to the market risk premium being a small part of the adjustment that was justified). Evaluated
holistically, it is equally plausible that the regulatory WACCs present in recent determinations sit below
the true WACC.

Accordingly, we rework the AER’s analysis below. The AER’s analysis in Figure 6.2 assumes that the
NSP can perfectly foresee the relationship between the regulated and actual cost of capital over the life of
the asset (assumed to be 40 years), and that its prior knowledge of this relationship will affect incentives
for current capital expenditure. In reality, whilst the NSP may have some knowledge of its actual cost of
capital going forward it does not have perfect foresight of future regulated returns. Since there is no
reason to expect any systematic bias in regulated returns, the NSP can only expect a regulated return
roughly equal to its actual cost of capital over the life of the asset.

Figure 10 below is a reworking of the AER’s Figure 6.2, with the actual cost of capital fixed (at 11 per
cent) and the regulated return allowed to vary — since there can be no expectation of either a higher or
lower regulated return over the life of the asset, the power of the incentive for the NSP will simply be as
per the red line (i.e. assuming a regulated return roughly equal to the actual cost of capital).
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Figure 10 — Strength of incentives under different regulatory assumptions

50%

N

40%

30%

=== Regulated WACC = 10

20%
== Regulated WACC =11

Incentive power

Regulated WACC =12

10% \

0%

-10%

Regulatory year in which overspend occurs

Notes: Assumes 40 year asset life, actual depreciation. Negative values indicate a possible incentive to over-spend relative to the
benchmark

Since current relativities between the regulated and actual rate of return are unlikely to have a bearing on
capital expenditure incentives, it is unhelpful to conflate the two issues as the AER has done.

The claim that network businesses have systematic incentives to overspend on capital costs also appears
to be in significant tension with claims made elsewhere in the AER'’s rule change proposal that the
dominant incentives facing network businesses are to inflate initial cost forecasts. If this hypothesis was
correct, this would suggest any incentive would be to underspend relative to forecast benchmarks. The
contradictory nature of these two sets of incentives do not appear to be reconciled as part of the AER’s
proposal.

The remainder of this section therefore focuses on ways in which the capital expenditure framework can
be improved, leaving aside issues associated with the rate of return. The AER’s separate concerns
regarding the rate of return framework are dealt with in the remainder of Section 4.

4.2.2 Do the proposed rule changes appropriately balance prescription and
discretion?

The AER’s proposed solution is to hardwire a new capital expenditure incentive mechanism into the NER.

The ENA submits that this proposal is unnecessarily prescriptive and may ultimately fail to promote the
AER'’s objectives.
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The AER’s proposed incentive mechanism would require it to adjust the RAB at the beginning of each
regulatory period for the lesser of:

e actual capital expenditure in the previous period; and

e approved capital expenditure for the previous period plus 60% of any capital overspend in that
period.

The practical effect of this mechanism would be that any actual capital expenditure would only be rolled in
cases where there is any under-spend, but where there is over-spend the AER would roll in the approved
amount plus a portion of the over-spend.

The AER would be required to apply this scheme at each price reset and any change in the scheme
would need to be approved by the AEMC as a rule change. This is in contrast to the EBSS for operating
expenditure which was developed by the AER in consultation with industry (and in compliance with
guidelines in the NER) and may be amended by the AER as needs be, consistent with guiding principles
set out in the Rules.”

The Joint Report — Design of Capital Expenditure Incentive Arrangements (Attachment B) on this matter
notes that it is inappropriate for the Rules to hard-wire approaches where refinement may be required
over time and where important matters of technical detail need to be considered. It also observes that it is
likewise inappropriate to hard-wire schemes into the Rules where details of the scheme should be
permitted to vary across NSPs. With respect to a capital expenditure incentive scheme, it is concluded on
both of these grounds that a capital expenditure scheme should follow the approach taken for the
operating expenditure and service target performance incentive schemes and be developed through an
AER guideline and further applied in the context of each business. In particular, it is noted that:

e There are a number of important issues of detail that must be addressed to put in place a
well-functioning capital expenditure incentive scheme, and that much of the apparent simplicity of
the AER scheme stems from the AER having not considered the matter in sufficient depth;

e An argument could be made for aspects of the capital expenditure incentive scheme varying
across NSPs or at least between the different sectors — the incentive power in particular is
identified as a matter that need not be hard-wired for all NSPs (covering both distribution and
transmission).

Aside from the prescriptive nature of this proposal, the ENA considers that it is ill-conceived and will not
achieve its stated objectives. Simply applying a flat 40% discount on any overspend will not provide a
consistent incentive across the regulatory period. Where an NSP needs to incur over-spend during a
regulatory period, it will still face incentives to defer this to the end of the period in order to minimise the
extent of unrecoverable financing costs. Therefore whilst the proposed scheme may improve incentives
to minimise over-spend generally, it will have the potential to do so at the cost of incentives for efficient
timing of capital expenditure.

The asymmetric nature of the proposed incentive may also undermine its effectiveness. Since the 40%
discount is only applied to over-spend and a symmetric premium does not apply to under-spend, the NSP
will face different incentives for efficiency depending whether it expects to under- or over-spend over the
course of the regulatory period. If the NSP expects to under-spend, it will face the same incentives as at
present, thus not fixing the issues the AER has identified.

A further issue arises from related rule changes intended to ameliorate the potential for this rule to lead to
the deferral of demonstrably prudent and efficient expenditure. Specifically, the proposals relating to

2 NER, clause 6.5.8.
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capital expenditure re-openers and contingent projects may be workable for large discrete projects, but
are unlikely to prove as workable for demand or customer-driven capital expenditure.

4.2.3 Could the AER’s objectives be achieved through existing discretions?

The AER already has discretion under Chapter 6 of the NER to develop an EBSS with application to
capital expenditure for distribution. Under clause 6.5.8 of the NER, the AER must develop an EBSS
applying to operating expenditure and an EBSS may also apply to capital expenditure.

Subject to the comments below, the ENA considers that this existing discretion should be used by the
AER to develop an EBSS for capital expenditure, rather than a scheme being hardwired into the NER as
is being proposed. Use of this existing discretion would result in a more effective scheme being
developed, as the AER would need to have regard to factors set out in the rules designed to guide the
operation of such a scheme (including the need to provide a continuous incentive) and would be required
to consult with industry on development of the scheme.

The ENA notes that this discretion does not currently exist under Chapter 6A. In the following section it is
proposed that this discretion be extended to Chapter 6A. In addressing the issues the AER has raised,
and before the scheme is extended to transmission, the network sector considers that it is important for
the AEMC to take the opportunity presented by the rule change application in this area to review the
quality of the guidance that currently exists in relation to efficiency benefit sharing schemes in Chapters 6
and 6A. This is discussed further below.

4.2.4 Are there more preferable solutions?

Instead of hardwiring an incentive scheme into the NER, the ENA proposes that the AER be given
discretion to develop a scheme in accordance with the NER consultation procedures. As noted above,
the AER already has this discretion under Chapter 6, but not under Chapter 6A. Subject to the comments
below, extending the discretion to Chapter 6A would involve a relatively simple amendment to clause
6A.6.5, to insert an equivalent to clause 6.5.8(b).

However, at the same time and given this potential expansion of these clauses, it is appropriate for the
AEMC to review the guidance that is provided to the AER under the existing EBSS provisions to ensure
that this directs the AER to consider all relevant matters and that appropriate safeguards exist. The Joint
Expert Report has considered this matter and has concluded that while the current guidance is broadly
appropriate, material matters are omitted, which include a requirement for the AER:

e explicitly to consider the ‘incentive power’ of the scheme;
e to have regard to the combined effect of all other incentive schemes and regulatory obligations;

e to consider measures to address the risk under the scheme associated with exogenous events,
including to allow for such events in the calculation of efficiency gains/losses and/or to set
quantitative limits to the outcomes under the scheme.

As noted above these matters are potentially complex and the ENA is still giving consideration to the
principles that ought to apply in development of incentive schemes for capital expenditure. Whilst the
Joint Expert Report provides some initial guidance on relevant economic principles, further consideration
needs to be given to how such principles are to be codified and taken into account in the development of
new schemes. One particularly important consideration in this regard will be the possible differentiation of
schemes as between classes of NSPs to take account of differences in the nature of capital investments
and different service standards applying to DNSPs and TNSPs. The ENA would welcome further
consultation on the development of these principles.
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4.3 Use of actual or forecast depreciation

Under Chapter 6 of the National Electricity Rules the AER has flexibility to adopt either actual or forecast
depreciation for rolling forward the regulatory asset base for DNSPs. However, chapter 6A requires the
AER to use actual depreciation for TNSPs. The AER has proposed to remove the reference to actual
depreciation from chapter 6A to provide itself with discretion to adopt either forecast or actual
depreciation for TNSPs.

4.3.1 The problem identified by the AER

The actual depreciation approach has been consistently applied by the AER for regulation of TNSPs and
DNSPs to strengthen the capital expenditure incentive framework. This is because application of actual
depreciation increases incentives for network businesses to incur efficiencies in capital expenditure.

Under the actual depreciation approach, if business underspends or overspends the expenditure
allowance, the depreciation adjustment to the capital base will be recalculated to reflect the difference
between actual and forecast capital expenditure. In a case in which business spends less than it was
allowed by the regulator, less depreciation will be removed from the capital base than the funds that were
recovered during the regulatory period. In a case of exceeding regulatory allowance the reverse is true
and the business will incur a symmetrical loss. On the other hand, the forecast depreciation has a neutral
effect on the capital expenditure incentives because depreciation adjustment will be the same regardless
of the actual expenditure outcome.

Therefore, choice between actual and forecast depreciation is linked to the considerations whether
depreciation should form a part of capital expenditure incentive framework or not. When considering an
appropriate depreciation approach, it is important to assess the factors that are likely to drive the
difference between actual and forecast capital expenditure. As it was outlined by the AER in its rule
change application, the use of actual depreciation is not suitable when these differences are likely to be
driven by uncontrollable factors of differed investment rather than efficiency improvements. Under such
circumstances forecast depreciation would be more appropriate.

4.3.2 Do the proposed rule changes appropriately balance prescription and
discretion?

AEMC raised a concern during 2006 transmission review that if depreciation was excluded from capital
expenditure incentive framework, then there would be misbalance between relatively low powered capital
expenditure incentives and relatively high powered operating expenditure incentives, which may distort
TNSP’s use of inputs. This led the AEMC to increase capital expenditure incentives for electricity
transmission networks by including depreciation in the incentive framework (current drafting of chapter
6A).

Considering that under certain circumstances the use of forecast depreciation is preferable, there is a
scope for improving the depreciation provisions of current transmission rules by giving the AER discretion
to adopt either actual or forecast depreciation for electricity transmission networks. In addition, there is no
evidence from operation of gas businesses, where forecast depreciation is typically adopted, that
exclusion of depreciation from incentive framework leads to inefficient substitution of operating inputs in
favour of capital inputs.

4.3.3 Could the AER’s objectives be achieved through existing discretions?

Current rules preclude the AER from adopting forecast depreciation for electricity transmission networks.
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4.3.4 Are there more preferable solutions?

The proposed Rule Change intends to provide the AER with the discretion to adopt either actual or
forecast depreciation for rolling forward the regulatory asset base for TNSPs, making chapter 6A
consistent with chapter 6 that applies to DNSPs. There seems to be no compelling need for divergent
approaches between electricity distribution and transmission. In ENA’s view there ought to be a capacity
to tailor the strength of incentives in a particular price review context, rather than on a sector-wide basis.
In this regard it is recommended to adopt the provision S6A.2.1 (f) (5) and 6A.6.3 (b) (3) as drafted by the
AER.
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4.4 Introduction of new incentive schemes

The AER proposed amendments to Chapter 6 and Chapter 6A to allow it to introduce new efficiency
schemes subject to specified principles. The amendments are also proposed to Chapter 6A in relation to
the requirement that the AER must develop efficiency benefit sharing scheme (EBSS) and service target
performance incentive scheme (STPIS) to align it with the arrangements that currently apply under
Chapter 6 where application of any given scheme is optional.

4.4.1 The problem identified by the AER

The AER proposes that it should be provided with discretion to introduce new incentive schemes under
the NER. Under the existing rules the AER cannot develop and implement incentives schemes other than
those specified in relevant provisions of NER. In order to introduce a new incentive scheme the AER
would need to initiate a rule change and a formal rule change process will need to be conducted. In its
rule change application the AER expressed a view that such regulatory arrangements are not cost and
time effective, in particular, considering constantly evolving nature of regulatory practice.

The ENA does not agree that there is a problem with the existing regulatory arrangements in relation to
introduction of new incentive schemes. The clear advantage of the formal rule change process is that the
introduction of any new incentive scheme would be tested against National Electricity Law objectives as
well as undergo public scrutiny, unlike the AER’s proposed arrangements. It is considered that rule
changes proposed by the AER will not achieve the identified objective in a context of current design of
regulatory framework unless they are bounded by sufficient guidance in the rules. Rather, by opening a
significant area for what might be regarded as quasi-rule making activities by the AER, the rule change
application appears to consider that the deliberate boundary established by existing policy determinations
by the MCE is central to a claimed problem in regime design.

4.4.2 Do the proposed rule changes appropriately balance prescription and
discretion?

The existing regulatory regime is designed to ensure stability and predictability of regulatory outcomes by
providing prescription for some elements of regulatory framework and retaining guided discretion where it
is required. The proposed rule change represents a departure from the current market governance and
policy design by opening up a significant gap between the level of guidance and discretion applicable to
the AER in designing and implementing different incentive schemes.

It is understood that the rules should give the AER some flexibility in order to allow regulatory practice to
evolve; however, it is important to recognise that where the rules give the AER discretion they also should
specify criteria as to how the AER should apply this discretion. In ENA’s view, the AER’s proposed rule
changes are not consistent with good regulatory practice because they will impose significant uncertainty
around the scope of future potential incentive schemes, with no significant offsetting benefits being
identified.

4.4.3 Could the AER’s objectives be achieved through existing discretions?

The AER currently has the power to introduce operating expenditure incentive schemes and capital
expenditure incentive scheme under Chapter 6. The AER have not previously exercised its power to
introduce a capital expenditure incentive scheme. Under Chapter 6A, the AER only has the power to
develop an incentive scheme for operating expenditure. There are no equivalent provisions allowing the
AER to introduce a capital expenditure incentive scheme for TNSPs.

The AER can not introduce any other incentive schemes under the NER, which ENA considers to be an
appropriate regulatory design.
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4.4.4 Are there more preferable solutions?

The ENA considers that introduction of any new incentive scheme should be conducted in a formal rule
change process, consistent with current regulatory design principles. The AER already has power to
introduce capital and operating expenditure incentive schemes under chapter 6. It is recommended to
extend Chapter 6 provisions that permit the AER to develop incentive scheme for both operating and
capital expenditure to Chapter 6A.

The ENA further notes that giving the AER broad discretion to introduce new incentive schemes under
the NER is undesirable. However, in a case in which such discretion may be provided to the AER,
improved guidance will be required to ensure that the development of incentive schemes take into
account such issues as consistency with national access and pricing principles and revenue impact on
regulatory risk.

The AER proposal to amend the Chapter 6A requirement that the AER must develop EBSS and STPIS to

align it with the arrangements that currently apply under chapter 6 where application of any given scheme
is optional is supported in principle.
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45 Treatment of shared assets

4.5.1 The problem identified by the AER

The AER considers that current rules do not allow making a revenue adjustment where the standard
control assets are used to earn non-regulated revenue, precluding consumers from sharing the benefits
with DNSPs. The use of shared assets for the provision of unregulated services has been relatively
immaterial to date, however it is likely to change a view of recent and expected NBN activities.

The ENA does agree that the rules should recognise that the assets included in the regulatory asset base
can be used in provision of services other than standard control services. However, the ENA considers
that the AER’s proposed changes are not warranted. Rather, the desired policy goal can be achieved by
introducing modest changes to existing NER provisions without the addition of prescription and, thus,
minimise the impact of the changes on regulatory risk.

4.5.2 Do the proposed rule changes appropriately balance prescription and
discretion?

The ENA considers that the AER proposed rule changes do not provide a right balance between
discretion and prescription.

The proposed rules are considered to be too prescriptive and will not deal with the identified issue
appropriately. In particular, the proposed rules will not provide required flexibility to recognise
jurisdictional differences that currently exist due to the fact that shared assets have historically been
treated differently by the DNSPs and their State and Territory regulators. ENA is also concerned about
writing into the rules a methodology that has not been tested in practice and can arguably expose DNSPs
to greater regulatory risk as well as discourage DNSPs to invest in non-regulated activities.

4.5.3 Could the AER’s objectives be achieved through existing discretions?

The ENA agrees that the AER can not achieve desirable outcomes under the existing rules. While the
cost allocation method (CAM) can be applied to non-distribution services, it does not resolve an issue in
relation to the assets included in the regulatory asset base.

In this regard the ENA considers that there is scope for addressing this issue through this rule change
process. However, the ENA considers that the AER proposal in relation to shared assets will not promote
an efficient outcome for DNSPs and there is an alternative approach that can better achieve an identified
objective.

4.5.5 Arethere more preferable solutions?

The ENA considers that the issue in relation to treatment of shared assets can be better addressed by
allowing the regulatory asset base to be used for services other than standard control. To implement this
change the amendment to the clause 6.5.1 (a) will be required. The appropriate sharing method can be
developed at the time of individual regulatory determinations. The current NER provision (Clause 6.8.1 (b)
(5)) already allows the AER to consult on issues that it considers appropriate at the framework and
approach stage.

The ENA emphasises that there are societal benefits associated with the advancement of unregulated
services that share regulated assets, and as such businesses should be allowed to efficiently grow
unregulated activities without the imposition of excessive regulatory oversight mechanisms. In addition,
the better utilisation of regulated assets results in savings over time for electricity customers, which
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enhances the NEO. The ENA considers that, if any form of sharing mechanism is to be applied to
DNSPs, then the following principles must apply:

¢  Meaningful incentives should be maintained for DNSPs to engage in appropriate profitable
activities that utilise shared standard control service assets;

e The extent of sharing the benefits derived from the use of shared assets to generate revenue
from non-regulated activities should take into account the risks associated with undertaking these
activities.

e Any adjustment for the benefits derived from the use of standard control service assets in
provision of other than standard control services should be subject to positive commercial
outcome having been achieved; and

¢ Regulatory oversight should not be imposed unless the benefits derived from use of shared
assets in non-regulated activities materially exceed the cost of this oversight.

In addition, the ENA considers that existing operational differences in jurisdictions should be recognised

through appropriate transitional arrangements to ensure that existing contractual arrangements are
managed appropriately.
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46 Determination of rate of return

This section of the submission addresses those AER rule change proposals that concern the framework
for determining the rate of return to be applied in electricity network and gas pipeline price determinations
under the NER and NGR. The AER proposals in respect of the NER and NGR are premised on similar
contentions and this submission addresses the questions set out by the AEMC in relation to them both.

This section also addresses the rule change proposed by the EURCC. This section is similarly structured
by reference to the AEMC'’s themes.

The attached Joint Report — Assessment of AER’s Proposed WACC Framework (Attachment A) also
provides a more detailed examination of the rule proposal as submitted.

4.6.1 The problem identified by the AER
The AER’s reasoning for changing the current WACC frameworks involves three main themes:

(@) The need for convergence — the AER contends that the three WACC frameworks applying to
DNSPs, TNSPs and gas pipelines should be converged to a single framework. The AER argues
that the WACC is largely independent of business/industry specific considerations®* and that there
will be reduced administrative costs and increased certainty through codifying the parameters to be
applied to all service providers.”® The AER states that an unintended consequence of having
different WACC frameworks is that they could produce different benchmark parameters (in
particular for the market risk premium (or MRP) when the risks of investment reflected in these
parameters should be the same across all regulated energy networks.**

(b)  The desirability of the Chapter 6A WACC framework — the AER claims that convergence to the
framework currently applying to electricity transmission and set out at Chapter 6A of the NER is
desirable. It is claimed that under the Chapter 6 (electricity distribution) and gas frameworks,
DNSPs and gas pipelines, as well as the AER are in continual ‘WACC review’ mode, since there is
scope to challenge parameter values at every price reset. The AER says that the incentives for
DNSPs to challenge AER determinations of WACC parameters has resulted in Tribunal merit
reviews involving a “spurious” level of precision. Additionally, it is claimed that Chapter 6 and the
NGR provide scope for ‘cherry-picking’ of those components NSPs consider unfavourable,
detracting from AER’s ability to consider the overall rate of return.

(c) Change to the DRP definition in the NER — the AER contends that the NER is overly prescriptive in
defining the DRP because it requires the use of Australian benchmark corporate bond rates with a
BBB+ credit rating and a maturity equal to that used for the risk free rate.

Separately, the EURCC seeks to change the definition of the DRP so that it will more closely reflect the
‘actual costs’ of debt for DNSPs and TNSPs, with this to be achieved by means of a trailing five year
average benchmark for privately-owned NSPs, and by using the outturn cost of debt in the prior year for
government-owned NSPs. The EURCC identifies a number of concerns with the rule applying to the
DRP under Chapters 6 and 6A of the NER, but states that its principal motivation for change is its
contention that NSPs are earning excessive profits from the return on debt component of the WACC.

22 AER, Economic regulation of transmission and distribution network service providers: AER’s proposed changes to the National
Electricity Rules, September 2011, p 67.

2 AER, Economic regulation of gas distribution and transmission services: AER'’s proposed changes to the National Gas Rules,
September 2011, p 3.

24 AER, Economic regulation of transmission and distribution network service providers: AER’s proposed changes to the National
Electricity Rules, September 2011, p 67.
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4.6.1.1 Analysis of the validity or extent of the problem

The need for convergence

The ENA neither accepts that convergence should be pursued for its own sake nor that a number of the
contentions put forward by the AER can properly be interpreted as being potential benefits of
convergence. Rather, by focusing the debate on whether a five yearly review process without any
opportunity for departures from it is preferable to arrangements that do provide for departures in defined
circumstances, the AER risks losing sight of the fundamental requirements of the WACC determination
process. The AER is required to make a decision on the rate of return to be applied for each NSP that is
consistent with both the National Electricity Objective and the Revenue and Pricing Principles at the time
it is made. If the five yearly SoCC process serves in any way to distort that requirement, then its validity
must be questioned.

Consistent with this fundamental requirement, the ENA believes in particular that:

¢ some of the considerations cited by the AER as being advantages of having a single WACC
framework and associated five yearly review process are overstated, particularly since only two of
the WACC parameters are pure market values (MRP and Risk Free Rate) that can be measured
independently of the characteristics of an energy network service provider;

e most parameters are business/industry-specific values, for which there may be good reason to
observe differences, particularly between electricity and gas businesses;

o further, within the gas pipeline sector, there are likely to be significant differences between typical
gas distribution network services, and particular gas transmission services, which often face very
different end-market (and so revenue outlook) characteristics; and

e the AER’s assertion that WACC parameters are slow to evolve and so can be settled for periods
as long as five years at a time is completely inconsistent with the experience of the past five or so
years, and the effects the global financial crisis has had on both financial markets and the cost of
capital.

Notwithstanding the AER’s overstatement of the case for convergence, the ENA accepts that there are
likely to be administrative and resource allocation efficiencies if the AER were to have suitably designed
powers and responsibilities to conduct a periodic review of the values and methodologies for determining
the rate of return. However, the extent to which significant rule changes are required to facilitate this is a
quite different question: the AER already undertakes a five yearly review process — as it is required to do
so under the NER — and has generally sought to apply the findings of that review in gas pipeline
decisions, even though the NGR make no provision for this.

The ENA believes that the question of whether or not there should be a degree of convergence to a
single WACC framework is in many ways beside the point. The most important lessons of the last five
years is that, if the process of the AER conducting a periodic determination of values or methodologies is
to continue, the application of those values or methodologies must not occur without being subject to a
‘safety valve’ — that is, the potential to depart from presumptive values or methodologies where there is
persuasive evidence to do so. Critically, the potential for such departures also establishes an AER
decision that is subject to merits review, a process that has itself been an important safety valve for
correcting AER errors and resolving otherwise intractable controversies.

The experience of the past six years has proven that a framework that does not have a safety valve (i.e.
the Chapter 6A framework) has serious deficiencies and is simply not a suitable model on which to
converge. Although the principal purpose of the Chapter 6A rate of return framework was to provide
certainty to investors in relation to rate of return decisions and to instil a degree of inertia into the values
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and methods adopted, it is important to recognise that these objectives were established in the context of
a sustained period of benign financial market conditions. In practice, the experience of the past five years
has demonstrated that some form of ‘safety valve’ is critical to ensure the robustness of the WACC
process in the face of challenging financial market circumstances, as well as for addressing material
errors on the part of the AER.

The AER’s own actions underline the problems with the five yearly ‘lock-in" of WACC parameters as
currently occurs under Chapter 6A. In forthcoming transmission determinations the AER will be required

to apply:

¢ a market risk premium value that the AER appears to consider no longer reflects prevailing
market conditions;* and

e agamma value that has been found to be erroneous and which the AER concedes lacks a proper
evidentiary basis (see Box 2 below).

These two ‘quirks’ of the existing WACC process demonstrate why the Chapter 6A framework, which
locks in parameter values with no safety valve, should absolutely not be adopted as a convergence point.
It is clearly contrary to the National Electricity Objective and the Revenue and Pricing Principles for the
regulator to be forced to adopt values or methodologies that are known to be erroneous or otherwise not
reflective of prevailing market conditions.

By way of constructive engagement on the question as to how the existing WACC frameworks might be
reformed, the ENA has identified a number of principles or design features that its members believe
warrant further consideration for potential development into an alternative single, cohesive framework for
determining the WACC. The essential elements of that framework are:

o the imperative for some form of ‘safety valve’ to address periods of financial market upheaval that
mean long term values simply do not reflect the prevailing conditions on the market for funds;

e the need for a merits review mechanism that allows errors to be identified and addressed as soon
as they become known, rather than being locked-in for up to five years; and

e the need to take account of potentially very different risk characteristics as between gas and
electricity service providers, as well as between similar businesses facing different market
circumstances (gas transmission pipelines, for instance).

This alternative framework is set out in sub-section 4.6.1.4

The desirability of the Chapter 6A WACC framework
AER'’s criticisms of Chapter 6 framework misplaced

Contrary to the AER'’s assertions, DNSPs and the AER have not been in “continual WACC review mode”
and there have been no spurious challenges to parameters established in the 2009 WACC review. In
eight price reviews conducted since the 2009 SoRl, only two parameters dealt with in the SoRI have been
subject to any form of review. These are:

% Notwithstanding that in its Statement of Regulatory Intent the AER raised the MRP from 6 to 6.5 per cent on account of the GFC,
after just two and a half years of the SoRI’s five year term the AER is now proposing to move the MRP back to 6 per cent,
where (under the NGR) it has the discretion to do so (AER, Final decision: APT Allgas Access arrangement proposal for the
Qld gas network 1 July 2011 — 30 June 2016, June 2011, p 35).
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e Gamma, which was ultimately subject to review by the Tribunal where material errors were found
in the AER’s 2009 SoRI (Box 2). The fact that these errors could be corrected subsequent to a
WACC review demonstrates the advantages of the Chapter 6 framework. Likewise, the fact that
the AER must continue to apply the WACC review value for gamma that has been shown to be in
error as part of future transmission determinations is a serious deficiency in the Chapter 6A
framework; and

o Market risk premium, where some DNSPs proposed a higher value in light of new analysis as to
the impact of the GFC that was not considered in the SoRI. The AER rejected this new analysis
and all subsequent DNSP proposals have adopted the SORI value of 6.5%.?°

The ENA notes that there have also been significant challenges to the AER’s determination of the debt
risk premium. However, these challenges have not related to the benchmark credit rating or maturity
established in the 2009 SoRI, but rather to the AER’s case-by-case determination of the benchmark bond
yield. These challenges to the AER’s application of the NER provisions in relation to the debt risk
premium (or, in the case of gas pipelines, to the AER’s preferred approach to the same parameter under
the much less prescriptive NGRs) have applied with no less validity under the Chapter 6A framework. It
follows that any perceived problems associated with these challenges would not be resolved by reverting
to a more fully hard wired regime in the style of Chapter 6A. Issues associated with the definition of the
debt risk premium are discussed further below.

The AER has not presented any evidence of a “cherry picking” problem under the Chapter 6 framework.
To the extent that WACC parameters are inter-linked, evidence for a change in one linked parameter
must also be persuasive evidence for the change in the other linked parameter. As a matter of principle,
the AER does therefore have the ability to make offsetting adjustments to other parameters as necessary
under the current Chapter 6 framework.

In the case of the one parameter that has been changed since the SoRI (the value for gamma), the AER
has considered offsetting adjustments (in particular, the reconsideration of the measurement of a
historically-based estimate for a MRP adjusted for the claimed effects of the revised gamma value) but
has not ultimately pursued them. In those distribution determinations where the AER has accepted that
there is persuasive evidence to depart from the value for gamma adopted in the SoRl, it could have relied
on the same evidence to depart from the established value for related parameters such as the market risk
premium. Alternatively, the AER could have argued before the Tribunal that an offsetting adjustment to
the market risk premium should be made in the event that the Tribunal was to make a determination
reducing the value for gamma.?” The AER chose not to seek an offsetting adjustment, either as part of its
distribution determinations or before the Tribunal.”®

In the case of the NSW distribution and transmission determinations made under the transitional rules,
the AER'’s discretion to make offsetting adjustments was more limited as certain parameter values were
locked in. These determinations were made in circumstances where there was strong evidence in favour

% AER, Final decision: Victorian electricity distribution network service providers distribution determination 2011-2015, October
2010, pp 472-476.

z NEL, s 710(1)(b). In a Tribunal review the AER may raise a possible outcome or effect on the reviewable regulatory decision
being reviewed that the AER considers may occur as a consequence of the Tribunal making a determination setting aside or
varying the reviewable regulatory decision.

2 This may be because the effect on the market risk premium of changing gamma is at best marginal. Analysis prepared for the
AER as part of its 2009 WACC review indicated that this impact is very small. Using the longest data set available (1883-
2008), the impact of changing gamma from 0 to 1 is a 0.3 per cent increase in the grossed up historical estimate of the market
risk premium. Changing gamma from 0.65 to 0.28 (roughly the adjustment made by the Tribunal) results in a 0.1 per cent
decrease in the grossed up historical estimate of the market risk premium, from 6.1 per cent to 6.0 per cent (AER, Final
decision: Electricity transmission and distribution network service providers review of weighted average cost of capital
parameters, May 2009, p 209).
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of making offsetting adjustments, but such adjustments were prevented by the rigidity of the transitional
rules (a rigidity that still exists in Chapter 6A but not Chapter 6).

Given that opportunities clearly exist for the AER to make offsetting adjustments under the Chapter 6
framework, there is no basis for its claim of cherry picking. To the extent that there are interrelationships
between various parameters, the risk of offsetting adjustments being made by the AER causes NSPs to
think carefully before challenging any aspect of the WACC. The fact that the AER has chosen not to seek
offsetting adjustments suggests that the interrelationships between parameters implied by the AER’s
contention are mostly insignificant, at least in respect of parameters subject to review thus far.

Box 1: NSW distribution and transmission determinations

The distribution determinations for EnergyAustralia, Integral and Country Energy and the
transmission determinations for TransGrid and Transend were made in May 2009 at the height of
the GFC. At the time there was a substantial and rapid drop in the risk free rate associated with a
flight to safety, and evidence of a significant increase in the market risk premium. However,
under the transitional rules applying to these determinations the market risk premium was locked-
in, as it is currently under Chapter 6A. Since the AER could only adjust the risk-free rate and not
the market risk premium, the end result was a decision by the AER that involved a significant
reduction in the allowed return on equity, at a time when the market evidence was that the cost of
equity had in fact risen substantially.

This decision was subject to review by the Tribunal, where it was noted that an adjustment to the
market risk premium was not permitted under the rules (Application by EnergyAustralia [2009]
ACompT 8, at [112]-[113]). The Tribunal ultimately decided to use a different averaging period for
the risk free rate, rather than adjusting the market risk premium.

AER'’s criticisms of National Gas Rules framework unfounded

The AER’s assertions of “continual WACC review” and “cherry picking” are similarly unfounded in respect
of gas businesses.

Whilst there has been a greater degree of challenge on WACC parameters under the NGR, this has
largely reflected gas businesses seeking to have differences between electricity and gas businesses
reflected in particular parameter values (particularly the equity beta or, more widely, the cost of equity).
Such differences were not explicitly considered in the 2009 SoRl, and therefore businesses have asked
the AER to consider this as part of individual price reviews.

Although not subject to any presumption or constraint as to the adoption of the SoRI values or
methodologies, the AER has nevertheless chosen to approach gas pipeline decisions by applying the
outcomes of its periodic review of WACC parameters undertaken for electricity NSPs. Notwithstanding,
as in electricity, there have been challenges to the AER’s application of SoRI parameters as a result of
changing market conditions (e.g. market developments potentially affecting the market risk premium) and
the need to correct for errors in the SoRI (e.g. gamma). It is worth noting in this respect that the AER has
itself sought to depart from parameters values adopted in the SoRI as part of revenue determinations
under the NGR, where it considers that the SoRI value no longer reflects prevailing market conditions.?®

2 The AER is now proposing to move the MRP back to 6 per cent, where (under the NGR) it has the discretion to do so (AER, Final
decision: APT Allgas Access arrangement proposal for the Qld gas network 1 July 2011 — 30 June 2016, June 2011, p 35).
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Change to the DRP definition in the NER
(@) Issues raised by the AER

The AER identifies several issues with the definition of the DRP in clauses 6.5.2(e) and 6A.6.2(e) of the
NER. The key issues are:*

o the DRP definition is too restrictive in its reference to a benchmark bond with a particular term to
maturity, credit rating and domicile of the issuer;

e ambiguity in the definition of the benchmark, and in particular uncertainty as to what other factors
are relevant to determining the benchmark set;

o inflexibility in dealing with changing market conditions; and

apparent disparities between the benchmark cost of debt and the actual cost of debt for NSPs.

The ENA agrees that the NER definition of the DRP could be improved. As noted by the AER and
EURCC, the restrictive language of this definition and ambiguity as to its application have been a source
of significant dispute between the AER and NSPs in recent years. These difficulties with the NER
definition of the DRP have been accentuated by developments in financial markets during and following
the global financial crisis.

However, the ENA notes that not all elements of the DRP definition are codified in the NER as the AER
submissions would suggest. The benchmark maturity and credit rating were established by the AER in its
2009 WACC review and do not form part of the NER. Had there been persuasive evidence to suggest
that either the benchmark maturity or credit rating was no longer appropriate in light of financial market
developments, under the provisions applying at Chapter 6 either DNSPs or the AER could have moved to
adopt a different benchmark.®* NSPs chose not to do this since they considered that the existing
benchmark remained appropriate, and it would appear that the AER took the same view. Nonetheless, it
is important to note that this flexibility exists in Chapter 6, and for the reasons set out elsewhere in this
section, the ENA considers that the same flexibility should apply under Chapter 6A.

The ENA does not agree that the apparent short-term divergence between the actual and benchmark
cost of debt evidences any deficiency in the NER. The NER require a forward-looking estimate of the
return on capital commensurate with prevailing conditions in the market for funds, consistent with the
broader policy intent for regulated revenue allowances to reflect forward-looking efficient costs.** There is
no reason to expect that a forward-looking estimate of the cost of debt would necessarily align with the
historic cost of debt for NSPs. The forward-looking cost of debt may be higher or lower than the historic
cost of debt at any point in time depending on current market conditions and how these relate to historic
conditions.

As Figure 11 (overleaf) demonstrates, debt spreads have varied considerably over the past five years as
a result of movements in financial markets. This implies that the forward-looking cost of debt at any
particular point in time is likely to differ from the historic cost of debt for businesses. In current market
conditions it is to be expected that the forward-looking cost of debt will be above the historic cost of debt
since the historic cost of debt is likely to include some borrowings at lower (pre-GFC) levels. It can also
be expected that this relationship between the historic and forward-looking cost of debt will change in

% AER, Economic regulation of transmission and distribution network service providers: AER’s proposed changes to the National
Electricity Rules, September 2011, p 77.

81 NER, clause 6.5.4(g).
%2 NER, clause 6.5.4(e), 6A.6.2().
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future as the forward-looking cost of debt recedes towards pre-GFC levels and current borrowing costs
become embedded in businesses historic cost of debt.

Figure 11: Historic debt risk premia (spreads on 7 year debt over CGS)
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Source: VAA, Comments on market risk premium in draft decision by AER for Envestra, February 2011,p. 2.

The fact that there is a difference between historic and forward-looking borrowing costs does not itself
lend weight to the suggestion that the framework is somehow inconsistent with the NEO or that a revised
framework would advance the NEO. Rather, the current framework simply reflects a decision (reflected in
the current NER drafting) that long term interests of consumers are best served by establishing a rate of
return that is based on benchmark financing costs that reflect prevailing conditions in the market for
funds. To the extent that any rule change proposal that brings the allowed cost of debt into line with
NSPs’ actual or historic costs of capital is to be given consideration, there is a real risk of inconsistencies
developing within the wider, integrated WACC framework set out in the NER. Unless very careful
attention is given to addressing such potential inconsistencies, both within the WACC framework itself as
well as with the forward looking concepts that underpin the Revenue and Pricing Principles, there is a real
risk that the AER’s proposal will be inconsistent with the NEO. The nature and extent of this risk has of
course been heightened by financial market conditions experienced over the past five years..

Notwithstanding, the ENA acknowledges that some aspects of the current drafting of the NER have
created difficulties for the AER and NSPs in determining an appropriate forward-looking cost of debt.
However for the reasons below, the ENA does not agree with the AER’s proposed solution to these
problems.

(b)  Issues raised by the EURCC

The problem identified by the EUC combines three separable issues:

o the issue of whether or not the cost of debt should be set by reference to the current cost of new
debt (ie, a “spot rate”) or by reference to an historical average (ie, intended to reflect the cost of
embedded debt);

o the issue of whether the benchmark cost of debt has been appropriately specified, ie, whether or
not Australian-dollar denominated corporate debt of the same maturity as the risk free rate is an
appropriate benchmark; and
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e whether the cost of debt for government-owned businesses should be set by reference to private
sector borrowing costs, as implied by the present benchmark principle.

On the use of the embedded cost of debt as distinct from the spot rate, the EURCC proposal does not sit
comfortably with the wider, integrated WACC framework, including the principle articulated in both the
NGR and NER that “the rate of return is that commensurate with prevailing conditions in the market for
funds”. Unless there is a preparedness to step back and reconsider all aspects of this framework, there is
real risk that tinkering with fundamental properties of one element alone will not be consistent with the
NEO.

The EURCC and its consultants Cambridge Economic Policy Associates (CEPA) fail to recognise the
important distinction between the current cost of debt and embedded debt costs. As a result, the EURCC
mischaracterises the issue of current borrowing rates being above historical averages as a problem of
“excessive profits”. As noted above in relation to the AER proposal, the fact that there is this difference
between historic and forward-looking borrowing costs does not point to any deficiency in the NER.

Further, to the extent the EURCC'’s contention has some validity, its conclusion could not be sustained
over time. If the EURCC analysis was undertaken during a period of sustained falls in the DRP, it would
produce a conclusion that the regulated cost of debt was below the actual cost of debt of a NSP.

As to whether the cost of debt benchmark has been appropriately specified, the EURCC appears to
contend that the term to maturity should be lower (5 years rather than 10) and the credit rating band
broader (broad A and BBB). However very little evidence is provided for this contention and the evidence
that is provided does not support it:

e On term to maturity, CEPA notes that the average remaining term on debt issued by regulated
utilities is less than five years, which it suggests should justify a shortening of the benchmark
term.*® However, what CEPA fails to recognise is that average term at issue of this debt is
around 10.5 years and the median term at issue is 10 years.** Once again, this reflects CEPA’s
failure to recognise the important distinction between a company’s embedded debt profile and the
prevailing (current) cost of debt; and

e On credit rating, CEPA suggests that broadening the benchmark would have the benefit of
increasing the amount of information that may be considered in determining the cost of debt.*®
Whilst it may be beneficial to consider a wider range of credit ratings as a means of obtaining a
better perspective on the value to be attributed to the benchmark rating, it is quite a different
matter to allow the benchmark itself to be expressed as a range. Internal consistency across all
elements of the WACC calculation (gearing, equity beta, etc), requires there to be a clear
specification of the benchmark that is to be applied. The AER and the Tribunal have already
recognised that bonds with credit ratings that are different from the prescribed benchmark may be
taken into account, albeit with lesser Weight.36 However, it does not follow that it makes sense to
embrace flexibility in the benchmark itself.

Importantly, both these considerations were addressed in detail by the AER in developing its SoRlI in
2009, and the EURCC proposal or similar options were not adopted then. Accordingly, for such a
significant change in the benchmark for determining the cost of debt to be considered now, there would

s Cambridge Economic Policy Associates, Estimating the Debt Margin, October 2011, pp 15-18.
% Based on the 31 debt issues listed in Annex 1 of the CEPA report.
% Cambridge Economic Policy Associates, Estimating the Debt Margin, October 2011, p 11.

3 Application by Jemena Gas Networks (NSW) Ltd (No 5) [2011] ACompT 10.
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need to be substantial and persuasive new evidence. However such evidence is absent from the EURCC
proposal.

The EURCC concern in relation to the cost of debt for Government owned businesses is misplaced in a
number of respects. At the most fundamental level, the EURCC also does not provide any reason as to
why electricity prices should differ across jurisdictions simply as a result of the ownership of the relevant
assets, nor does it recognise the adverse consequences for resource allocation that may result. The
EURCC's proposal would give rise to circumstances where network businesses operating in different
geographic regions set prices that were differentiated by ownership rather than by reference to the
underlying economic costs of providing those services. It cannot be consistent with either the National
Electricity Objective or the Revenue and Pricing Principles that network prices should be set by reference
to the ability (obtained through their taxing powers) of a particular class of owners to subsidise the
provision of electricity network services. Such circumstances would provide an artificial incentive for over-
investment by customers in the lower priced regions, along with under-investment in demand side
initiatives, undermining the principles of allocative and dynamic efficiency. Put simply, the location of
energy intensive development in jurisdictions where government ownership remains and so energy prices
are artificially reduced cannot be justified. Consistent with an emphasis on industry- and economy-wide
efficiency, the principle of competitive neutrality for Government-owned and private businesses has been
a key feature of economic policy over the past two decades, since the publication of the National
Competition Policy Review by the Independent Committee of Inquiry in August 1993 (Hilmer Report).
The Hilmer Report cited two key reasons for promoting competitive neutrality:37

o differences in regulatory and other requirements imposed on firms competing in the one market
may distort competition and hence undermine market efficiency; and

o differences of these kinds may also be seen as inequitable, particularly where they are not clearly
supported on public interest grounds.

In April 1995, the Competition Principles Agreement was signed by Commonwealth, State and Territory
Governments including a commitment to implement the Hilmer Report recommendations for competitive
neutrality. Following on from this, the Commonwealth Government (as well as State and Territory
Governments) published a Competitive Neutrality Policy Statement setting out specific steps to
implementation of the competitive neutrality principle. These included:*

e Debt neutrality — noting that markets confer borrowing cost advantages on government owned
entities as a result of explicit government guarantees and perceptions of implicit government
support, the Commonwealth Government committed to implementing debt neutrality by subjecting
identified organisations to similar borrowing costs to those faced by private sector businesses;
and

¢ Rate of return requirements — the Government decided that all Commonwealth organisations
identified as engaging in significant business activities would be required to earn commercial
returns at least sufficient to justify the long-term retention of assets in the business, and to pay
commercial dividends.

The principles that were set out in the Hilmer Report and implemented through subsequent Government
policy do not just apply to Government-owned businesses operating in competitive markets. They equally
apply in infrastructure sectors where the ultimate aim of regulation is to mimic a competitive market in
terms of price and other outcomes. Maintaining the distortions resulting from Government ownership that

37 Frederick G Hilmer, Mark Rayner, Geoffrey Taperell, National Competition Policy: Report by the Independent Committee of
Inquiry (Australian Government Publishing Service , 1993), p 294.

38 Treasury, Commonwealth Competitive Neutrality Policy Statement, August 1996, p 17.
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were identified by the Hilmer Report would result in outcomes that do not reflect competitive market
outcomes.

4.6.2 Do the proposed rule changes appropriately balance prescription and
discretion?

AER proposal for convergence of WACC frameworks

The AER’s proposal for convergence to a WACC framework similar to the current Chapter 6A framework
does not strike the right balance between prescription and discretion. This framework would provide the
AER with wide discretion at each five-yearly WACC review and no discretion at each price reset. The
ENA submits that while the AER should be afforded some discretion at the WACC review, this should be
subject to a ‘safety valve’ — that is, the AER (and NSPs) should be able to depart from values or
methodologies established in a WACC review where there is persuasive evidence to do so.

Experience has shown that the absence of a “safety valve” in the Chapter 6A framework is a serious
deficiency. Since the AER has no discretion to depart from findings in a WACC review, it is unable to
deal with:

e changing market circumstances, such as those surrounding the NSW distribution and
transmission determinations (Box 1); and

¢ demonstrable errors in a WACC review, such as those that have now been conceded by the AER
in respect of gamma (Box 2).
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Box 2: review of gamma value adopted in the 2009 WACC review

As part of its May 2009 statement of revised WACC parameters for transmission and statement
of regulatory intent for distribution, the AER established a value for gamma of 0.65. This was
calculated as the product of a credit distribution rate of 100 per cent and a value for distributed
credits (theta) of 0.65.

Following the 2009 WACC review, the AER applied a gamma value of 0.65 in its May 2010
distribution determinations for Queensland (Energex and Ergon) and South Australia (ETSA
Utilities). The Queensland and South Australian DNSPs had argued for a lower value for gamma
and had presented evidence which indicated that both the distribution rate and theta were
significantly lower than had been estimated by the AER in its 2009 WACC review. Some of this
evidence had been before the AER in the WACC review, but some was new. Overall, the AER
considered that there was not persuasive evidence to depart from its WACC review value and
maintained a gamma of 0.65.

ETSA Utilities, Energex and Ergon all sought review of the AER decision in respect of gamma
before the Australian Competition Tribunal. The DNSPs argued that the AER erred in
determining that there was not persuasive evidence to depart from the WACC review value for
gamma.

Before the Tribunal, the AER conceded that there was no empirical data capable of supporting a
distribution rate higher than 70 per cent. The Tribunal accepted this concession on the
distribution rate and found further error in the AER’s determination of theta. The Tribunal
ultimately determined that the correct value for gamma is 0.25, being the product of a distribution
rate of 70 per cent and a value for theta of 0.35.

In more recent reviews under Chapter 6 of the NER and under the NGR, the AER has applied
gamma values below 0.65, recognising the several errors found by the Tribunal in the 2009
WACC review determination. However under Chapter 6A of the NER, the AER is still bound to
apply a gamma value of 0.65 in forthcoming transmission determinations.

Importantly, now that the value of gamma and its constituent elements has been settled by the
Tribunal, there is no reason to expect that this parameter will be subject to further instances of
merits review until such time as new perspectives or market evidence become available to
support a case for change, in combination with any unpreparedness on the part of the AER to
embrace such evidence.

The AER contends that the more rigid Chapter 6A framework is superior and that flexibility was only
provided for in Chapter 6 in order to allow for convergence from the different state-based regimes that
had previously applied to DNSPs. The AER argues that this flexibility can now be done away with since
convergence has now been achieved, noting “as a result of the AER’s 2009 WACC review decision, the
MCE'’s rationale for different WACC frameworks falls away".39 However, the AER fails to recognise that

there were other reasons for the MCE preferring flexibility including:*°

o the benefits of linking the WACC to the regulatory determination so that the AER's consideration
is subject to merits review; and

% AER Rule Change Proposal, p 67.

40 MCE sco, Response to stakeholder comments on the Exposure Draft of the National Electricity Rules for distribution revenue
and pricing, pp 16-17.
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¢ allowing a ‘safety valve’ in the application of the WACC to reflect unanticipated, crisis-like
developments in financial markets.

The ENA submits that, for these reasons, there must be discretion to depart from values or
methodologies set in a WACC review in order to provide a safety valve on WACC determinations. In
addition the AER should be provided with guidance within the Rules as to how and on what basis it
conducts its determination of WACC parameters. The possible form of such guidance is discussed further
below.

Change to the DRP definition in the NER
AER proposal

The ENA submits that the AER’s proposed rule change does not appropriately balance prescription and
discretion. The AER’s approach is to remove the DRP definition from the NER entirely and to give itself
complete discretion to determine a methodology or value for the DRP in a WACC review. Under the
AER'’s proposed approach to WACC reviews any such determination could not be departed from in a
subsequent revenue determination and there would be no scope for merits review (refer to Section 4
above).

While it may be appropriate for some aspects of the DRP methodology to be determined as part of a
WACC review, the ENA considers that at least some guidance should be provided by the NER. In
particular, the NER should clearly set out what the DRP is intended to measure and confirm that it is to be
a forward-looking parameter measured using the most up-to-date information. It may also be appropriate
to codify some aspects of the methodology to be used, such as the relevant credit rating and/or the use of
a maturity structure that reflects a benchmark NSP.

An alternative approach which better balances prescription and discretion is discussed in Section 4.6.4.

Issues raised by the EURCC

In contrast to the AER proposal, the EURCC proposal is highly prescriptive as to the cost of debt
calculation to be undertaken at each price reset.

Recent experience has shown that unduly high levels of prescription can be inappropriate since they lack
the requisite ‘safety valve’ to deal with aberrant market conditions. By way of example, future changes in

market conditions may result in illiquidity in certain bonds classes, causing difficulties in the application of
the prescribed methodology.

4.6.3 Could the AER’s objectives be achieved through existing discretions?

The need for convergence

The purpose that the AER is apparently seeking to achieve in terms of substantially limiting its discretion
to consider departures from the SoCC at each price reset while, at the same time, shielding decisions to
apply the SoRI parameters or methodologies from the potential for merits review could not be achieved
through existing discretions. Consistency of the Chapter 6, Chapter 6A and gas frameworks could also
not be achieved under existing discretions.

Change to the DRP definition in the NER

The ENA notes that the AER has a relatively broad discretion in setting the DRP under the NGR, which
simply requires it to determine the rate of return rate on a forward-looking basis commensurate with
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prevailing conditions in the market for funds and the risk involved in providing reference services.** It
follows that there is no need to amend the NGR to address the concerns the AER has expressed in
relation to lack of discretion in setting the DRP.

The AER also has more limited discretion under Chapter 6 of the NER to alter some elements of the DRP
calculation methodology. The AER may depart from the credit rating level and/or maturity used to
measure the risk-free and DRP if it considers that there is persuasive evidence to justify this. The AER
has not sought to exercise this discretion so far, which suggests that it considers these aspects of the
methodology still to be appropriate.

Whilst these existing discretions could potentially be used to achieve greater flexibility in the methodology
for measuring the DRP, they could not be relied on to overcome all of the issues identified by the AER
with the DRP definition in the NER. The most significant issues have arisen in relation to the requirement
for the DRP to be based on the “observed Australian benchmark corporate bond rate” of particular
maturity and credit rating. In respect of this requirement the AER’s discretion is currently limited.

4.6.4 Are there more preferable solutions?

The need for convergence

The ENA does not accept that the AER has made a case for convergence to be pursued for its own sake
or that many of the contentions put forward by the AER can properly be interpreted as being potential
benefits of convergence. Rather, each of the three rate of return frameworks should be assessed on their
merits, by reference to the National Electricity and Gas Objectives and the Revenue and Pricing
Principles, and improvements made where these would further these objectives and principles. There is
no basis for a presumption that there is only one, ‘best’, rate of return framework, while the potential for
change for its own sake to impose significant costs in terms of investor uncertainty during the inevitable
transitional period while any new framework settles down.

The ENA submits that the single most important reason for altering any of the three WACC frameworks
set out in NER and NGR arises from the need to introduce a ‘safety valve’ mechanism to the operation of
the Chapter 6A framework applying to transmission NSPs. The basic purpose of such a safety valve is to
allow departures from a parameter value or methodology established by the AER in its periodic review of
WACC parameters in circumstances where conditions in the market for funds have changed since the
time the review took place, or where error has been found to arise. Financial market developments over
the past five years, in combination with the timing and processes for establishing the WACC under the
current frameworks, show clearly that a safety valve mechanism is absolutely necessary for ensuring that
WACC decisions comply with the requirement for a WACC decision to be compliant with the National
Electricity Objective and the Revenue and Pricing Principles at the time it is made.

The ENA believes that the simplest, most practicable means to ensure that such a safety valve applied to
WACC decisions across all electricity NSPs and gas pipelines would be to amend the rules so that
Chapter 6A of the NER allowed for departures to the SoRI under the same ‘persuasive evidence’ criteria
as that applying under Chapter 6. On this approach, there is no need to amend the NGR, since the
model applying in gas already provides for the most up-to-date and best information to be taken into
account.

“n practice however, the AER has generally adopted the NER framework in determining the DRP for gas businesses, rather than
using the discretion it has under the NGR (For example: AER, APT Allgas Access Arrangement Proposal for the Qld Gas
Network 1 July 2011 — 30 June 2016: Final Decision, June 2011, p 190).
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The ENA recognises that a simple change along these lines would mean that the current three WACC
frameworks had converged to two, ie, applying on the one hand to electricity transmission and distribution
while, on the other, gas pipelines would continue to operate under their existing framework. Such a
change would have the merit of preserving the AER'’s five yearly WACC review process for electricity
NSPs, while allowing the experiment of an alternative, much less prescriptive framework (which, to date,
has led to little or no difference in terms of substantive outcomes) to continue to operate. The only other
change to the NER that may be desirable is to refine the provisions applying to the DRP by means of a
rule change along the lines indicated further below.

To the extent that the AEMC is minded to contemplate convergence to a single framework WACC
framework applying to electricity and gas pipeline determinations, the ENA emphasises that this would be
a substantial undertaking requiring careful analysis of the basic differences between the existing
electricity and gas arrangements, and the interactions between individual elements of any proposal.

In the relatively limited time period that has been available for the ENA to identify and evaluate the
various considerations, it has identified a range of basic considerations that would need to be taken into
account in designing a single, cohesive framework for determining the WACC. These considerations
include:

= the need for a NEO-compliant WACC framework to adopt an internally consistent approach to all
parameters, in line with a clear overarching principle that defines the rate of return to be applied, such
as the “prevailing conditions in the market for funds” concept that has presently primacy status in the
NGR. Although the ENA recognises that this same principle also sits within the NER and is a
relevant consideration in the Statement of Cost of Capital process, its status is less clear than is the
case under the NGR. This is evidenced by the fact that it is a less frequent reference point in the
context of merits reviews of AER decisions, and that the rule change proposals now being put forward
by both the AER and EURCC appear not to be consistent with it;

= the need to specify that the rate of return is to be determined by application of a WACC formula with
the CAPM model used to estimate its cost of equity component. However, given the acknowledged
weakness of the CAPM in valuing or determining the cost of equity for low beta and/or value stocks,
the ENA considers one potential option is that the adoption of the CAPM model should itself be a
decision that is subject to explicit confirmation after consideration of alternatives undertaken as part of
the AER’s proposed periodic Statement on the Cost of Capital (SoCC) This would provide a
recognition both that market conditions can affect individual parameters over time, but that at times
the CAPM model itself may result in outputs not consistent with prevailing market conditions;

= provision for the AER to undertake a periodic review (the SoCC) of the WACC parameters contained
in the above formula, noting that the requirement would in fact be for the AER to undertake three
distinct reviews (for transmission, distribution and gas pipelines, respectively). Although the ENA
acknowledged that there would be a number of matters that were common to each, it would also
need to be made clear that it would be necessary for each SoCC to address:

— the implications of the particular risk characteristics associated with provision of the relevant
services (being electricity transmission and distribution, and gas pipeline services); and

— the potential for the risk characteristics of network service providers to vary from one business to
another, such as may be the case for a gas transmission pipeline serving a major city, as
opposed to serving a small number of mines;

= the need to specify principles in respect of each WACC parameter that must be applied by the AER in
undertaking its SOCC (see below), with these principles to remain in place from one SoCC process to
another, rather than being superseded by the SoCC process — as is presently the case for the risk
free rate element — as well as making clear that the SoCC is itself subject to compliance with the
overarching principle referred to above;
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= the establishment of a presumption that the values or methodologies of each SoCC are to be applied
by the AER in all subsequent price/revenue determinations, until such time as these are superseded
by a more up-to-date SoCC; and

= the need provide for a safety valve to be invoked in relation to any individual AER rate of return
decision, the explicit purpose of which would be to address the consequences of either material
changes in conditions in the market for funds or errors in the SoCC, both of which would be
subsequent to a persuasive evidence test along the lines of that currently operating in Chapter 6 of
the NER.

By way of illustrative example only, the ENA submits that the standing principles that should apply in
respect of other WACC parameters that were subject to the SoCC process could be expressed in terms
that reflected the following considerations:

= the risk free rate — the relevant principle for this parameter would confirm that it should be based on a
ten year maturity Commonwealth Government bond, being that consistent with the maturity used to
determine the MRP, with the yield to maturity measured in a manner that best reflects the prevailing
conditions in the market for funds; and

= market risk premium — the relevant principle should recognise that, notwithstanding that it may be
estimated by reference to long term average returns, the MRP is at all times a forward looking
concept and, during periods of unusual market conditions, emphasis should be given to estimation
techniques that explicitly recognise the prevailing conditions in the market for funds.

By way of alternative to the separate assessments of these two parameters identified above, and in
recognition of the principle that the risk free rate and market risk premium tend to move inversely in
relation to each other, particularly in response to periods of aberrant market conditions, it may be
desirable to establish a principle that enabled or required these two parameters also to be considered
together, such as:

= the risk free rate and market risk premium — in combination, these two parameters must reflect the
forward looking return on the market portfolio.

In addition, other WACC parameters could be expressed in terms that reflect:

= equity beta — the relevant principle for this parameter is forward looking expectations of risk for the
relevant class of service provider, relative to the market portfolio (i.e. non-diversifiable risk);

= gearing — the relevant principle to be adopted for this parameter would be a benchmark established
by reference to the observed gearing of network service providers, subject to those observations
being consistent with the benchmark credit rating;

= credit rating levels — the relevant principle to be adopted for this parameter would be a benchmark
established by reference to the observed gearing of network service providers, subject to those
observations being consistent with the benchmark gearing; and

= assumed utilisation of imputation credits — the current market value to investors value of a dollar of
company income tax paid by a business.

These considerations illustrate the complex range of factors raised by cost of capital estimation, and
should not be regarded as exhaustive of the principles that are appropriate for such guidance. These are
matters that warrant further detailed consider by AEMC and other stakeholders

Change to the DRP definition

The ENA submits that the process of establishing and specifying specific principles that were to apply in
respect of each WACC parameter would also be a suitable means of shaping and identifying appropriate
refinements to the DRP component of the WACC, which it accepts has proved unnecessarily restrictive in
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light of market developments since the onset of the GFC. By way of example, the DRP element of a
framework that reflected the above principles could be based on the following guiding considerations:

= the debt risk premium being the best estimate of current borrowing costs for an Australian borrower;
= the adoption of a benchmark maturity structure; and

= the potential specification of a BBB+ or equivalent credit rating.

However, the ENA also recognises that the EURCC rule change proposal does raise the question of
whether the fundamental approach to debt risk premium should be re-thought so as to move away from
the current, forward-looking estimate principle that has hitherto prevailed. The basic distinguishing
property of the EURCC proposal is that it contemplates giving significant weight to the embedded or
trailing cost of debt for determining this element of the WACC. A proposal along these lines is unlikely to
be consistent with the current, foundational principle applying under both the NER and NGR that the rate
of return must reflect the “prevailing conditions in the market for funds”.

Notwithstanding that adoption of an approach to the cost of debt along the lines of that proposed by the
EURCC may well require the particular specification of this principle to be reworded, the ENA is open to
the AEMC'’s process undertaking a considered analysis of such a development. This is not to say that the
ENA members necessarily support such a proposal; rather, it is of such significance that the ENA
believes its potential advantages and disadvantages and their associated consequences for other
elements of the WACC framework warrant proper and detailed consideration.
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4.7 Regulatory decision-making process

4.7.1 Decision-making Procedures

The AER Rule Change Proposal raises a series of procedural issues associated with the current drafting
of Chapter 6 and Chapter 6A of the NER:

1 Submissions received from NSPs late in the process dealing with matters that should have formed
part of the original proposal,

2 NSPs claiming confidentiality over material that the AER does not consider to be genuinely
confidential,

3 Inefficiencies in the framework and approach paper process;

4 Limited ability to correct decisions for material errors;

5 Inconsistency across electricity distribution and transmission and gas in timeframe allowed for

conduct of WACC review;

6 Inability to extend timeframes for particularly complex or difficult pass-through applications,
contingent projects and capex reopeners; and

7 Coexistence of procedural and substantive matters in the list of expenditure factors.
This section addresses each of the AEMC’s themes for the above issues.
4.7.1.1 Submissions received during a determination process

The problem identified by the AER

The AER raises an issue of NSPs making substantial submissions after lodging a revised regulatory
proposal on matters which should have been covered in their proposal and/or revised proposal. The AER
states that this creates two problems:

e it may undermine incentives for NSPs to provide complete proposals;

e other stakeholders are unable to consider and make meaningful submissions on material
submitted by the NSP after the revised proposal; and

¢ the AER may have insufficient time to properly consider this material.

The AER acknowledges that there are circumstances in which it is appropriate for a NSP to make a
submission after lodging its revised proposal, including where there are common issues across several
proposals that are being considered concurrently by the AER. In other circumstances however, the AER
argues that NSPs should be precluded from making submissions after lodging their revised proposal.

It is first important to note that under the current rules, NSPs have an explicit right to make submissions
on the AER'’s draft decision. To the extent NSPs have lodged material after their revised proposal, but on
or before the date that submissions on the draft decision close that is responsive to the matters raised in
the AER'’s draft decision, this should be not characterised as the NSPs “gaming” the regulatory process or
being otherwise pernicious. This opportunity for submissions is an important element of the regulatory
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process as it allows for testing of the AER’s analysis and reasoning and provides an opportunity for NSPs
to respond to what is put against their regulatory proposal. What many NSPs have strived to do is to
lodge an “interim” submission on the draft decision at the same time as any revised proposal in order to
maximise the time for third parties and the AER to review that material. However, in the event that not all
material responsive to the draft decision could be finalised in the short period between the draft decision
and the submission of the revised proposal (being only 30 business days after the publication of the draft
decision), further responsive material has been submitted by the date that submissions on the draft
decision close.

Providing opportunities for subsequent submissions does not undermine incentives for NSPs to provide
complete proposals. As the AER has discretion to give less weight to information submitted late in the
process, NSPs face strong incentives to submit information early in order to maximise the prospect of it
being considered by the AER. The opportunity for submissions on the draft decision is to respond to
reasoning and evidence relied on by the AER, which the NSP sees for the first time in the draft decision.
The NSP cannot pre-empt what will be put against its proposal in the draft decision and therefore must be
afforded an opportunity to make further submissions.

The ENA acknowledges that the fact that the date for submissions on the draft decision is the same for
NSPs as it is for all other stakeholders may inadvertently operate to limit effective stakeholder
engagement on the material that is submitted in response to the draft decision. However, the ENA
submits that the opportunity for NSPs to make submissions on the AER’s draft decisions should not be
foreclosed for a number of reasons including:

) A NSP may not wish to (and is not required to) lodge a revised proposal, however the NSP must
still be afforded the opportunity to respond to the AER’s draft decision. Both as a matter of
procedural fairness and to maintain the robustness of the regulatory decision-making process,
NSPs must be afforded the opportunity to respond to what is put against their proposal in the
AER'’s draft decision. The AER Rule Change Proposal would prevent the NSP from making such
submissions, except to the extent that it is revising its proposal to incorporate matters raised in the
draft decision. In respect of those elements of the NSP proposal that are not subject to revision
(either because they are not addressed in the draft decision or because the NSP does not agree
with the AER’s proposed revisions), the AER proposes that NSP submissions be precluded;

) There are a range of circumstances which can arise after lodgement of a revised proposal which
may create a need for further submissions by the NSP. This set of circumstances is much broader
than what is contemplated in the AER Rule Change Proposal and is not sufficiently dealt with by
the very limited exception to the proposed general prohibition on NSP submissions;

o Where material is submitted late and cannot be properly considered or tested by the AER and/or
stakeholders, the AER has discretion as to what weight should be given to it. Where a submission
is made after the time for making the submission has expired, the AER may consider it, but is not
required to.

The AER identifies one circumstance in which submissions by an NSP after lodging a revised proposal
may be justified (where common issues arise in proposals being considered concurrently), but does not
acknowledge the range of other possible circumstances. A review of situations where submissions have
been made by NSPs after lodgement of a revised proposal reveals that further submissions may be
necessary for a range of reasons, including:

¢ where there is a change in circumstances or new matters arising after the revised proposal which
materially affect forecasts or other aspects of the proposal — an recent example of this is the
conclusion of the Victorian Bushfire Royal Commission roughly one week after the Victorian
distribution businesses were due to submit their revised proposals (see Box 3).
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e where a NSP has been unable to collect all evidence (including expert evidence) required to
respond to the AER draft decision in time for inclusion with the revised proposal — this is
particularly an issue for businesses with regulatory periods commencing in July (all electricity
distribution businesses except those in Victoria), as the six week period to respond to the draft
decision runs over the Christmas period, when key staff and consultants may have limited
availability;42

e where the AER has developed a new approach or relied on new data and expert material that did
not form part of the draft decision and was not the subject of a separate consultation; and

e where other stakeholders have proposed alternative approaches or introduced new evidence
justifying a response from NSPs (see Box 3) — just as these stakeholders should be afforded an
opportunity to comment on the NSP proposal, as a matter of procedural fairness NSPs should be
able to comment on any new proposal or new material submitted by stakeholders.

The accompanying Gilbert and Tobin Report — Assessment of proposed changes to regulatory
decision making process under the National Electricity Rules (Attachment D) includes a full review of
submissions made by DNSPs subsequent to lodgement of a revised proposal in recent price reviews.
This review highlights the range of circumstances in which submissions may be justified and the
importance of this element of the decision-making process. In particular, Gilbert + Tobin notes the
importance of exposing the AER’s analysis and evidence to scrutiny by the NSP (and other
stakeholders) through submissions on the draft decision, thus allowing its probative value to be
properly tested, and ensuring that only the most robust analysis and evidence is relied upon in
making a final determination.*®

2 Eor example in the distribution price reviews for Queensland and South Australia, the AER draft decision was published on 30
November 2009 and the NSPs’ revised proposals were due on 14 January 2010.

3 Gilbert + Tobin, Assessment of proposed changes to the regulatory decision making process under the National Electricity Rules:
Report for the Energy Networks Association, December 2011, p 7.
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Box 3: Case study — Victorian electricity price review

The recent Victorian electricity price review provides an example of several situations in which

NSPs may need to submit further material after the date for submission of revised proposals. The

date for submission of revised proposals by the Victorian DNSPs was 21 July 2010, with a further
four weeks (to 19 August 2010) allowed for submissions on the draft decision and revised
proposals.

On 31 July 2010, shortly after submission of revised proposals by the Victorian DNSPs, the
Victorian Bushfire Royal Commission (VBRC) delivered its final report to the Governor of Victoria,
who tabled it in the Victorian Parliament. The VBRC report contained a series of
recommendations, some of which will have significant cost implications for Victorian electricity

businesses. For example, the VBRC recommended the replacement of all single wire earth return

power lines in Victoria with aerial bundled cable, underground cabling or other technology in the
areas of highest bushfire risk within 10 years.

As a direct result of the VBRC recommendations, the Victorian Parliament passed the Energy and

Resources Legislation Amendment Act 2010 (ERLAA) on 13 August 2010. The ERLAA aims to
improve vegetation management around electrical lines, increase the quality and frequency of
electrical line safety auditing and also increases penalties for non-compliance with the bushfire
prevention requirements.

In light of the additional costs likely to arise out the increased safety obligations in the ERLAA and
uncertainty around possible further legislative changes flowing from the VBRC recommendations,
several Victorian DNSPs made submissions to the AER on this matter on 19 August 2011. The
submissions argued that these developments gave greater weight to the DNSPs’ proposals for a
specific bushfire pass through event.

Also on 19 August 2011, the AER received a submission from the Energy Users Association of
Australia (EUAA), attaching an expert report from economist Bruce Mountain on the debt risk
premium. The EUAA submission and accompanying expert report argued for a new approach to
the debt risk premium which differed substantially from the approaches proposed by the DNSPs
and adopted by the AER in its draft decision. The DNSPs made a joint submission to the AER on
24 September 2010, responding to the EUAA submission.

Subsequently, on 27 September 2010, the AER issued a further consultation on the debt risk
premium, signalling a significant departure from the approach foreshadowed in its draft decision.
Submissions were made by the DNSPs and other stakeholders (including the EUAA) in response
to this consultation.

The ENA acknowledges that that an opportunity exists to enable stakeholders to engage more effectively

in the regulatory process, including by responding to proposals and submissions put forward by NSPs.
However the problem does not lie in the ability of NSPs to make submissions to the AER in addition to

their proposal and regulatory proposal. As noted above, there are a range of reasons why an NSP may

need to do this, and therefore this opportunity should not be foreclosed. Rather, as will be discussed in

the remainder of this section, the AER’s objective of facilitating greater stakeholder participation in

consultation processes would be better achieved either through greater use of existing AER discretions

and/or alternative amendments to the procedure for submissions.
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Do the proposed rule changes appropriately balance prescription and discretion?

Unlike many of the other rule changes proposed by the AER, the changes proposed in relation to
submissions during the regulatory process seek to significantly restrict the AER’s discretion. The current
drafting of the NER provides that the AER may take into account late submissions, but is not required to.
The AER proposes that the NER be changed such that it must not consider submissions or proposals that
are late or otherwise do not comply with NER requirements. This highly prescriptive rule proposed by the
AER is subject to a very limited exception for “typographical corrections, corrections of miscalculations
and corrections of other errors that do not affect the substance of a regulatory proposal”.

The ENA submits that this restriction of the AER’s discretion is entirely unnecessary. The AER currently
has discretion to either not consider late material or give it less weight in making a determination. This
discretion is appropriate given that NSPs or other stakeholders may need to make late submissions in a
range of circumstances, including those referred to in section 6.2.1 above. Depending on the
circumstances of a late submission, the AER may exercise its discretion to either:

e give the submission material weight in making its determination, which the AER may do if the
submission relates to a material change in circumstances, emergence of new evidence or is in
response to another stakeholder submission; or

e otherwise appropriately weight the submission if it contains arguments or evidence that should
have formed part of earlier submissions and which has not been fully tested through the
consultation process.

The move to greater prescription as proposed by the AER will not improve the efficacy of the regulatory
process and will only increase the risk of regulatory error. If the AER is prohibited from considering any
late submission or a submission made strictly outside of the defined regulatory process, it will foreclose
any opportunity to consider new information submitted after the revised proposal, no matter how relevant
that information may have been to its decision making. In the case of the Victorian distribution price
review referred to in Box 3, the AER could not have considered any of the new information submitted by
the DNSPs on the outcome of the VBRC review and could not have accepted any response by the
DNSPs to the EUAA submissions and evidence on the debt risk premium.

In circumstances where the AER’s formal determination process lasts some 12 months and important
changes in circumstances may arise within that period, it is important that the AER is able to have regard
to relevant information that may become available outside of the strict regulatory process. Obviously this
needs to be appropriately balanced with the making of a timely decision; however there is no evidence
that the existing provisions do not provide this balance with the AER having the discretion to not consider
late material.

Could the same objectives be achieved through existing discretions?

The ENA considers that the AER'’s objectives could be achieved by maintaining the existing discretion
around treatment of late submissions. As noted above, this flexibility allows the AER to not consider any
late submission and to otherwise appropriately weight material submitted outside of the strict regulatory
process, while still allowing it to consider material that is submitted late for sound reasons.

The current process also provides opportunities for other stakeholders to assess and comment on NSP
proposals. Stakeholders are entitled to make submissions, and are subject to the same AER discretion in
respect of late submissions — that is, any submission within the designated timeframe will be taken into
account by the AER while any late submission may be taken into account depending on the
circumstances.
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Nonetheless, the ENA acknowledges that an opportunity exists to facilitate greater stakeholder
participation. The AER’s proposal does not promote this objective and in fact may hinder it by preventing
AER consideration of stakeholder submission that are deemed late or “out of scope”. In the following
section, an alternative proposal aimed at better achieving this objective is put forward.

Are there more preferable solutions?

An alternative means of promoting greater stakeholder involvement would be to introduce a process of
submissions and cross-submissions on the draft decision and revised regulatory proposal. This would
allow stakeholders to consider and comment on any further submissions made by the NSP and would
allow the NSP to respond to any submissions made by third parties on its revised proposal. This model is
used as a matter of practice by the New Zealand Commerce Commission.

Introducing cross-submissions would not alleviate the need for AER discretion in treatment of late
submissions. There may still be circumstances in which further submissions are necessary, and the AER
should maintain discretion to deal with such late submissions on a case-by-case basis. However, the fact
that cross-submissions are available to respond to matters raised in other stakeholder submissions may
potentially bear on the AER’s exercise of its discretion, particularly if a late submission relates to matters
that should have been dealt with in cross-submission.

The ENA would propose that a further two weeks be allowed after submissions on the revised proposal,
for cross-submissions. This would be a relatively minor adjustment to the decision-making timetable and
would greatly improve opportunities for stakeholder participation. Providing for some further time (say two
weeks) before a revised proposal must be submitted, and having the NSP submit any revised proposal
together with its submission on the draft decision may also better facilitate stakeholder engagement and
otherwise address some of the issues raised by the AER. The ENA is considering alternative drafting to
give effect to such a proposal and would be happy to consult further on this issue with the AEMC.

4.7.1.2 ldentification and use of confidential information

The problem identified by the AER

The AER has identified an issue with NSPs claiming confidentiality over material in proposals that it
considers denies other stakeholders the opportunity to respond to that information that the AER must
have regard to. Itis claimed that the current drafting of the NER does not allow the AER to exercise
judgment in determining the weight that is to be given to confidential information that is provided in a
regulatory or revenue proposal. The AER argues that changes to the rules are necessary to improve the
balance to be struck between confidentiality and transparency. The AER’s proposal is that the NER
operate in the same way for NSP and third party confidentiality claims, allowing the AER to afford less
weight to information that is subject to a confidentiality claim.

The ENA does not agree that the NER is deficient in relation to the treatment of confidential information.
The NER and the NEL appropriately provide for protection of NSPs confidential information, whilst
allowing the AER to test the veracity of confidentiality claims. Where a NSP seeks confidential treatment
of information which, in the AER’s opinion, is not genuinely confidential, the AER has a number options
including:

o the AER may request consent from the NSP to disclose the information (in which case the
information may then be disclosed under section 28X of the NEL); or

e the AER may unilaterally decide to disclose the information if, in its opinion, the detriment arising
from the disclosure does not outweigh public benefit (section 28ZB of the NEL).
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Other options also exist that would address the issues that the AER has raised that could provide for
better engagement of stakeholders in the regulatory process, as opposed to simply discounting the
weight that could be given to what may be highly relevant material. These options would include limited
disclosure regimes, where the NSP and interested parties enter into appropriate confidentiality
arrangements regarding the sensitive information. The Australian Competition and Consumer
Commission has routinely employed these sorts of arrangements in telecommunications regulatory
processes.

The ENA also considers that it is appropriate for the NER to operate differently in relation to NSP and
third party confidentiality claims (as it does currently). The primary subject of the AER’s inquiry will be the
NSP’s costs and other business information, some of which the NSP may be compelled to provide and
much of which is likely to be highly confidential. Where a NSP is required to submit its own cost
information or other business records, the AER should be required to have regard to this information,
regardless of whether or not it is confidential to the NSP. On the other hand, where a third party is
submitting information that bears on the AER’s assessment of the NSP’s costs and allowable revenue
going forward, the NSP should be entitled to interrogate this information or otherwise have it afforded less
weight.

It is also important to be cognisant of the types of confidential information that exist. For example, some
claims for confidentiality are made in respect of services provided by third parties to NSPs. It is possible
that disclosure of the scope and / or charges associated with these services, or information from which
these matters could be derived, directly affects the commercial interests of those third parties. At one
extreme, the publication of such information could facilitate anti-competitive conduct. Certainly this type
of information should not be discounted because it is the subject of a claim for confidentiality.

Do the proposed rule changes appropriately balance prescription and discretion?

The AER Proposed Rule Change provides the AER with too much discretion in dealing with confidentiality
claims.

As part of the AER’s inquiry, the NSP will be required to submit large amounts of information that is
confidential, either under compulsion and/or as part of a regulatory proposal. That the information is
confidential is not a matter of choice for the NSP and therefore increasing the AER’s discretion in dealing
with this information will not affect NSP incentives or make it less likely that confidentiality will be claimed.

Increasing the AER'’s discretion as proposed will only provide the AER with greater flexibility to ignore
probative and informative information that it ought to have regard to. Increasing discretion will not in any
way affect the amount of NSP information that is confidential.

As noted in the accompanying Gilbert + Tobin report, increasing discretion in this way has the potential to
undermine the integrity of the decision-making process, as it allows the AER to disregard or give less
weight to probative information simply because it is confidential to the business.**

Could the same objectives be achieved through existing discretions?

As noted above the AER already has several options for dealing with confidentiality claims over material
that does not appear to be genuinely confidential. These include seeking NSP agreement to disclosure of
the information, or unilaterally disclosing if the detriment arising from the disclosure does not outweigh
public benefit. As far as the ENA is aware, the AER has not sought to invoke these powers thus far.

44 Gilbert + Tobin, Assessment of proposed changes to the regulatory decision making process under the National Electricity Rules:
Report for the Energy Networks Association, December 2011, p 17.
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The ENA considers that the AER could use these existing powers to achieve its objectives of
discouraging illegitimate confidentiality claims and allowing for testing of information subject to such
claims.

Are there more preferable solutions?

As the ENA does not consider there to be any deficiency in the NER with respect to treatment of
confidential information, it has not considered alternative amendments.

4.7.1.3 Framework and approach paper

The problem identified by the AER

The AER identifies several issues with the current NER requirement for a framework and approach paper
(FAP) to be published in advance of each price reset. The AER notes that the current process:

e results in an inefficient three stage consultation process on the development and application of
the incentive schemes in distribution;

e creates the potential for a mismatch between a particular service classification and the form of
control to apply to that service; and

e does not strike the right balance between certainty and flexibility regarding the degree to which
service classifications and control mechanisms are “locked-in" at the framework and approach
paper stage.

The ENA agrees that these are potential problems with the FAP process. Responding to a FAP can be
an unnecessarily time-consuming and resource-intensive process for businesses, and the ENA would
welcome a streamlining of this process.

More generally, the ENA considers that in a number of circumstances the FAP process may have limited
utility. This has been the experience in parts of the FAP process dealing with incentive schemes (as
noted by the AER, this part of the FAP process duplicates other processes) and it may become the case
in respect of other elements of the FAP process as transitional issues regarding control mechanisms and
service classifications become more settled.

In some circumstances however, a FAP paper may still be necessary. In particular, if a change in control
mechanism is determined there needs to be some time to allow the business to prepare a regulatory
proposal in line with that determination.

Do the proposed rule changes appropriately balance prescription and discretion?

The ENA considers that in light of the issues identified by the AER, greater discretion could be offered to
the AER and NSPs to limit the scope of the FAP, or alternatively bypass the FAP process altogether.

The NER currently require the AER to publish a FAP in anticipation of every distribution determination,
and this requirement would remain under the AER Rule Change Proposal. However, the ENA considers
that in some circumstances a FAP may not be required at all and would only divert resources away from
preparations for the reset process.

The ENA proposes that the FAP be made optional, to be initiated by either the AER or the NSP as
required. If a FAP process is not initiated by either party then it could be bypassed altogether and the
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status quo would be maintained in terms of control mechanisms, service classifications and application of
incentive schemes. Further detail on this alternative is set out in Section 6.4.4.

Could the same objectives be achieved through existing discretions?

The objectives of the AER and the ENA on this issue could not be achieved under existing discretions.
As noted above, the AER is currently required to publish a FAP dealing with certain matters and may not
bypass or reduce the scope of this process.

Are there a more preferable solutions?

Whilst the ENA generally supports the AER proposed changes in respect of the FAP process (AER
amendments numbered [6.32]-[6.34]), an alternative exists which may better streamline the regulatory
process and remove inefficient duplication of functions.

The ENA's alternative is to make the FAP process optional. Under such an approach either the AER or
the NSP could initiate a FAP process if it is deemed necessary, but if neither party initiates the process
within a specified timeframe then there is no FAP process. An example of how this process could work is
set out in Box 4. The ENA is considering alternative drafting to give effect to this proposal and would be
happy to consult further on this issue with the AEMC.

Box 4: How the optional FAP process could work
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4.7.1.4 Correcting for material errors

The problem identified by the AER

The AER identifies three separate issues associated with the NER provisions allowing for correction of
errors in determination:

e in relation to Chapter 6, the AER suggests that the list of errors for which a distribution
determination may be corrected is too narrow, and that it is conceivable that a material error may
arise from errors outside the scope of that list;

¢ inrelation to chapter 6A, the AER notes that the potential for a determination to be changed more
than is necessary to correct errors caused by provision of false information has the potential to
undermine the finality of the decision making process; and

e generally, there may be circumstances where it is more appropriate to “amend” a determination
rather than “revoke and substitute”.

In relation to the first issue raised by the AER, the ENA does not consider there to be any deficiency in
the current drafting of the NER. Clause 6.13(a) provides a clear and properly targeted list of errors that
may be corrected for, and it would be inappropriate to expand this list to include any “material error or
deficiency in the distribution determination”. As the AER correctly observes, providing too much scope for
re-opening and correction of determinations potentially undermines the finality and certainty of the
decision-making process. Allowing amendment for any “material error or deficiency” potentially creates
broad scope for ex post amendment of determinations in a range of circumstances, such as:

e where the AER’s reasoning or analysis is deemed to have been deficient in some respect; or
e where expenditure or demand forecasts turn out to have been deficient.

There is no meaningful justification provided by the AER for this substantial broadening of matters for
which corrections may be made. It is simply asserted that “it is conceivable that a material error may
arise from errors outside the scope of the prescribed list of errors in chapter 6”, without reference to what
such an error may be or why it might justify amendment of a final determination.

The accompanying Gilbert and Tobin Report — Assessment of proposed changes to regulatory decision
making process under the National Electricity Rules (Attachment D) includes a review of distribution and
transmission determinations, including transmission determinations made by the ACCC under the
National Electricity Code which included a similar provision for correction of errors. This review does not
indicate that there have been circumstances in which the AER or ACCC considered that it would have
been desirable to revoke and substitute a determination, but it did not have the power to do so.*®

The ENA considers that the prescribed list of errors in clause 6.13(a) appropriately covers the types of
errors that the AER should be able to correct for. This list strikes an appropriate balance between
allowing correction of clerical and typographical types of errors, while maintaining certainty as to the
finality of the determination.

The ENA further notes that the AER has not yet sought to invoke its existing powers to amend distribution
determinations under clause 6.13(a), despite situations arising where it would have been appropriate to

“ Gilbert + Tobin, Assessment of proposed changes to the regulatory decision making process under the National Electricity Rules:
Report for the Energy Networks Association, December 2011, pp 23-24.
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do so (see Box 5). Given that the scope of these existing powers has not yet been tested, there can be
no argument that they are too narrow and need to be substantially expanded.

In relation to the second issue identified by the AER, the ENA agrees that an alignment of Chapter 6 and
Chapter 6A is appropriate. As noted by the AER, it is important to promote certainty as to the finality of
determinations, and therefore it is appropriate that the AER only be entitled to correct determinations to
the extent necessary. To this end, the ENA considers that it would be appropriate for clause 6A.15(a) to
be aligned with clause 6.13(a) in the specification of matters that may be corrected for.

In relation to the third issue, the ENA sees limited utility in amending the NER as proposed given that
there is likely to be no practical difference between “amending” and “revoking/substituting”. The ENA
does not consider this to be a problem with the NER that justifies amendment.

Box 5: AER failure to use existing powers to correct DRP annualisation error

In its October 2010 distribution determinations for the Victorian DNSPs, the AER made a
calculation error which was material to its decision on the debt risk premium. The AER failed to
properly annualise the semi-annual fair value yields sourced from Bloomberg as required by
clause 6.5.2(e) of the NER. This resulted in a miscalculation of the debt risk premium for each of
the Victorian DNSPs of around 15 basis points.

Shortly after the AER published its final decision and prior to any application being lodged for
merits review, the DNSPs wrote to the AER seeking correction of this error pursuant to clause
6.13 of the NER. The AER did not respond to this request and did not make any correction.

In order to have this error corrected, the DNSPs sought merits review of the AER’s decision in
respect of the debt risk premium. The AER ultimately conceded error before the Tribunal.

Do the proposed rule changes appropriately balance prescription and discretion?

The AER Rule Change Proposal greatly expands discretion to amend a determination, by allowing
amendment for any “material error or deficiency”. It is not apparent what the term “deficiency” is intended
to cover, and it could potentially encompass a range of shortcomings in the AER’s analysis, reasoning or
assessment of inputs.

As the AER acknowledges, it is important to balance the need for discretion to correct errors, with the
need to preserve the finality and certainty of the final determination. The ENA considers that the current
provisions of Chapter 6 providing for correction of errors adequately strike this balance. Clause 6.13(a)
provides a clear and targeted list of errors that may be corrected for, while preserving the finality of the
determination as a whole. Any expansion of the existing discretion at the expense of finality and certainty
would not be appropriate.

As noted above, the scope of the AER’s discretion to correct errors in determinations is yet to be tested,
and therefore it would not appear to be appropriate or justified to expand this discretion on grounds that it
is currently too narrow.

Could the same objectives be achieved through existing discretions?

For the reasons set out above, the AER’s current level of discretion is sufficient to address errors
requiring correction in final determinations. However, the ENA notes that this is yet to be tested by the
AER.
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Are there more preferable solutions?

As the ENA does not consider there to be a problem with the current level of discretion for correction of
errors under Chapter 6 of the NER, it has not considered alternative amendments.

The ENA agrees with the AER’s proposed amendment to clause 6A.15(c) to align this with the
corresponding provision in Chapter 6.

4.7.1.5 Timeframe for WACC reviews

The problem identified by the AER

The AER identifies the inconsistency between consultation procedures under Chapter 6 and Chapter 6A
as a potential issue for administration of WACC reviews. The AER notes that while Chapter 6 permits the
AER to extend the maximum 80 day timeframe between draft and final decisions if the matters are
unusually complex or the extension is necessary due to circumstances beyond the AER’s control,
Chapter 6A does not permit such an extension.

The ENA agrees that this inconsistency between transmission and distribution consultation procedures is
undesirable and may cause difficulty if complexity of issues raised in a WACC review creates a need for
extension of time. As noted by the AER in its discussion of rate of return issues, these matters can be
complex and also highly contentious due to the capital-intensive nature of energy network businesses
and the large contribution of the return on capital to revenue allowances. Additionally, whilst the ENA
strongly opposes the AER’s proposals to effectively remove rate of return issues from individual revenue
determinations (refer to Section 4.6), we note that if this proposal were to be adopted by the AEMC the
WACC review process would assume even greater importance.

Do the proposed rule changes appropriately balance prescription and discretion?

The AER’s proposed solution is to amend both Chapter 6 and Chapter 6A to provide that the WACC
review would be conducted under the existing transmission and distribution consultation procedures,
subject to the reference to 80 business days being read as a reference to 100 business days, and is not
subject to any timeframe extension. The effect of this would be to cap the timeframe between draft and
final decision at 100 days.

The ENA considers it appropriate for the timeframe between draft and final decisions to be capped at 100
days as proposed by the AER. Whilst it is important that enough time be allowed for consideration of all
evidence by the AER as part of its review, it is at least equally important that NSPs have certainty as to
when a final determination will be made. If the timeframe for a final decision is left open to extension,
there r?eay be uncertainty as to whether a WACC review will apply to revenue reset processes that are to
follow.

The ENA notes that the AER also has discretion (both under the current rules and the proposed changes)
to engage in extensive consultation prior to issuing a draft decision. This may involve any or all of the
following steps:

e issuing an initial positions paper, setting out preliminary views on parameter values or
methodologies to be adopted,;

6 For example in 2009, electricity DNSPs in Queensland and South Australia were required to submit revenue proposals just one
month after completion of the WACC review. Had the timeframe for the WACC review final decision been open to extension,
there may have been some uncertainty as to whether it would apply to these DNSPs.

67



e convening industry forums to discuss key issues or recent market developments; and/or

e convening an informal conference or panel process for experts to exchange views.
Introducing further consultation steps such as those listed above could potentially reduce the workload
between draft and final decisions, by identifying key issues and areas of disagreement early in the

process.

Could the same objectives be achieved through existing discretions?

The ENA agrees with the AER that it does not currently have discretion to extend the timeframe between
draft and final decisions beyond 80 days for a WACC review conducted under the transmission
consultation procedures.

Are there more preferable solutions?

For the reasons above, the ENA agrees with the proposed amendments to clauses 6.5.4(a) and 6A.6.2(f)
of the NER.

4.7.1.6 Assessment of cost pass through events, contingent projects and capex re-
openers

The problem identified by the AER

The AER notes that the NER currently imposes hard deadlines for it to assess positive pass through
applications, contingent projects and capex reopeners. In the case of positive pass through applications
a 60 day time limit is imposed, while for contingent projects and capex reopeners the limit is 30 days.
The AER suggests that that while these timeframes may be adequate in most cases, circumstances may
arise in future which require an extension of the assessment timeframe.

The ENA agrees that the fixed timeframes set out in the NER may not be sufficient in all cases. As noted
by the AER, it may in future receive pass through applications of increasing complexity which warrant
more detailed and careful consideration.

Do the proposed rule changes appropriately balance prescription and discretion?

The AER’s proposal is that the base assessment period be 40 days, with an option to extend the
assessment period up to a maximum of 100 days if the decision involves questions of unusual complexity
or if the AER requires further information.

The ENA considers that the proposed solution does not properly address the problem identified by the
AER. Under the proposed rule change, the AER would have a relatively broad discretion to extend the
assessment timeframe out to 100 days, but there would be no scope to extend beyond this in cases of
particular complexity or where the AER needs to await further information.

Moreover, the broadening of discretion sought by the AER is not appropriately targeted at the problem
identified and therefore may not achieve the desired outcome. The ENA considers that an extension of
time is most likely to be required in situations where the AER is required to await further information or the
completion of an associated process (e.g. where a related inquiry in being undertaken by another
Government agency). In these situations, a simple extension to 100 days may not be sufficient and a
more targeted ‘stop-the-clock’ mechanism is likely to be more appropriate (see Box 6 below).
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Could the same objectives be achieved through existing discretions?

The ENA agrees with the AER that it does not currently have discretion to extend the timeframes for
assessment positive pass through applications, contingent projects and capex reopeners.

Are there more preferable solutions?

The ENA considers that the rule change to address this issue could be better targeted at the potential
problems identified by the AER.

Rather than a broad discretion to extend the timeframe up to a maximum of 100 days, the ENA proposes
that the AER be allowed to “stop the clock” on an assessment in specific circumstances, being:

e where it needs to seek further information from either the NSP or a third party;

e where it is required to consult with stakeholders; or

¢ where it must await the outcome of a related inquiry.
Any stopping of the clock on the assessment process would be limited to the time that is absorbed by
waiting for receipt of information, consulting or waiting for the related inquiry to be concluded. An outline
of the proposed “stop-the-clock” process is provided in Box 6.
The ENA submits that this is a superior solution to that proposed by the AER, as it targets the broadening

of discretion at the particular problems identified by the AER and also guides this discretion by clearly
identifying the circumstances in which an extension will be justified.

Box 6: Alternative stop-the-clock mechanism

Under a stop-the-clock mechanism, the AER would be able to, by written notice to a NSP,
determine that any day that occurs:

(1) between the AER requesting further information from any party and receipt of that
information;

(2) between initiation of any consultation with stakeholders and receipt of submissions; or

(3) between the initiation and conclusion of any related inquiry;

is not to be taken into consideration in calculating the number of days allowed to assess pass
through applications, contingent projects and capex reopeners, where the AER considers that the

further information, consultation or any finding of the related inquiry is reasonably necessary for it
to make its assessment.

4.7.1.7 Process-related matters in expenditure factors

The problem identified by the AER

As part of its review of the expenditure factors listed in clauses 6.5.6 and 6.5.7 (for distribution) and
6A.6.6 and 6A.6.7 (for transmission), the AER identifies three factors it must have regard to that are
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procedural in nature and which do not substantively add to an assessment against the expenditure
criteria:

e the information included in or accompanying the building block proposal;
e submissions received in the course of consulting on the building block proposal; and

e analysis undertaken by or for the AER and published before the distribution/transmission
determination is made in its final form.

These three factors are referred to by the AER as “process factors”.*’

The AER states that the co-existence of these process factors with substantive matters that the AER must
have regard to creates ambiguity as to the appropriate balancing of the various factors. Additionally, the
AER states that the requirement in the third process factor for it to publish its own analysis prior to making
a determination “has the potential to make decision-making processes unworkable”.

The ENA does not agree that there is any ambiguity created by the existence of these process factors.
Their meaning is clear: that the AER must have regard to the NSP proposal, submissions received in the
course of consultation and any analysis which it has undertaken and published prior to making its
determination. The fact that the AER raises an issue with the third of these factors suggests that it clearly
understands the requirement imposed on it.

There is also no evidence presented by the AER of the requirement for publication of its own analysis
making the decision-making process “unworkable”. The AER has in the past published and consulted on
further analysis between its draft and final decisions and this has not caused any difficulty in terms of the
timing or administration of the decision-making process.*

Do the proposed rule changes appropriately balance prescription and discretion?

The AER’s proposed amendments are three-fold:

1 the AER proposes to move the process factors out of the list of expenditure factors and into to Part
E of Chapter 6 (for distribution) and chapter 6A (for transmission) which deal with the decision-
making process more generally;

2 the requirements to consider proposals and submissions would be subject to the new restrictions
on submissions proposed by the AER (discussed above); and

3 the AER proposes to amend the third process factor so that it is only required to have regard to
“analysis undertaken by or for the AER” — there would no longer be a requirement for this analysis
to be published prior to making a determination.

For the reasons set out above, there does not appear to be any problem with the current location or
drafting of these factors, and therefore the ENA does not consider any amendment to be necessary.

47 AER, Economic regulation of transmission and distribution network service providers: AER’s proposed changes to the National
Electricity Rules, September 2011, p 34.

“8 In the Victorian electricity distribution price review, the AER changed its approach to estimating the debt risk premium between
draft and final decisions in light of new information. The AER was able to consult on its new approach and take into account
submissions prior to making its distribution determinations for the Victorian DNSPs. The AER ultimately changed its approach
to determining the debt risk premium from that foreshadowed in its consultation, recognising some of the points made in
submissions (AER draft approach for measuring the debt risk premium for the Victorian Electricity Distribution Determinations,
27 September 2010).
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Moreover, for the reasons set out in 4.7.1.1 above, the ENA strongly objects to the proposed restrictions
on submissions that the AER would be required to consider.

These issues aside, the ENA considers the expansion of the AER’s discretion to undertake any new
analysis and not publish or consult on this prior to making a determination to be inappropriate. The
requirement for AER analysis to be published was inserted by the AEMC to promote transparency in the
regulatory process and ensure that analysis conducted by the AER is made available for public scrutiny.*®
This requirement for transparency remains a critical part of the decision-making process and should not
now be abandoned as is proposed by the AER.

The accompanying Gilbert and Tobin Report — Assessment of proposed changes to regulatory decision
making process under the National Electricity Rules (Attachment D) highlights the importance of
transparency. Gilbert + Tobin notes that transparency promotes confidence in the regime and provides
for better quality decision making by exposing analysis and reasoning to public scrutiny, thus allowing its
probative value to be tested and ensuring that only the most robust analysis and evidence is relied upon
in making a determination.®

The ENA submits that there is no justification for expanding the AER’s discretion in this way and
removing the requirement for transparency of AER analysis.

Could the same objectives be achieved through existing discretions?

The AER’s objectives could not be achieved through existing discretions, as the NER appropriately
requires pre-publication of any analysis the AER intends to rely on.

Are there more preferable solutions?

As the ENA does not consider there to be a problem with the process factors listed in clauses 6.5.6,
6.5.7, 6A.6.6 and 6A.6.7, it has not considered alternative amendments.

Energy Networks Association

8 December 2011

49 AEMC, Draft Rule Determination: Draft National Electricity Amendment (Economic Regulation of Transmission Services) Rule
2006, 26 July 2006, p 55.

% Gilbert + Tobin, Assessment of proposed changes to the regulatory decision making process under the National Electricity Rules:
Report for the Energy Networks Association, December 2011, p 11.
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Introduction

1. Introduction

This report has been jointly prepared by Jeff Balchin, Catherine Dermody and Greg Houston
at the request of the Energy Networks Association (ENA), for submission to the Australian
Energy Market Commission (AEMC). Its subject is the rate of return elements of the rule
change proposal put forward in September 2011 by the Australian Energy Regulator (AER)
for decision by the AEMC. It is one of three separate joint reports prepared for the ENA, each
addressing particular aspects of AER’s rule change proposal. In this report, the ENA has
asked us to assess the proposed framework for determining the rate of return for electricity
transmission and distribution network service providers as well as gas pipelines. Our specific
terms of reference are asfollows:

“Prepare ajoint expert panel external report that:

1. describesthe essential differences between the Chapter 6 and Chapter 6A WACC
frameworks, and the role of the Chapter 6 ‘safety valve' in dealing with aberrant market
conditions and error;

2. describes the effects of the GFC on capital markets (the flight to quality) and the
implications for the performance of standard techniques for measuring the cost of capital
and the appropriate response; and

3. will illustrate the importance of safety valves when WACC methodologies of values are
otherwise ‘locked in” and why a Chapter 6-syle safety valve remains necessary; and

4. describesthe role of the Tribunal process in bring closure to difficult and/or contentious
matter, and the role of precedent in avoiding ‘continual review’.”

1.1. Authors and expertise

The authors of this report are: Jeff Balchin, Principal of PwC Australia; Catherine Dermody,
Partner of Gilbert + Tobin; and Greg Houston, Director of NERA Economic Consulting.
Greg and Jeff are both economists with substantial expertise in the economic regulation of
network infrastructure services, while Catherine is aregulatory lawyer with deep expertise in
the energy sector. This particular report has also been co-authored by Brendan Quach, Senior
Consultant of NERA Economic Consulting, also an economist with substantial expertise in
regulatory finance matters. A short biography for each of Jeff, Catherine, Greg and Brendan
is attached as appendix B.

The authors also wish to acknowledge the substantial contributions of Sarah Turner, Research
Officer, NERA Economic Consulting, in the preparation of this report.

1.2. Structure of this report
The remainder of this report is structured as follows:

§ section 2 setsout the context for this report including the current frameworks for
determining the cost of capital for electricity transmission network service providers
(TNSPs), and distribution network service providers (DNSPs) and gas pipelines, and the
issues with the current rules identified by the AER in its Rule Change Proposdl;
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§ section 3 examines the effects of the global financial crisis on prevailing conditions in the
financial markets;

§ section 4 assesses how the AER’ s proposed framework would have operated had it been
implemented from the time the current rules were put in place; and

§ section 5 presents our conclusion that recent financial market conditions demonstrate the
need for a mechanism that can be invoked by any party so that all available information
can be considered at the time of any particular rate of return decision.

Appendix A provides a summary of the WACC/taxation issues that have been subject to
merits review by the Australian Competition Tribunal, while appendix B provides a short
biography for each of the authors of this report.



Context for this Report

2. Context for this Report
This section provides an overview of:

8 the current regulatory frameworks for setting the rate of return for electricity network
service providers (NSPs) and gas pipelines; and

§ asummary of the AER’s proposal for asingle cost of capital framework for all energy
networks.

2.1. Three WACC frameworks

The current frameworks for setting the rate of return for electricity transmission, electricity
distribution and gas pipeline businesses differ in terms of the level of prescription and
flexibility to respond to current market conditions. The following sections describe the
different characteristics of the current framework for each industry.

2.1.1. Electricity transmission

Chapter 6A of the National Electricity Rules (NER) prescribes that the rate of return be
calculated as anominal post-tax weighted average cost of capital (WACC) in accordance
with the following formula.*

WACC =k, = +k; o
\% \%

Where
ke is the cost of equity (determined using the Capital Asset Pricing Model) ie:
k,=r, +b,” MRP
re isthe nominal risk freerate
Be istheequity beta
MRP isthe Market Risk Premium
Ky isthe cost of debt:
k,=r, +DRP

DRP isthe Debt Risk Premium

<|m
Ro
<|o

are the market value of equity (debt) as a proportion of the market value of
equity and debt

Chapter 6A aso provides for the AER to carry out areview every five years of various
matters relevant to the determination of the above inputs.? The following matters (and the
method of their calculation) may form the subject of areview:*

1 Clause 6A.6.2(b) of the NER.



w W W wWw

§
§

Context for this Report

the nominal risk freerate;
the equity beta;
the MRP;

the maturity period and bond rates in relation to the calculation of the nominal risk free in
the circumstances where there are no Commonwealth Government bonds with a maturity
of 10 years on any day in the averaging period;

the ratio of the value of debt to the value of equity and debt;
the credit rating levels for the purposes of measuring the DRP;

the assumed utilisation of imputation credits (gamma).

In undertaking the review the AER is required to comply with and/or have regard to arange
of considerations. At the highest level, the AER must ensure that its review contributes to the
achievement of the national electricity objective (NEO),* and must take into account the
revenue and pricing principles.” The rate of return provisions in the NER also require the
AER to have regard to:°

§

the need for the rate of return to be a forward looking rate of return that is commensurate
with prevailing conditions in the market for funds and the risk involved in providing
prescribed transmission services;

the need for the return on debt to reflect the current cost of borrowings for comparable
debt;

the need for the credit rating levels or values attributable to, or the methods of calculating
the parametersto be based on a benchmark efficient provider; and

that where the credit rating levels or the values attributable to, or the method of
calculating, parameters cannot be determined with certainty:

— the need to achieve an outcome that is consistent with the NEO; and

— theneed for persuasive evidence before adopting a credit rating level or avalue for, or
amethod of calculating that parameter that differs from the credit rating level, value
or the method of calculation that has previously been adopted for it.

Following the AER’ s review, pursuant to clause 6A.6.2(h), the AER may adopt values,
methodologies or credit rating levels that are different from those specified in the Rules or
from those adopted in a previous review. For the purposes of this report, we refer to the
AER’sreview of the values, methodologies or credit rating levels used to determine the rate
of return asthe WACC Statement.

Clause 6A.6.2(g) of the NER.

Clauses 6A.6.2(b) and 6A.6.4(b) of the NER.
Nationa Electricity Law, Part 3, clause 16(1)
Nationa Electricity Law, Part 3, clause 16(2)(a)
Clauses 6A.6.2(j) and 6A.6.4(€) of the NER.
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The AER’ s decision to revise (or not) the WACC values, methodologies or credit rating
levels to be adopted in the WACC Statement is not subject to merits review.’

Not all elements of the WACC are able to be reviewed by the AER in the WACC Statement.
In particular, the only aspect of the DRP that can properly form the subject of the WACC
Statement is the credit rating level and the term of debt for which the premium relates (the
latter of which being given effect through the separate decision in relation to the term of the
risk free rate).? This means that the DRP must otherwise be measured as set out in clause
6A.6.2(e), being:

the premium determined for that regulatory control period by the AER asthe margin

between the annualised nominal risk free rate and the observed annualised Australian
benchmark corporate bond rate for corporate bonds which have a BBB+ credit rating
from Standard and Poors and a maturity equal to that used to derive the nominal risk

freerate.

Following completion of the AER’ s review, the revised values, methodologies or credit rating
levels set out in the WACC Statement must be used in all future revenue proposals submitted
to the AER. This applies until such time as the AER conducts a subsequent review. Since the
AER has no discretion at the time of each revenue decision as to whether or not to adopt
WACC statement, the specified values, methodologies or credit rating levels are not subject
to merits review at the time of the TNSP' s revenue determination.

2.1.2. Electricity distribution

The framework for setting the rate of return for DNSPs and set out in chapter 6 of the NER
has a number of similarities, and one distinct difference, to the framework specified in
chapter 6A. The common features of both chapter 6 and chapter 6A WACC frameworks are:

§ the NEO and the revenue and pricing principles, as set out in the National Electricity
Law;

8 the specification of anominal post-tax WACC and the CAPM;

§ aperiodic review of the same parameters values, methods or credit ratings, although the
AER has some discretion on the timing of the review that must be undertaken at intervals
not exceeding five years,

§ that for the DRP only the credit rating is subject to change in the WACC Statement;

§ the absence of any form of merits review of the AER’s decision as to whether or not to
revise the values, methods or credit ratings in the WACC statement; and

§ the mattersthat to which the AER must have regard in preparing its WACC statement,
including the need for persuasive evidence before changing from a previously adopted
values or method in the WACC Statement.

The WACC statement is neither a network revenue nor price determination, nor reviewabl e regulatory decision
prescribed by the National Electricity Regulation. See clause 71A of the National Electricity (South Australia) Act 1996,
and clause 9 of the National Electricity (South Australia) Regulations.

8 Clause 6A.6.2(1)(2) of the NER.
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The principal and critical distinction between the two frameworks is that, at the time of each
revenue or price determination, it is open to a DNSP to propose that a value in the WACC
Statement not be adopted, any other relevant stakeholder to submit that such a value be or not
be adopted, and for the AER, on the basis of the material before it, to decide whether or not to
adopt WACC Statement values or some other value. A decision by the AER to adopt
differegnt values for particular WACC parameters is subject to criteriathat are set down in the
Rules.

In developing chapter 6, the Ministerial Council on Energy Standing Committee of Officials
(SCO) considered that the distribution rules should permit the WACC to be subject to merits
review on a determination-by-determination basis. The SCO did not consider it appropriate to
replicate the transmission rules, but that given the different parameters adopted by
jurisdictions under the state-based approach, to allow distribution to converge, should the
AER consider it appropriate, over time.™

The SCO noted: !

Thefinal decision on WACC will be part of each regulatory determination. However,
the AER will still review WACC every five years and promulgate non-binding
indicative guidelines [Statement of Regulatory Intent] on the industry wide WACC
values. At theregulatory reset, DNSPs and other stakeholder [sic] will be ableto seek
variation from these guidelines. The proponent seeking variation will need to justify
why the 5 year review parameters are not applicable and whether there has been a
change in market circumstance. The AER will need to assess whether there has been
achange in market circumstances to warrant a deviation from the parameter specified
in its guidelines or whether sufficiently persuasive evidence has been provided for
different values to be applied for the relevant DNSP. Linking the WACC to the
regulatory determination means that the AER’s consideration will be merits
reviewable.

In other words, the SCO envisaged that the WACC Statement parameters would be varied
when there was persuasive evidence:

§ that change in the market circumstances warrant a deviation from a specified parameter
value; or

§ that the circumstances of the relevant DNSP justify that different value be applied.

Clause 6.5.4(g), (h) and (i) of the NER, the AER is required to apply the Statement unless thereis ‘ persuasive evidence
justifying the departure’ . When assessing whether such adepartureisjustified, the AER isrequired to apply the same
method and/or principles that were applied when determining the Statement (the ‘ underlying criteria’), and inquire
whether, applying those criteria, ‘amaterial changein circumstances ... or any other factor’ now makes the relevant
aspect of the Statement inappropriate.

10 5CO, Table 1: SCO Response to Sakeholder Comments on the Exposure Draft of the National Electricity Rules for
Distribution Revenue and Pricing (Chapter 6), page 16 (item 49).

1 SCO, Table 1: SCO Response to Sakeholder Comments on the Exposure Draft of the National Electricity Rules for
Distribution Revenue and Pricing (Chapter 6), page 17 (item 50).
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2.1.3. Gas pipelines

The gas pipeline framework for determining the rate of return is substantially different from
that applying to electricity NSPs. While the NER specify the financial models and parameters
for the rate of return, the National Gas Rules (NGR) establish an overarching cost of capital
principle. Rule 87(1) states that:

Therate of return on capital isto be commensurate with prevailing conditions in the
market for funds and the risk involved in providing reference services.

Rule 87(2) provides some guidance on how that overarching principle isto be applied by the
AER in determining arate of return on capital, ie:

8 it will be assumed that the service provider meets benchmark levels of efficiency and
uses a financing structure that meets benchmark standards as to gearing and other
financial parameters for a going concern and reflects in other respects best practice;
and

§ awadll accepted approach that incorporates the cost of equity and debt, such asthe
Weighted Average Cost of Capital, isto be used; and a well accepted financial model,
such as the Capital Asset Pricing Mode, is to be used.

One consequence of this framework isthat al elements of AER rate of return decisions made
in the context of gas access arrangements are subject to merits appeal.

Under the NGR, there is no periodic, AER review of generic WACC parameters, and the
WACC Statement made under the NER does not formally apply to gas networks.
Notwithstanding, in its 2009 WACC Statement for electricity NSPs, the AER stated that,
“given the similarity of the issues, the AER may use the outcomes of thisreview in the
consideration of WACC issues in future gas access arrangement reviews”.*?

2.2. AER rule change proposal
The AER has proposed that the NER and NGR be amended:

§ toestablish asingle WACC framework that largely reflects the current approach for
electricity transmission of fixing WACC parameter values or methods by way of a
periodic Statement on the Cost of Capital (SoCC);

§ to adjust chapters 6 and 6A so that the DRP method is subsumed within SOCC process
(rather than being fixed by rules sitting outside the scope of a SOCC);

§ toremovethe ‘persuasive evidence criteria before changing avalue, method or credit
rating in the SoCC; and

§ toallow the AER the flexibility to deal with change in financial market or other
circumstances through bringing forward the review, since the SoCC is to be undertaken at
intervals determined by the AER, but which are not to be more than 5 years.

2 AER, Electricity Transmission and Distribution Network Service Providers: Review of the Weighted Average Cost of
Capital (WACC) Parameters — Final Decision, May 2009, page 6.
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The AER cites the following reasons for its proposed rule change:

§ convergence to a periodic SoCC has administrative efficiency benefits;*®

§ it would avoid the AER and networks operating in a continual ‘WACC review’ mode that
has characterised recent distribution and gas decisions;**

8 new information or theory evolves slowly, and so there is little reason for decisions to
continually review the WACC parameter values, methods or credit ratings;™

8§ the persuasive evidence requirement is asymmetric and is a cause of bias since firms can
“cherry pick” WACC parameters;*® and

§ the benchmark DRP has recently been set at arate significantly above the cost of newly
issued NSP debt."’

We notethat the AER cite as supports for change the ongoing debate on the MRP. The AER
characterises the MRP debate as one where DNSPs and gas pipelines have been:'®

attempting to cherry pick certain parameters and engage in arguments even where
evidenceis not persuasive, or to repeat and repackage data and theoretical arguments
at each distribution determination

Notably, the AER’s characterisation of recent history as one of being ‘ continual WACC
review’ involves no acknowledgement of the effect that the ‘global financial crisis (GFC)
may have had on the WACC determination process. The effect of the GFC on the financial
markets, and its particular implications for the regulated WACC and MRP, is discussed in
greater detail in the following sections of this report.

¥ AER, Economic regulation of gas distribution and transmission services. AER s proposed changes to the National Gas
Rules, September 2011, page 3.

AER, Economic regulation of transmission and distribution network service providers: AER s proposed changesto the
National Electricity Rules, September 2011, page 69.

% hid.
1% hid.
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AER, Economic regulation of transmission and distribution network service providers: AER s proposed changesto the
National Electricity Rules, September 2011, p 79.

AER, Economic regulation of transmission and distribution network service providers: AER s proposed changesto the
National Electricity Rules, September 2011, p 68.
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3. Implications of GFC for Financial Markets

3.1. The Global Financial Crisis

This section describes the events that are colloquially known as the global financial crisis or
GFC. Thereisno single event that defines the GFC. Rather, it refersto a period during which
the value of financial assets were subject to cataclysmic change as perceptions of risk and the
creditworthiness of both major financial institutions and sovereign borrowers were subject to
rapid change. In consequence the market value of virtually all financial assets was subject to
unprecedented volatility. These developments were occasioned by a series of detrimental
occurrences, including:

8 the collapse of the US subprime mortgage market;
8 the bankruptcy of Lehman Brothers in September 2008; and

8 more recently, the European government debt crisis.
3.1.1. US subprime mortgages

The GFC stems from what was originally known as the subprime crisis in June to mid-July
2007.* The subprime crisis was a problem initially assumed to be contained in the US
subprime mortgage sector and relates to the subprime lending.

In the US, mortgages that do not meet the underwriting standards for entry into mortgages
pools guaranteed by the government-sponsored enterprises Freddie Mac and Fannie Mae are
known as sub-prime.?° Such mortgages are associated with borrowersthat have a relatively
higher risk of default. Over a period of some years, the fact that sub-prime mortgages are not
able to be backed by the government-sponsored enterprises led to the emergence of private
mortgage-backed securities.*

The sub-prime crisis began in mid June 2007 following the losses suffered by two hedge
funds managed by Bear Stearns, which had invested in securities backed by sub-prime
mortgage loans.?” This event highlighted the rise in sub-prime mortgage default rates
(following an adverse change in the housing market, leading to an increase in the number of
mortgagors that were in negative equity) and, as such, credit rating agencies downgraded a
large number of collateralised debt obligations (CDOSs) that used mortgages as collateral. >

1 Bank for Internationa Settlements, BIS 78th Annual Report, 30 June 2008, page 92.

2 Reserve Bank of Australia, A Comparison of the US and Australian Housing M arkets: Address to the Sub-prime

Mortgage M eltdown Symposium, 16 May 2008.

2l Reserve Bank of Australia, A Comparison of the US and Australian Housing M arkets: Address to the Sub-prime

Mortgage M eltdown Symposium, 16 May 2008.
2 Bank for International Settlements, BIS 78th Annua Report, 30 June 2008, page 95.

3 Reserve Bank of Australia, Lessons from the Financial Turmoail of 2007 and 2008, October 2008, Cohen and Eli
Remolona, The Unfolding Turmoil of 2007—2008: Lessons and Responses, page 9.
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The crisis spread to the interbank money markets because banks did not know the level of
exposure of other entities, resulting in banks hoarding liquidity.? This saw the asset-backed
commercial paper market freeze in several countries and the London Interbank Offered Rate
(LIBOR) overnight index swap (OI'S) spreads rising sharply.” As aresult, there was a
decrease in credit available for borrowing and a general loss of confidence in financial
markets, culminating it what became known as the GFC.

3.1.2. Collapse of Lehman Brothers

Following the effects of the subprime crisis on funding liquidity, a number of banks
experienced losses and write downs as asset prices weakened.?® From March to mid-
September 2008, these funding problems raised concerns about solvency and the risk of bank
failures. On 15 September 2008 the investment bank Lehman Brothers collapsed, leading to a
global loss of confidence.?” The OECD note that “[f]ollowing the collapse of Lehman
Brothers in mid-September, a generalised loss of confidence between financial institutions
triggered reactions akin to a ‘blackout’ in global financial markets’.?®

September 2008 also saw both Fannie Mae and Freddie Mac placed in conservatorship, as
well as the sale of Merrill Lynch to Bank of America and the US government taking over 80
per cent of the equity in AlG.?® The events that occurred in September 2008 highlight the
progression of the GFC, with these effects being felt throughout global financial markets.
Indeed the IMF states in its October 2008 World Economic Outlook that:*°

Thefinancial crisisthat first erupted with the U.S. subprime mortgage collapsein August
2007 has deepened further in the past six months and entered a tumultuous new phasein
September. Theimpact has been felt across the global financial system, including in emerging
markets to an increasing extent. Intensifying solvency concerns have led to emergency
resolutions of magjor U.S. and European financial institutions and have badly shaken
confidence.

In a speech on 31 March 2009, the RBA Assistant Governor (Financial Markets) Guy
Debelle stated that:

...funding markets shut completely following the collapse of Lehman Brothers. All
global financial markets were dislocated by this event, but not surprisingly term debt

% Reserve Bank of Australia, The Global Financial Crisis: Causes, Consequences and Countermeasures. Remarks to the

conference: ‘Australiain the global storm: A conference on the inplications of the global financial crisisfor Australia
and itsregion’ Victoria University, 15 April 2009.

% Reserve Bank of Australia, Lessons from the Financial Turmoail of 2007 and 2008, October 2008, Cohen and Eli
Remolona, The Unfolding Turmoil of 2007—2008: Lessons and Responses, page 9.

% Bank for International Settlements, BIS 79th Annual Report, 29 June 2009, page 16.

2 Bank for International Settlements, BIS 79th Annual Report, 29 June 2009, page 16.
28

Competition Economists Group, Rate of Return and the Averaging Period Under the National Electricity Rules and
Law, January 2008, page 31.

2 Competition Economists Group, Rate of Return and the Averaging Period Under the National Electricity Rules and

Law, January 2008, page 31.

Competition Economists Group, Rate of Return and the Averaging Period Under the National Electricity Rules and
Law, January 2008, page 31.
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markets were about the most affected... In many money markets around the world,
maturities shortened dramatically so that only the overnight market was (bardy)
functioning and a number of central banks became effectively the intermediator of
last resort.

...inthe wake of the dislocation induced by Lehman’'s, many countries, including
Australia, moved to guarantee bank debt issuance.

Soon after the introduction of the guarantee, Australian banks were able to once again
access term debt markets... There has, however, been little investor appetite for
unguaranteed debt, despite other indications of an improvement in credit market
conditions.”

3.1.3. European government debt crisis

The most recent incarnation of the GFC has been the deterioration of government finances in
anumber of European countries. The declining fiscal situation of European governments has
led to heightened concerns of the sustainability of sovereign debt.>* The levels of debt in
Greece, Ireland and Portugal escalated to the point that international bailout packages were
devised for these countries in 2010 and 2011.*? However, sovereign debt risks have continued
to spread, which has recently affected Italy and Spain.** Moreover, the recent failure of the
German government to sell its €6 billion worth of loans “ effectively” froze the global markets
in November 2011.* Ralph Norris (CEO of Commonweslth Bank) stated that:*

“This [European debt crisis] has potential to be significantly worse than the Lehman
Brothers collapse and the subprime crisis because now we are talking about nation
states’

The ongoing European debt crisis and the inability of governments to resolve the sovereign
debt problems, raises the prospect that this crisis may not be atemporary period of market
uncertainty and could be the start of a severe market dislocation.*®

3.2. Impact on Australian financial markets

Australian financial markets have avoided directly contributing to these crises. However,
Australiais highly integrated with world financial markets and so the effects of the GFC have
had a profound impact on Australian markets.

The effects of the GFC on Australia became apparent between July and August 2007 with the
failure of two Australian Hedge Funds — Basis Capital and Absolute Capital — as well asthe
announcement of financing of problems of a mortgage securitiser —- RAMS Home Loans.*

% Reserve Bank of Australia, Financial Sability Review, September 2011, page 5.
Reserve Bank of Australia, Financial Sability Review, September 2011, page 5.
Reserve Bank of Australia, Financial Sability Review, September 2011, page 5.
Sydney Morning Herald, GFC Il onits Way: Norris, 25 November 2011.
Sydney Morning Herald, GFC Il onits Way: Norris, 25 November 2011.
Reserve Bank of Australia, Financial Stability Review, September 2011, page 1.

g & ' 8 8
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Further, the closure of international securitisation markets led to a halt in the domestic
markets.®® The Australian banks had previously relied on international wholesale financing
and, due to the increased price of risk, the banks' cost of funding increased, with these
increases passed onto borrowers.* As such, these higher borrowing costs, as well as
depr?d equity and asset prices, drove many of the negative outcomes associated with the
GFC.

Australia, like the US, also experienced arise in spreads in short-term money marketsin mid-
2007.*" In response to this decline in interbank lending, the RBA increased the supply of cash
in the2 system — as measured by exchange settlement balances — in order to maintain the cash
rate*

The Australian stock market fell soon after the global stock market crash, itself aresult of the
economic downturn and a reduced appetite for risk.*® Both the Australian household and
business sectors appear to have become significantly more risk-averse following the onset of
the GFC, as indicated by a substantial increase in household saving and higher equity funding
by a number of businesses.**

Directly observable effects of the GFC on Australian financial markets have included:

8 major fallsin equity markets due to a combination of reduced outlook for earnings and/or
earnings growth and a reduced appetite for risk;

§ afall inyields for Commonwealth Government Securities (CGS) due to increased
demand for ‘safe’ securities combined with progressing easing of monetary policy by the
Reserve Bank of Australia (RBA); and

§ anincrease in the corporate DRP and the subsequent preference to issue bonds at shorter
than historic maturities.

Evidence of these effects can be seen in the following three figures on:

% Kevin Davis, The Australian Financial Systemin the 2000s, Prepared for Reserve Bank of Australia, 28 July 2011,
page 32.

% Kevin Davis, The Australian Financial Systemin the 2000s, Prepared for Reserve Bank of Australia, 28 July 2011,
page 32.

% Kevin Davis, The Australian Financial Systemin the 2000s, Prepared for Reserve Bank of Australia, 28 July 2011,
page 32; and Reserve Bank of Australia, A Comparison of the US and Australian Housing Markets: Address to the Sub-
prime Mortgage M eltdown Symposium, 16 May 2008.

% Kevin Davis, The Australian Financial Systemin the 2000s, Prepared for Reserve Bank of Australia, 28 July 2011,
pages 32-33.

4 Reserve Bank of Australia, Some Effects of the Global Financial Crisis on Australian Financia Markets: Finance
Professionas Forum, 31 March 2009.

4 Reserve Bank of Australia, Some Effects of the Global Financial Crisis on Australian Financia Markets: Finance
Professionas Forum, 31 March 2009.

“  Kevin Davis, The Australian Financial Systemin the 2000s, Prepared for Reserve Bank of Australia, 28 July 2011,
page 32.
Reserve Bank of Australia, The Global Financial Crisis. Causes, Conseguences and Countermeasures. Remarksto the

conference: ‘Australiain the global storm: A conference on the inplications of the global financial crisisfor Australia
and itsregion’ Victoria University, 15 April 2009.
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8 Figure 3.1, that showsthe closing price of the All Ordinaries, the broad Australian
equities index;

8 Figure 3.2, depicting the yield on ten year CGS; and
8 Figure 3.3, showing the 7 year BBB corporate debt risk premium.

Figure 3.1
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Figure 3.1, showsthe dramatic fall in the value of Australian equities from the second half of
2007. At its peak the All Ordinaries touched 6,873 in October 2007, before falling to 3,092 in
March 2009, afall of 55 per cent.

Figure 3.2, showsthat since the RBA was given independence to pursue an inflation target of
between two and three percent the annualised ten year CGS yield has averaged 6.5 per cent.
However, following the collapse of Lehman Brothers (mid September 2008) ten year yields
fell from 5.8 per cent to 3.9 per cent in mid-January 2009 (the lowest observed yield since the
RBA gained monetary policy independence).

13



Implications of GFC for Financial Markets

Figure 3.2
Ten Year Nominal Yield (Annualised)
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Figure 3.3, showsthat the DRP for 7 year BBB rated Australian corporate debt increased
rapidly in the second half of 2007 from a little over 100 basis points to around 350 basis
points in early 2008.*

% Figure 3.3, charts the seven years BBB Australian corporate yields as published by Bloomberg. This series has been
selected asit isthe longest BBB bond yield that is still published by Bloomberg.
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Figure 3.3
Debt Risk Premium
Australia Domestic BBB (7yr)
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4. Assessment of the AER’s Proposed WACC Framework

This section assesses how the AER’s proposed framework for determining the rate of return
to apply to all network service providers would have operated had it been implemented from
the time the current rules were put in place — being November 2006 in respect of Chapter 6A
and January 2008 for Chapter 6.

4.1. Critical features of the AER’s proposal

The AER’ s rule change proposal is that the framework for determining the rate of return for
electricity transmission and distribution networks as well as gas pipelines should converge to
asingle regime that closely resembles that set out in chapter 6A of the NER. The key features
of that framework are that:

8 therulesrequire that the rate of return be calculated on the basis of a specified WACC
formulathat includes using the CAPM to determine the cost of equity;

8 the values and/or methodologies for determining each of the WACC parameters would be
reviewed periodically (at least every five years);

§ following the review a Statement on the Cost of Capital (SoCC) would be published
specifying the values, methods, and/or credit ratings to be applied in all subsequent
revenue/price decisions (until superseded by a subsequent review and SoCC); and

§ there would no ability on the part of either the network service providersto propose a
departure from the prescribed SoCC values or methods, or for other stakeholders to
submit that a departure be or not be made, or the AER alow departures from the
prescribed SoCC values or methods for each WACC parameter at individual
revenue/price determinations.

In assessing the strengths, weaknesses and risks of this framework it is instructive to consider
how it would have operated over the last six years, being a period characterised by significant
changes in financial markets. We conclude that the AER’ s proposed rate of return framework
contains a number of fundamental weaknesses, ie:

§ theframework cannot accommodate rapid changes in market conditions, such as those
experienced in recent years, with the effect that the locking-in of WACC parameters once
every five years would create the risk that the rate of return decisions for some NSPs
would not be commensurate with the regulatory and commercial risks involved*® and/or
with the prevailing conditions in the market for funds;*’

8 unforeseen changes in the availability of data may result in prescribed methods becoming
obsolete and so not practicable for application in revenue/price decisions;

§ theframework contains no mechanism to enable errorsto be identified and corrected, and
for contentious issues to be resolved by a process of merits review; and

% Nationa Electricity Law, Part 2, clause 7A(5)
47 Clauses 6A.6.2(j)(1)
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§ the ability of the AER to bring forward the timing of the SOoCC is not a practicable
solution to the above issues.

The remainder of this section discusses each of these weaknesses in greater detail.
4.2. Inability to accommodate rapid changing markets

Under the AER’s proposed WACC framework the estimate of the cost of equity would be set
by reference to a fixed margin above the risk free rate. Using the parameter values
determined in the 2009 WACC Statement that margin would be 5.2 per cent, ie;

k,=r, +b,” MRP

=r;, +0.8" 6.5%
=r; +5.2%

Figure 4.1 illustrates how the nominal regulatory cost of equity estimate would have
fluctuated over the past five yearsif it were set as a fixed margin above the risk free rate.

Figure 4.1
Return on Equity 2006-present
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These data shows that prior to the collapse of the Lehman brothers in September 2008 the
estimate of the cost of equity would have been over 11.5 per cent, but with this having fallen
t0 9.2 per cent by January 2009. In other words, at the deepest point in the first phase of the
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GFC, the AER'’ s proposed rate of return framework would have enforced afall in the
estimate of the cost of equity of over 2.3 per cent.

Applying the fixed margins of 5.2 per cent to the risk free rates prevailing in the 20 days prior
to al the energy network decisions since 2006 (as a convenient proxy period) the estimate of
the cost of equity would be:

10.89 per cent for the Roma to Brisbane Pipeline (20 December 2006);

11.25 per cent for the Dawson Valley Pipeline (22 August 2007);

11.35 per cent for SP AusNet (Transmission) (31 January 2008)

11.36 per cent for ElectraNet (11 April 2008);

11.70 per cent for GasNet (25 June 2008);

9.76 per cent for the NSW DNSPs, TransGrid, Transend and ActewAGL (28 April 2009);
11.08 per cent for the Queensland DNSPs and ETSA Utilities (4 May 2010),

10.66 per cent for Jemena (NSW) gas networks (11 June 2010)

10.36 per cent for the Victorian DNSPs (29 October 2010);

10.51 per cent for the APT Allgas and Envestra (Qld) and (SA) gas networks (17 June
2011); and

§ 9.38 per cent for Aurora Energy and Powerlink (draft decision 29 November 2011)

w WU W W W W W WU W W

Thislist indicates that the estimate of the cost of equity under this method would generally
fall between just under 10.5 per cent and just over 11.5 per cent. The exceptions to this would
have been the decisions in April 2009 and the recent draft decisions for Aurora and

Powerlink. In both cases financial markets were experiencing extreme stress, in late 2008 the
market was dealing with the aftermath of the collapse of Lehman Brothers and, more recently,
financial markets are significantly affected by concerns associated with European sovereign
debt.

In our opinion, when applied during periods of extreme uncertainty, the combination of a
market risk premium determined by reference to long term historical data and arisk free rate
determined by reference to present day market conditions results in areturn on equity value
that does not meet the overarching principle of being commensurate with the current market
conditions. Rather, in such circumstances, a material increase in the present date market risk
premium would be predicted. This conclusion is consistent with the observations of the RBA
in its March 2009 Financial Stability Review:*®

The global financial system has continued to experience significant stress. ... A notable
feature of the current crisis has been a marked increase in the price of risk, after risk had been
underpriced in many markets for a number of years. This repricing of risk hasresulted in
large fallsin the price of many financial assets, often by considerably more than can be
explained by changes in the expected underlying cash flows.

% RBA, Financiad Stability Review, March 2009, page 1.
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Similar sentiments were expressed by Professors Franks and Myers in their advice to the New
Zealand Commerce Commission on whether it should change its estimate of the MRP as a
result of the GFC:*

Professor Myers recommends that the Commission sets arange for the MRP. The bottom of
the range for the MRP should be 5%. Thetop of the range should be along-term historical
arithmetic average MRP over long-term government bond returns. This range for the MRP
implies arange for the TAMRP. The Commission should use the top of the range for the
TAMRP until the world economy returns to normalcy and stable growth... Professor Franks
recommends that the Commission consider a small increase of ¥2% to 1% to the TAMRP
estimate but it would take the form of atemporary surcharge.

We notethat, as a practical matter, an aternative means of estimating the cost of equity
during times of extreme market uncertainty is to set aside the current date risk free rate and
instead to adopt afigure that better reflects the market conditions that gave rise to the
historicasl,oaverage market risk premium. This was the recommendation of Professor Officer
in 2000:

Ideally, as | have already indicated, one would estimate the rlevant parameters of the
CAPM to reflect the expected or required return on equity for the period that the
regulatory rateis set. If oneis prevented from doing this, either because of a
constraint that an average MRP must be used or through estimation problems, then a
second beset approach isto use a period that is unaffected by “aberrant market
conditions’. In effect, the Ry should be estimated from a period that is consistent with
the MRP estimate — an *averaging period’ or period of ‘equilibrium’.

The fact that the GFC caused an increase in the Australian MRP is consistent with the AER’s
own assessment that over the last three years the MRP has varied from:

§ 6 per cent prior to 1 May 2009, which according to the AER represents the historical
average MRP; to

§ 6.5 per cent between the 1 May 2009 and February 2011 when, on account of the effects
of the GFC as they were then interpreted, the AER raised the MRP value by 0.5 per cent
in its 2009 WACC Statement; and then back to

§ 6 per cent from the February 2011, when the AER concluded that the effects of the GFC
had dissipated.™

This summary of AER decisions in relation to the MRP confirm that its own analysis of
changes in that parameter over time is at odds with its statement in the context of itsrule
change proposal that new financial information or theory is slow to evolve. By the statements
and decisions it has made during this period, the AER itself appears to accept that WACC

% J R. Franks, M. Lally and S. C. Myers, 2010, Recommendation to the New Zealand Commerce Commission on whether

or not it should change its previous estimate of the tax adjusted market risk premium as a result of the recent global
financial crisis, pages 4 and 8.

Professor R. Officer, Expert Report prepared in respect of certain matters arising from the AER s New South Wales
Draft Digtribution Determination 2009-10 to 2013-14, 16 February 2009, paragraph 46.

5t AER, Envestra Ltd Access arrangement proposal for the Qld gas network 1 July 2011- 30 June 2016: Draft decision,
February 2011, page 85.
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parameters can alter over relatively short periods of time in response to changing market
conditions.

Notwithstanding these developments, the chapter 6A framework that the AER now proposes
be adopted for network service providers generally cannot accommodate changes in market
conditions of the nature and timing that have recently been experienced. In our opinion, the
only mechanism that is capable of addressing such circumstances is a provision that, at each
revenue or price determination, allows an assessment as to whether the SoCC values,
methods and credit rates are still appropriate. That assessment must be undertaken by
reference to prevailing conditions in the market for funds at the time of the determination and
their effect on the rate of return required to provide the services to which the prices or
chargesrelate.

4.3. Inability to cope with changes in available market data

The AER’ s proposed framework would also inhibit the adoption of alternative or augmented
approaches to the measurement of WACC parameters in circumstances where there are
changes to the availability of information necessary to implement a method specified in the
rules/SoCC. By way of recent and relevant example, such a situation has arisen in relation to
the data necessary to determine the DRP.

Chapters 6 and 6A of the NER require the DRP to be estimated on the basis of Australian
corporate bond with a BBB+ credit rating and a maturity equal to that used to derive the
nominal risk freerate (ie, ten years). The AER may review and alter the credit rating (ie,
BBB+) or theterm of the risk free rate in its WACC Statement, although it chose not to do so
in its 2009 WACC Statement.

At the time the existing rules were put in place, both networks service providers and the AER
could rely on two independent data sources for the specified DRP, ie, CBASpectrum and
Bloomberg. However, Bloomberg ceased to publish an estimate of the Australian 10 year
BBBJngated bonds in October 2007, while CBA Spectrum ceased providing estimates in
2010.

Market developments during this period were themselves a contributing factor to these two
independent data sources deciding to cease publication of their estimates of the current yield
on Australian 10 year BBB+ rated bonds. Irrespective, the consequence has been that
network service providers and the AER have had to develop new statistical techniquesto
estimate the DRP in the manner prescribed by the rules.

A related complexity is that very few Australian long term/low rated bonds were issued from
the start of the GFC (mid 2007) until about 18 months ago (mid 2010), athough a number of
new, longer dated domestic corporate bond issues have occurred more recently. This seems
likely to be a consegquence of the increased risk aversion of investors and so a reduced
appetite for investment in long dated corporate bonds. Similarly, corporate borrowers have

%2 Thiswas communicated to the AER on 19 August 2010, see AER, Victorian electricity distribution network service
providers: Distribution determination 2011- 2015: Final decision, October 2010, p. XXXVIII.
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(understandably) responded to the increased investor risk aversion by opting for shorter dated
maturity borrowings.

I mportantly, one consequence of the declining amount of information and data on the DRP
has been that the process of estimation using proxy data has given rise to dispute as to
precisely how this should be undertaken. Such disputes have been the cause of half the

WA CCltax appeals amongst the ten electricity and gas businesses that have appealed the
AER’s DRP decisions.”

4.4. Lack of a mechanism to identify and correct errors

Under the AER’s proposed WACC framework, the parameter values, methods and credit
ratings would be fixed by means of the SoCC, and the AER would then be prevented from
being able to modify or accept any proposed modification to these parameters at the time of a
revenue/price decision. Relative to the current arrangements under chapter 6 of the NER, the
WACC parameters would not be a constituent decision of a revenue/price decision and so
would not be subject to merits review by the Tribunal.

Without any mechanism to trigger an expert and independent review, errorsinaWACC
Statement would not be able to be identified and corrected. Applying this to the experience
to date under the current regime, this means that the merits review proceedings brought by
ETSA Utilities, Ergon Energy, and Energex on the decision by the AER to apply the WACC
Statement value for the assumed utilisation of imputation credits (gamma) uncovered a
number of errorsin the AER’s 2009 statement would not have been possible.>

By way of background gamma is the product of two components:

8 thefraction of imputation credits created through the payment of company income tax
that are assumed to be distributed to shareholders by way of franked dividends; and

8 thevalue to shareholders from receiving one dollar of imputation credits (theta).

In its 2009 WACC Statement the AER established a value for gamma of 0.65. Thiswas
calculated as the product of adistribution rate of 100 per cent and a value for distributed
credits of 0.65.

In subsequent proceedings before the Tribunal, the AER conceded that there was no
empirical data capable of supporting a distribution rate higher than 70 per cent. This was the
distribution rate argued by the NSPs in the appeal and was also the rate put forward in joint
industry submissions during the 2009 WACC review.

% See Appendix A tothisreport.

% Thevaue of ‘gamma’ is used to determine the proportion of benchmark company income tax that should not be
included in aregulated firm’'s annual revenue requirement. Compensation for company income tax does not need to be
provided because under the Australian imputation tax system, afranking credit is provided to companies for tax paid at
the corporate level. Companies can then distribute franked dividends to its shareholders. Shareholders receiving franked
dividends are able to use the franking credit to offset Austraian tax due on the dividend to which the credit is attached
or tax due on other income or, since 1 July 2000, credits can be used to produce arebate from the Australian Tax Office
(ATO).
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The Tribunal also found further error in the AER’s determination of theta. The AER'’s
estimate of theta of 0.65 was the mid point of two estimates:

§ 0.57, inferred from 2006 dividend drop-off study by Beggs and Skeels;>® and
§ 0.74, inferred from a 2008 paper by Handley and Maheswaran using from tax statistics.*®

A matter of significant contention between the AER and network service providersin the
course of preparing the WACC Statement was the relevance and weight that should be put on
the use of tax statistics. Advisorsto the energy networks argued that no weight should be put
on tax statistics because:>’

In summary, three expert reports have reached the same conclusion on this point —
that Associate Professor Handley is mistaken to suggest that redemption rates
[sourced from tax statistics] provide point estimates or even “upper bounds” for theta
and that the AER was wrong to rely on that advice.

The Tribunal found that the AER had made an error of logic in its use of the Handley and
Maheswaran paper, stating that:>®

The AER accepted that utilisation rates derived from tax statistics provide an upper
bound on possible values of theta. .... However, its rdevance could only be related to
the fact that it was an upper bound. No estimate that exceeded a genuine upper bound
could be correct. Thus the appropriate way to use the tax statistics figure was asa
check.

In other words, the Tribunal found that tax statistics should not be used to estimate theta but
should only be used to check whether the estimated value was too high.

Furthermore, the Tribunal also directed the AER to commission a‘ state of the art’ dividend
drop-off study from Strategic Finance Group (SFG). This direction followed the AER’s
continued insistence that no weight should be placed on any study other than that by Beggs
and Skeels in 2006.

The Tribunal accepted the results of the new study:*

The Tribunal is satisfied that SFG’s March 2011 report is the best dividend drop-off
study currently available for the purpose of estimating gamma in terms of the Rules.
Its estimate of a value of 0.35 for theta should be accepted as the best estimate using
this approach. In particular, the Tribunal cannot accept the submission of the AER

that either minor issues in the construction of the database or multicollinearity argue

®  D.Beggsand C. L. Skedls, ‘Market arhitrage of cash dividends and franking credits’, The Econorric Record, vol.82,
no.258, September 2006.

J. C. Handley and K. Maheswaran, ‘ A measure of the efficacy of the Austrdian imputation tax system’, The Economic
Record, val.84, no.264, March 2008.

5 Network Industry Submission, AER Propased Determination — Review of the Weighted Average Cost of Capital
(WACC) parametersfor dectricity transmission and distribution, February 2009, page 145.

% Application by Energex Limited (No 2) [2010] ACompT 7, paragraph 91.
% Application by Energex Limited (Gamma) (No 5) [2011] ACompT 9, paragraphs 29-30
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for giving the SFG study less weight and the Beggs and Skeels study some weight.
The Beggs and Skeels study, despite not being subjected to anything like the same
level scrutiny, is known to suffer by comparison with the SFG study on those and
other grounds.

Moreover, thefact that in its earlier reasons the Tribunal found no error in the AER
having relied on the Beggs and Skeels study is not to the point. The proceedings since
then have been largely designed to render that study, along with the earlier SFG study,
obsolete for the purpose of setting a value for gamma — and have done so.

The outcome of the appeals before the Tribunal on gamma was to identify a number of errors
in the gamma value contained in the 2009 WACC Statement, ie:

8 inthe assumption of 100 per cent distribution rate, when instead a 70 per cent rate was
substituted by the Tribunal;

§ inthe AER’sreliance on tax statistics as an estimate of theta, when this source should
only be used a check of the estimated theta value; and

8 inthe AER’srejection of other dividend drop-off studies and its sole reliance on the
estimated from the Beggs and Skeels 2006 study.

The AER has since adopted the corrected gamma value in its gas pipeline decisions, and has
the ability to adopt the correct rate in future chapter 6 (DNSP) decisions (and has indeed done
so in its recent draft decision for Aurora®®). For DNSP's, this ability arises through the
decision open to the AER not to apply the WACC Statement gamma value. However, the
AER has no ability to correct the gamma value for chapter 6A (TNSP) decisions, since the
rules do not provide for a‘safety valve’ mechanism by which errors can be corrected.®*

Without review by the Tribunal it is not clear that the errorsin the gammavalue in the
WACC Statement would have been properly investigated and corrected.

The WACC framework that the AER is now proposing to apply to all electricity and gas
network service providers has the effect of removing the ability for an NSP to seek merits
review of any WACC parameter values, methods and credit ratings. It thereby omits an
important feature of the current arrangements that has been able to identify and correct errors
made by the AER. It isdifficult to see how the removal of an error correction mechanism,
particularly in the context of errors having been known to be made, could be consistent with
contributing to the achievement of either the NEO or the national gas objective.®?

4.5. Practicability of bringing the SoCC forward

In explaining the basis for its rate of return rule change proposals the AER contends that the
option of bringing forward the timing of a future SOCC amounts to a process that would be

% AER, Aurora Energy Pty Ltd 2012-13 to 2016-17: Draft decision, 29 November 2011, page 27.

& A gamma value of 0.65 has recently been applied in Powerlink’ s draft decision, see, AER, Powerlink Transmission

determination 2012-13 to 2016-17: Draft decision, 29 November 2011, page 33.
®  National Gas Law, section 23,
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capable of dealing with unanticipated changes in financial market conditions. In our opinion,
such a process is not capable of effectively addressing this need.

The SoCC process takes the best part of two years from the point in time at which significant
changes in market conditions were recognised through to their potential application in
network pricing decisions. This is because time is needed for:

§ the problem to be recognised and for the AER to develop and publish an issues paper;

§ the SoCC review to be completed, noting that the 2009 review took approximately 9
months;** and

§ the new WACC values, methods and credit ratings to be applied to a electricity network
or pipeline decision.®

A delay of close to two years between a problem being identified and the application of a
new WACC value, method and credit rating is not capable of dealing effectively with the
rapidity and severity of changes in financial market conditions experienced over the last few
years. For example, the failure of Lehman Brothers occurred just prior to the publication of
the draft decisions for the NSW DNSPs, TransGrid, Transend and ActewAGL, and six
months before the final decision.

In any case, the option of bringing forward an AER review and so the publication of a new
SoCC is not a practicable solution for identifying and correcting errors made by the AER.

We note that the AER’ s rule change proposal also seeks to increase the timeframe for conducting the WACC review
from 80 to 100 business days.

We note that the SOoCC parameterswill only apply to revenue/price proposal s submitted after the SoCC is published.
Furthermore, the revenue/price proposal is submitted at least 12 months before the start of the regulatory period.
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5. Conclusion

The AER’s proposal to move TNSPs, DNSPs and gas pipelines to a common framework for
determining the rate of return that, in essence, reflectsthat aready established in chapter 6A
of the NER involves a substantial risk of setting a WACC that is not commensurate with
prevailing conditions in the market for funds and/or involves known error. Locking-in the
WACC parameter values, methods and credit ratings gives rise to the risks that:

8 the pre-specified WACC parameters are no longer appropriate due to changes in financial
market conditions subsequent to the SoCC;

8 the SoCC will specify methods dependent on data or information that subsequently ceases
to exist; and

§ the SoCC contains errorsthat cannot be adequately addressed without merits review.

In our opinion, the experience since the current rules were put in place demonstrates that any
WACC framework must contain a mechanism that is able to be invoked by any party in
relation to any individual decision in order to ensure that rate of return is be commensurate
with the prevailing conditions in the market for funds and any effect those conditions may
have on the returns required to provide the services to which the prices or charges relate.

With the benefit in hindsight of financial market developments over the past five years, the
absence of any credible safety valve mechanisms amounts to a fundamental design flaw in
both the chapter 6A provisions of the current NER and the framework that is now proposed
by the AER. That design flaw would appear to put the chapter 6A arrangements at odds with
both the revenue and pricing principles as well as with the requirement that the SOCC process
delivers outcomes that are consistent with prevailing conditions in the market for funds.

The AER’s proposal also removes an important feature of the current arrangements applying
to distributors and gas pipelines that has been able to identify and correct errors made by the
AER. It is difficult to see how the removal of an error correction mechanism, particularly in
the context of errors having been known to be made, could be consistent with contributing to
the achievement of either the national electricity or gas objectives.

The AER’s contention that a process involving periodic review of rate of return parameter
values or methodologies and so the establishment of an updated SoCC could be brought
forward from its 5-year cycle is not adequate to deal with changing market circumstances.
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Appendix A - WACC/Tax Related Appeals

Table A.1 liststhe WACC and tax related matters that have been appealed to the Australian

Competition Tribunal.

Table A.1
Recent AER WACC Decisions
Decision Company Issue Outcome
o Averaging period Varied
NSW/ACT Disdribution (2009)  Country Energy ) ) )
Debt risk premium Rejected
o ] Averaging period Varied
NSW/ACT Didribution (2009)  EnergyAustralia ) ] ]
Debt risk premium Rejected
NSW/ACT Didribution (2009) Integral Energy Averaging period Varied
o ] Averaging period Varied
NSW/ACT Trangmission (2009)  TransGrid ) ] ]
Debt risk premium Rejected
o Averaging period Varied
TAS Transmission (2009) Transend ) ] ]
Debt risk premium Rejected
Gas Access Arrangement (2010)  ActewAGL Debt risk premium Varied
QLD Digtribution (2011) Energex Gamma Varied
QLD Distribution (2011) Ergon Gamma Varied
SA Distribution (2011) ETSA Utilities Gamma Varied
Gamma Varied
Gas Access Arrangement (2011)  Jemena (NSW) Gas ) ) )
Debt risk premium Varied
Gas Access Arrangement (2012)  APT Allgas Debt risk premium Pending
Debt risk premium Pending
Gas Access Arrangement (2012)  Envestra (QLD) ) ) )
Market risk premium Pending
Debt risk premium Pending
Gas Access Arrangement (2012)  Envestra (SA) ) ) )
Market risk premium Pending
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Introduction

1. Introduction

This report has been jointly prepared by Jeff Balc@atherine Dermody and Greg Houston
at the request of the Energy Networks AssociatitidA), for submission to the Australian
Energy Market CommissioMEMC). Its subject is the expenditure forecast elemehtse
rule change proposal put forward in September 241the Australian Energy Regulator
(AER) for decision by the AEMC. It is one of three sepe joint reports prepared for the
ENA, each addressing a number of issues relatttetoule changes that the AER has
proposed to change the incentives of Network SerRiovidersNNSP) with respect to capital
expenditure incentives. Our specific terms of refiee are as follows:

“Prepare a joint expert panel external report that:

1. refers to/develops principles as to the approptetel of prescription/level of detail as to
what should be in the rules and what should beldped as AER guidelines;

2. demonstrates the implications of the AER proposkeisie for NSP capex incentives,
assessed against the existing rules criteria fmiefcy incentive scheme design;

3. proposes or discusses potential additions/refinértereither the Ch 6 and/or Ch 6A
criteria as the basis guiding the development gfaapex incentive scheme; and

4. sets out a ‘straw man’ alternative capex incengsieeme that would correct the problems
with the AER scheme (e.g. absence of symmetrycowtinuous from one year to the
next) and meet the existing Rules criteria, whoéing that implementation details would
need to be developed.”

1.1. Authors and expertise

The authors of this report are: Jeff Balchin, Hpatof PwC Australia; Catherine Dermody,
Partner of Gilbert + Tobin; and Greg Houston, Dioeof NERA Economic Consulting.
Greg and Jeff are both economists with substagtiaértise in the economic regulation of
network infrastructure services, while Catherina regulatory lawyer with deep expertise in
the energy sector. A short biography for each tf Gatherine and Greg is attached as
appendix A.

The authors also wish to acknowledge the substamiributions of Victoria Mollard,
Analyst, NERA Economic Consulting, in the preparatof this report.

1.2. Our approach to the terms of reference

By way of context, we make the following observati@bout how we interpret the terms of
reference set out above in light of the AER’s pisglo

First, the AER has proposed that the rules incthdedetails of operational elements of the
capital expenditure incentive scheme into spedifies provisions. This element of the
proposal contrasts with the existing approach feating financial incentives for operating
expenditure and service performance, where the ritapiocriteria for the development of the
schemes are prescribed in the rules, but wheraHfeis required to develop the operational
detail of the schemes through a separate proces® aet out the detail in a guideline.



Introduction

Elements of these schemes are also able to bdisgeanispecific NSP determinations, and
thus able to be varied across businesses. Congbgqu@mimportant question is where in the
hierarchy of regulatory instruments — the rulegualeline and/or individual price/revenue
determinations — that a capital expenditure ingenécheme should be set out. This is the
focus of Task 1 of our terms of reference.

Secondly, a conclusion of Task 1 above is thatitiail of the capital expenditure incentive
scheme should be given effect though a guidelinevdth firm-specific matters addressed in
individual price/revenue determinations, mirrorthg treatment of operating expenditure and
service performance incentive arrangements. Moreowe also observe that for distribution
the AER already has the power to introduce ancefficy benefit sharing scheme’ for capital
expenditure and thereby enhance the incentivesafuital expenditure efficiencybut has
chosen not to do soThese findings and observations raise the quesfiarhether the

criteria for the design of an ‘efficiency benetiasing scheme’ for capital expenditure in
Chapter 6 provide appropriate guidance for the ldgveent of capital expenditure incentives,
or whether refinements are warranted. This in tavites a discussion of the conceptual
considerations in the design of incentive schemes.

Thirdly, we then address the details of the AERtppsed scheme and analyse whether it
meets the criteria that would apply to an efficiebenefit sharing scheme if the AER had
proposed its current scheme under the existinganaeisions. We also address whether these
conclusions would be altered if our recommendedifivadions to these criteria were
adopted. We observe that the AER’s proposed sclemeery simple in its operation — that
is, simply to scale down the actual capital expemeiby a factor where the actual amount
exceeds the forecast for a regulatory period (whethk are calculated as the simple sum).
However, an important matter is to understandnientives that are created by this simple
scheme, and to test whether the scheme in facsmpptopriate criteria for incentive

scheme design, and indeed remedies the perceifiecedeies that the AER has identified
with the current capital expenditure incentive ag@ments. This is the focus of Task 3 of our
terms of reference.

Fourthly, the findings from Task 3 are that the A&ERroposed capital expenditure incentive
scheme does not meet appropriate criteria for éseggd of incentive schemes and as such
could not have been accepted under the existimg.riVe also observe that the AER’s
proposed scheme does not address the problenth¢h8ER has identified and also gives
rise to a number of other perverse incentives. fdiges an important question, namely what
an incentive scheme that does meet those criteula ook like.

The AER'’s proposed capital expenditure incentoleesne would operate by varying the amount of cheitpenditure
that was to be included in the regulatory asset bashe end of a regulatory period. This contrasts ‘efficiency
benefit sharing scheme’, where the incentives eveiged by rolling in all capital expenditure, kadding an increment
or decrement to target revenue in the followingutatpry period. However, it is possible to providentical incentives
irrespective of whether this is achieved by varytimg roll in rule, or by providing an incrementd@crement to the
next period revenue. This is discussed furtheeatisn 5.2.

This power exists under the same provisionsghat effect to the efficiency benefit sharing sclesm the
development of an incentive scheme for operatim@pediture was mandatory, but was discretionargégital
expenditure and electricity losses.
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Our conclusions from Task 1 were that the detaihefcapital expenditure incentive scheme
should be given effect though a guideline and With-specific matters addressed in
individual price/revenue determinations. Accordingl would be premature to set out a fully
developed incentive scheme at this stage. Howeverder to provide a focus for discussion,
we have described the key features of a schemevthdt meet the criteria in the rules and
set out the implementation issues that would nedxttaddressed.

1.3. Structure of the remainder of the report

The remainder of this report is structured as o

Section 2 describes the AER’s proposed rule chaimgegation to the capital expenditure
incentive arrangements in order to provide confiexthe analysis;

Section 3 addresses the AER’s proposal to seheudetailed operational requirements of
its proposed scheme in the rules, addressing $he isf the most appropriate use of the
different regulatory instruments (that is, the sylguidelines and individual price/revenue
determinations);

Section 4 addresses the question of what is apptefguidance in the rules for the
design of capital expenditure efficiency arrangetsetommencing with the current
criteria in Chapter 6 under which a scheme couletlmeen implemented and asking
whether refinements are possible;

Section 5 assesses the AER’s proposed scheme tap@ircsiteria developed above,
including whether such a scheme would have metriteria required of a capital
expenditure ‘efficiency benefit sharing scheme® an

Section 6 then sets out a ‘straw man’ for a cagixglenditure ‘efficiency benefit sharing
scheme’ that could meet the criteria developeckatien 4.

Appendix A provides a short biography for eachhaf authors of this report.
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2. AER’s proposed capital expenditure incentive scheme

2.1. AER proposal

Relevantly for the purposes of this report the AER proposed that the rules for the roll-in
of capital expenditure be changed so that NSP®bmuitted to recover in the regulatory asset
base (RAB) at the beginning of a regulatory conperiod capital expenditure of an amount:

= equal to actual capital expenditure in the previaggilatory control period if expenditure
is less than the forecast amount specified in #terthination applying to that regulatory
control period, or otherwise

= equal to the forecast of capital expenditure sptih the determination applying to that
regulatory control period plus 60 per cent of therspend.

The AER has also proposed retaining the flexibfiydistributionto decide whether or not
depreciation should also be recalculated to refietiial expenditure, and has proposed that
this flexibility be extended to transmission. Soofi¢he details of the AER scheme are not
fully articulated in its rule proposal, which issdussed further in this report.

The AER has noted that the strength of the incestte minimise capital expenditure stem
from the extent to which firms are guaranteed tttea recovery of their costs, and that a
number of aspects of the regulatory regime in coiatimn affect the incentives for capital
incentives, including:

= whether the RAB is periodically ‘optimised’ or retl forward, and if the latter, whether
the forecast or actual capital expenditure is idetlin the RAB,;

= whether any adjustments are made to the revenu@eatent where forecast and actual
capital expenditure differ; and

= whether the regulatory WACC (and other paymentsived by the owner) are higher or
lower than the true values.

The AER has argued that the current rules do ratighe sufficient incentive to ensure that
only efficient investment occurs. However, manytefbservations are directed to a
narrower concern; namely that the rules do notiredbe NSPs to restrict expenditure to the
forecast that was set at the previous review. kample®

NSPs are not required to restrict expenditure dieoto remain within the capex
forecast set at the previous determination.

The AER observes that the penalty that a NSP irfeons undertaking an additional unit of
capital expenditure declines during the coursdefregulatory period, from about 40 per
cent of the expenditure in the first year of thgulatory period to zero in the last year,

The AER Rule Proposal also seeks to amend thetapedd the Rules in relation to the roll-in of aééd party margins.
This report does not address that aspect of the R&R Proposal.

4 AER, Rule Proposal, pp.37-38.
5 AER, Rule Proposal, p.38.
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provided that the regulatory and true WACC aresdime. It then contends that an incentive
to overspend in the later years may be creaténtifégulatory WACC is materially higher
than the true WACC.

2.2. Our views on the rationale for change
2.2.1. Factors that affect the incentive for capita | expenditure

We agree with the AER that the incentive for NSiPsitnimise their capital expenditure
depends on the extent to which recovery of actya¢editure is guaranteed. Incentive
arrangements operate by exposing NSPs to a shére sbcietal benefit or detriment from

its actions, which for expenditure implies bearangetaining a share of any marginal
increase or decrease in expenditure. The shaw@cadtal benefit or detriment that is borne by
the NSP defines the ‘power’ of the incentive scheme

We also agree with the AER’s observation that tioemtive on the NSPs with respect to
capital expenditure depends upon the combinatidroofthe RAB is determined and how

the NSPs’ prices are determined — the latter otlwvis affected by whether the NSP operates
under a price/revenue cap for a defined periodvamether an adjustment is made to the
revenue requirements when setting that cap toctdfie performance in a previous period
(that is, an efficiency benefit sharing scheme). Wéeild further observe that if the intention
is to enhance the incentives for NSPs to minimagetal expenditure beyond what results
from applying a price/revenue cap, then makingdjnsament to the rolled-forward RAB or
an adjustment to the revenue requirements areisgubshechanisms for enhancing those
incentives. That is:

= if the RAB is rolled forward using actual capitaipenditure (as at present), then the
desired incentive for capital expenditure may keated through making an increment or
decrement to the revenue requirement; and

= if the formula for calculating the revenue requigethis held fixed, then the same
incentive for capital expenditure could be achietledugh an adjustment to the formula
for updating the RAB.

It follows that there is no problem in principletivrolling forward the RAB to reflect actual
expenditure — if this practice is considered tovpgte inappropriate incentives, then an
adjustment can be made to how the target revereaddslated to provide the desired
incentives.

2.2.2. Has the AER targeted the correct objective?

While we agree with how the AER has characteribeddle of incentives, we do not
consider that the objective that appeared to gindAER’s detailed design of its scheme is
appropriate.

As noted above, the AER discussion of its propasgital expenditure incentive scheme
provides different descriptions of the perceivetiailencies in the current arrangements that
its scheme attempts to address (the objectives gctheme being to address these
deficiencies). The alternative expressions ar®ksAs:
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1. The objective is to ensure that the NSPs have@ntive tominimise capital
expenditureand

2. The objective is to ensure that the NSPs have@ntive to spendo more than the
expenditure forecaghat was adopted at the previous review.

The first of these objectives is consistent withladesigned incentive regulation, and with
the NEO and Revenue and Pricing Principles. Inqadr, economic efficiency is advanced
— along with the interests of customers — if expieme is minimised, for a given level of
service performance. Thus, efficiency is advantedousiness that is spending less than the
regulatory allowance manages to contain expendéauea further. Equally, efficiency is also
advanced if a business that is already spending than the regulatory allowance
undertakes measures to restrain more than it otbemight expenditure that is necessary to
meet its service obligations.

In contrast, designing an incentive scheme to etag@uNSPs to spend no more than the
regulatory forecast at the previous price/revemy@r is not an objective that would be
likely to best promote the NEO and Revenue andrigyierinciples. Rather, this objective
places an unnecessary degree of reliance upoegéatory allowance, for two reasons.

First,even ifthe AER’s forecast of expenditure was the bessiptesforecast of the future
efficient level of expenditure at the time it waadme, it is inevitable that the efficient level of
expenditure in a future period will change from tbeecast as numerous events intercede and
new information becomes available (for exampletwoantdemand is different to forecast or
additional information on the condition of assstsbtained; up-to-date and more detailed
information is generated on projects as they mdéagec to implementation). Thus, the
expenditure forecast may well turn out to be matigrdifferent from that which transpires as
the efficient level, in which case attempting tomote that level of expenditure would be in
direct conflict with the NEO. This is particulardp in relation to the later periods of the
regulatory control period — where the forecast determined up to four or five years
previously.

Secondly, more generally we note that the undeglpinilosophy of incentive regulation —
which is embedded in various aspects of the regyaegime for NSPs — is premised on the
observation that the regulator does not and cakmmt the efficient level of expenditure.
Thus, while an estimate of efficient future expéme levels is required in order to set price
levels, incentive regulation works by setting finah incentives so that NSPs reveal the
efficient level of expendituréhrough their actionswhich includes responding efficiently to
changes in expenditure requirements as discussee al follows that implementing an
incentive scheme that attempts to encourage NS§setad the forecast that was approved by
the regulator at the previous price review is assgra degree of knowledge on the part of
the regulator that, when designing incentive refipleschemes, is generally assumed not to
exist.

A consequence of the AER’s focus on designing arsehto encourage spending in line with
the AER'’s forecasts rather than to minimise expemei(for a given level of service
performance) is that it has proposed an asymms&theme, so that a penalty is only applied
if expenditure exceeds the regulatory forecasnbubenefit is received for the reverse case.
This implies in turn that the incentive scheme willy encourage improvements by part of
the population of NSPs, and as a consequence he¢rdihe extent of efficiency
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improvements that are possible. This issue ismetlito in our detailed discussion of the
AER'’s proposed scheme in section 5.

2.2.3. Incentive problems with the current regime

We agree with the AER that the incentive to mineniapital expenditure under the current
regimes for capital expenditure for distributiorddransmission declines over the course of
the regulatory period. In addition, the NSPs amaricially indifferent to the level of
expenditure in the last year of the regulatorygerassuming that the regulatory and true
WACC are the same and that there are no cash thosti@ints to the business and putting
aside the effect of other regulatory requiremesiiel as the requirement for NSPs to
demonstrate the efficiency of augmentation projdts exceed a threshold).

We further observe that this declining incentivevpofor capital expenditure has a number
of implications.

= first, the payoff to NSPs from efficiency gainscapital projects diminishes over the
period;

= secondly, an incentive is created to change thenpadf expenditure over the course of
the regulatory period, deferring expenditure fraanein the period to late in the period,;
and

= thirdly, as the incentive power with respect toratiag expenditure is approximately
constant over the period, an incentive is createddpital expenditure to be substituted
for operating expenditure late in the regulatorsiquk

In addition to these factors, the fact that the AR distribution) and the Rules (for
transmission) have required regulatory deprecigtdoe recalculated to reflect the actual
pattern of expenditure, in turn has meant thatribentive power with respect to capital
projects differs depending on the life of the raletvproject.

These observations are consistent with our quéimgtassessment of the incentive power of
the current scheme that is set out in T&ole This table sets out the penalty to a NSP faom
marginal increase (reward for a marginal reductiorgapital expenditure over the regulatory
period according to the year in which the expemdits undertaken and according to the
useful life of the asset in questibiVe also note for completeness that the AER has the
discretion to exclude depreciation from the camtgdenditure incentive scheme for
distribution, and has planned to extend this fléikjbto transmissior. Accordingly, Table

This modelling takes account of the AER’s standaidulations as reflected in its ‘post tax revemgalel’. In
particular, we have assumed that the capital expgedhat is undertaken within the year has haléar of return
applied to it (consistent with the manner in whiictward looking revenues are set) in order to pthe¢ expenditure in
end of year dollar terms. This implies that whetdiional expenditure is undertaken in year 1 (andwerage, it is
undertaken in the mid-point of the year), the NSBdprived of 4 years of return, the first halieabeing recovered
through the half WACC factor. We have also assumatidapreciation on the capital expenditure fonemgiyear
commences in the year following that expenditugajrareflecting the AER’s standard approach whetingeforward
looking revenue requirements. Lastly, we have tken account of the fact that the RAB is escalateihflation, so
that the amount that is actually rolled into the R&iB be both written down for depreciation and imdd for inflation.

‘Excluding depreciation from the capital expenditincentive scheme’ refers to the penalty or rdva an NSP no
including an element that reflects a change inleggry depreciation. This is achieved by rollingviard the RAB at
the end of the regulatory period by a fixed figfmeregulatory depreciation (that is, one thateet$ the forecast of
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2.1 also shows what the reward (penalty) woulddb@fchange in capital expenditure if
depreciation was excluded.

Table 2.1
Incentive power by life of project and year in regu latory period

Current Regulatory Period

Life of Asset Year 1 Year 2 Year 3 Year 4 Year 5
7 years 67.7% 53.8% 38.0% 20.1% 0.0%
20 years 39.7% 31.2% 21.9% 11.5% 0.0%
40 years 32.1% 25.2% 17.5% 9.1% 0.0%

Depreciation
excluded 24.6% 19.1% 13.2% 6.8% 0.0%

Note: This assumes a WACC of 10% and inflation5#62

As this table shows, where a regulated entity sés@ands) a marginal unit of capital
expenditure in the first year of the regulatoryipeythe it retains 67.7 per cent of that saving
if the asset base a seven year life, but lesslibHrof that if the asset life is 40 years.
Moreover, consistent with the previous discussibe,share of the benefit (cost) that is
retained (borne) by the NSP declines substantis#y the regulatory period, with the entity
financially indifferent as to the level of expend# in the last year, provided that the
assumptions set out above are met. This tablesllsas that if depreciation is removed from
the capital expenditure scheme then the incentiveep of the scheme would fall in all years
except the last, although the rate of decline enitlcentive would be moderated and the
difference in incentive rates across assets wallcivay.

We note that the AER has observed that if the eegdIWACC exceeds the true WACC for
the NSP then the current incentive arrangementddymovide an incentive to spend more in
the final year of the regulatory period, rathemtin@erely being financially indifferent as to

the level of expenditure. The AER has undertakearaber of simulations of this matter,

with the simulation that it summarised showing tth@ NSP could receive payments equal to
26 per cent more than the initial cost of the a@bét example assumed that the true WACC
was 300 basis points lower than the regulatory WACC

With respect to the AER’s argument on this matter,view is that the AER’s analysis
overstates the potential for NSPs to have an inegetd increasetheir level of expenditure in
the final years of the regulatory period (tharagher than merely being financially
indifferent to that level of expenditure).

In particular, the reward that an NSP would eaomfincreased capital expenditure would
depend on the regulatory WACC that is expectecetafplied for the next regulatory period
and in the regulatory periods thereafter (althongar term returns are always relatively more

capital expenditure), rather than recalculatingrérgailatory depreciation allowance to reflect thial level and mix
of expenditure.
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important). The prevailing regulatory WACC wouldvee feature in an NSP’s analysis as it
would never be applied to a marginal unit of cdmtgenditure.

This distinction between the prevailing regulaté}ACC and the expected future regulatory
WACCs is important at the present time. In anofiegrer, we have noted that a large
contributor to perceptions that the cost of debirant of the regulatory WACC currently is
higher than the true cost of funds stems from tiaetgce of providing an allowance for the
cost of debt that reflects the spot rate, rathan tin allowance that reflects the embedded
cost. Over the long term, there is no reason teejmat one method will deliver a higher
allowance for the cost of debt than another, alghadivergences are inevitable in the short
term, and with the spot rates currently higher thianibedded rates. Moreover, we also note
that while there is evidence that the recent reagnfeallowances for the cost of debt may
exceed embedded rates and possibly also prevapioigrates, there is less evidence that the
allowance for the cost of equity has followed mareguirements, and indeed the potential
exists that current regulatory allowances mategriafiderstate the cost of equity funds.
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3. Role of the rules, guidelines and determinations when
giving effect to a capital expenditure incentive
scheme

3.1. Introduction

In this section we present an analytical frameworkassessing the appropriate split between
codifying matters in the Rules and providing disorefor the AER. We identify factors that,
if present, suggest that a highly prescribed rudg tre appropriate, and those which suggest
that a less prescribed rule would be appropriatewiith adequate guidance given to ensure
policy objectives are met.

While the actual proposed amendments to the Rioésatould provide for the AER’s
proposed capital incentive scheme are small ingeriithe number of words, it is actually a
highly prescribed scheme. In particular, the fixinghe Rules of the amount of 60 per cent
of the total capital expenditure that exceeds ¢ked forecast capital expenditure as the
amount that may be rolled into the RAB inapprogiiatestricts the AER in applying an
incentive scheme that will likely need to be refir@ver time and also a scheme that should
be appropriately tailored between types of sergroiders (distribution / transmission) and
also perhaps as between different service proviafetse same type.

The AER’s proposal in relation to the capital intbesscheme can be contrasted with the
AER'’s proposed amendments that would permit the Adc&evelop “other” incentive
schemes. The broad scope of the amendment retatlogher” incentive schemes would in
effect place the AER in a position to determine am@nt matters of policy, which is properly
the domain of the Standing Council on Energy ansbReces $CER) and the AEMC (as it
may be guided by any relevant policy statements).

3.2. Palicy, rule making and rule enforcement

There is a clear separation between the roleslafypdevelopment, rule-making, and rule-
enforcing in the current framework. A short backgrd on this separation and how it was
developed is set out below.

3.2.1. Policy

The Ministerial Council on EnergMCE) was established by the Council of Australian
Governments@oAG) in June 2001 with the following objectives:

= to provide national oversight and coordination oligy development to address the
opportunities and challenges facing Australia’srgpsector into the future; and

= to provide national leadership so that considenatiobroader convergence issues and
environmental impacts are effectively integrateld energy sector decision making.

10
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From 1 July 2011, the MCE amalgamated with the Merial Council on Mineral and
Petroleum Resources, to become the SEHRe SCER has the following scope:

= facilitating national oversight and coordinationgaivernance, policy development and
program management to address opportunities anlgéiehes facing Australia’s energy
and resources sectors into the future;

= providing national leadership on key strategic éssand effectively integrating these
strategic priorities into Government decision-makiim relation to the energy and
resources sectors; and

= enhancing national consistency between regulataméworks to reduce costs and
improve the operation of the energy and resouree® s’

The membership of the SCER comprises Commonwesiite and territory and New
Zealand Ministers with responsibility for energydaesource matters.

3.2.2. Rule-making and rule enforcement

In the MCE’sreport to the CoAGn 2003, the MCE recommended a reform package to
CoAG that included the establishment of two newustely commissions:

= the AEMC, with responsibility for rule-making ancarket development; and

= the AER, with responsibility for market regulation.
The MCE report noted as follows$:

Sound economic regulation requires expertise, iadépnce from commercial
interests, and close consultation with affectedigmrThe processes must be made
more efficient and streamlined, responsive to ntaitkgelopments, and occur within
a clear framework of government policy. Regulasbould be nationally uniform or
consistent, as appropriate, to maximise competaimhreduce the cost to business of
operating across the markets.

The MCE proposes the establishment of two newtstigtbodies to undertake these
tasks. One body will focus on rule-making and madevelopment, the other on
network access regulation and market rule enforoéme

In its response to the report of the Expert Pandtergy Access Pricing in 2006 the MCE
noted the importance of the framework within whikbe AER performs economic regulation
being clear, with the scope of discretions set'dut.

Energy and Resources Ministers’ Meeting: Communifeéth, 10 June 2011 (available at:
http://www.mce.gov.au/about/default.html, accessg@dNovember 2011).

Council of Australian Governments, Terms of Refeegrfavailable at: http://www.mce.gov.au/about/d&fatml,
accessed 16 November 2011).

10 Ministerial Council on EnergyReform of Energy Markets: Report to the Council o§téalian Governmentd1

December 2003, p 8.

11 Expert Panel on Energy Access PriciRgport to the Ministerial Council on Energypril 2006.
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It is important that the framework within which tA&R will undertake its economic
regulation provides it with clear powers and guitkato make efficient decisions
from the perspective of society as a whole. The AKERwers need to be clear, its
scope of discretions set out, and the timelineds@msparency of its processes
guaranteed. The AER must be accountable for itsides and the opportunity must
be provided to regulated service providers fordheection of potential regulatory
error through review mechanisms.

The MCE also highlighted the importance of consisyeand predictability of decisions made
by reference to established principtés.

Equally important is the predictability of thosectd#ons — that is, the development of
an approach that gives energy users and investdrarismission and distribution
infrastructure confidence that access and pricutgames will be guided by known
principles that are applied in a consistent manner.

In making rules the AEMC is subject to the poligsedtion given by the SCER. Section 33
of the National Electricity Law provides that th&MC must have regard to any relevant
SCER statement of policy principles in making a&ralthough no statements of policy that
are relevant to this matter exist. The AER is iretefent from the AEMC and the SCER.

3.3. “Correct” level of detail and guidance in the rules

There is no absolute “correct” level of detail taaplies to the range of rules that may be
made by the AEMC. The amount of detail will vargaing to a number of factors.

At one end of the spectrum it is clear that mattéolicy should be dealt with by the Rules.
At the other end of the spectrum, matters of dedaiinplementation should not be the subject
of the Rules. Between these ends of the spectrara athole range of matters where
sometimes a greater level of detail in the Ruldkbei warranted, and where sometimes less
detail will be called for.

Some general principles that may guide considaratfavhen it may be appropriate to have
more or less details in the Rules are set out helow

12 standing Committee of Officials of the Minister@buncil on Energy2006 Comprehensive Legislative Package:

Overview and Response on Expert Panel on Energysééugcing November 2006, p 15.

13 Standing Committee of Officials of the Minister@buncil on Energy2006 Comprehensive Legislative Package:

Overview and Response on Expert Panel on Energysééugcing November 2006, p 16.
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More detail in the Rules Less detail in the Rules

» Matters that are capable of general » Matters whose application will vary as
application to all service providers between individual service providers or

. Matters that are largely “settled” and afe ~ 9roups of service providers
unlikely to require adjustment or * Matters that are still subject to some
refinement over time operational testing and may need

« Matters that have no or limited “tweaking” from time-to-time as the
interaction with other elements of the results of their application become
framework known

« Matters that do not require adjustment|ift Matte"rs that have a number of “moving
light of changing market conditions or parts” and that impact on decisions abput
changes in sources of information other elements of the framework

* Matters that may require adjustment in
light of changing market conditions or
changing sources of information

As a general proposition, where rules provide tkgsil, or are less prescriptive, the relevant
body applying those rules will have increased sagp® how to apply those rules. In these
circumstances the rules may give guidance to tlegaet body as to the matters they should
have regard to in applying those rules to assishsuring that the underlying policy intent is
given effect.

Where a matter is the subject of detailed rulesthack is little scope for the relevant body to
determine how the rules should be applied, it cty@l@xpected that little or no specific
guidance is given. Where a matter is not the stibjedetailed rules and the relevant body
has considerable scope to determine the applicafitre relevant rules, it could be expected
that very detailed and specific guidance is givetoahe matters to which the relevant body
should have regard in applying those rules.

Under the Rules general guidance is given to thR Aaen exercising “AER economic
regulatory functions or powers”, which includesdtians and powers performed or exercised
by the AER under the National Electricity Law orl&uthat relates to the making of a
transmission determination or distribution deterion’* The AER must perform or

exercise those functions or powers in a mannentibbr is likely to contribute to the
achievement of the NE&.The AER must also take into account the RevendePaiting

14 National Electricity Law, section 2, defines tieem “AER economic regulatory function or power’raganing: a

function or power performed or exercised by the AEider this Law or the Rules that relates to: (ajet@nomic
regulation of services provided by: (i) a regulatiégtribution system operator by means of, or inm@ztion with, a
distribution system; or (ii) a regulated transnosssystem operator or AEMO by means of, or in cotiop with, a
transmission system; or (b) the preparation oftavowk service provider performance report; or (@ tmaking of a
transmission determination or distribution detemtion; or (d) an access determination.

15 National Electricity Law, section 16(1)(a). Thational electricity objective is set out in sectioh of the National

Electricity Law.
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Principles® when, amongst other things, exercising a disarétianaking those parts of a
distribution determination or transmission deterfaion relating to direct control network
services.’

A body applying rules will need policy guidance whenatters require evaluation, judgement,
or the formation of an opinion, or otherwise reguine exercise of discretion. The Western
Australian Supreme Court made the following comnierthe context of the Gas Cotfe:

Many of these subsections [in 3.1 to 3.20 of the Gade] require evaluation, the
exercise of judgement, the formation of opinionptirer exercises of discretion by
the Regulator. Examples include what is practicable reasonable (s 3.2); whether
the terms and conditions of an Access Arrangementeasonable (s 3.6); the
duration of the Access Arrangement (s 3.18); whathechanisms to address the
risks of incorrect forecasts should be includednettee duration is more than 5
years; and, if so, what mechanisms (s 3.18). Irekaecise of such discretions it is
clear the Regulator needs policy guidance.

While in some cases reference to broadly exprgssedples, such as, under the National
Electricity Law, to the NEO and Revenue and Pridngpciples, may be sufficient to guide
regulatory decision-making, in other cases greguetance will be required to ensure policy
objectives are achieved.

The AEMC was alive to the need to balance presori@nd flexibility in its development of
Chapter 6A of the Rul€s.

Some matters in regulatory determinations, howereolve a degree of uncertainty
such that it is necessary for the rules under whatisions are made to allow for the
exercise of discretion and judgment by the reguldtbe Commission’s approach has
been to consider the costs and benefits of progidertainty or flexibility in the
context of the different elements of the regulafoaynework specified in the
Revenue Rules. Where there is clearly increasedfibémm providing certainty and
transparency there is merit in codifying method@eagnd processes in rules.
However, where there is uncertainty, such as ircéise of forecasts and the
calibration of the operational features of inceatimechanisms, there are benefits in
ensuring that the Rules provide the regulator witfficient flexibility to exercise
judgment in making informed decisions.

The AEMC also did not consider there to be oneemrapproach to be taken to the extent of
codification in the Rule$’

6 The revenue and pricing principles are set oseirtion 7A of the National Electricity Law.

17 National Electricity Law, section 16(2)(a)(i).
18 Re Dr Ken Michael AM; Ex parte Epic Energy (WA) Naerim Pty Ltd & Anof2002] WASCA 231, [58].

19 AEMC, National Electricity Amendment (Economic Regulatibfiransmission Services) Rule 2006 No. 18: Rule
Determination 16 November 2006, p xiv.

20 AEMC, National Electricity Amendment (Economic Regulatbfiransmission Services) Rule 2006 No. 18: Rule
Determination 16 November 2006, pp XiX — XX.

14



Role of the rules, guidelines and determinations when giving effect to a
capital expenditure incentive scheme

The Commission believes that there is no genenatipie that can be applied to
determine the appropriate extent of codificatiomubés in all circumstances for all
types of energy infrastructure. The Commissionisegal approach has been to
improve the transparency and predictability of tatpry outcomes bgodifying
those elements of regulatory methodology and procesvhich are comparatively
uncontroversial, unlikely to need to vary in application acrosdetiént TNSP’s in
different circumstances or which are necessaretddiermined on agx antebasis
for the efficient administration of the regulatgmocess.

The Commission also understands that there ardisagt areas of regulatory
decision making that should involve the exercispidgment and discretion by the
regulator. This is because good economic regulatwuld be sufficiently flexible to
adapt to the individual circumstances of reguldtesinesses across different periods
of time. Areas of flexibility and discretion alsthoav the regulatory process to evolve
with experience, learning and innovation. Impotgritowever, where legal rules
confer discretions on regulators the rules sholgd specify criteria for exercising
those discretions. [emphasis added]

3.4. Application of the general principles to incen tive schemes under
Chapter 6 and Chapter 6A

3.4.1. Matters of policy / matters of detailed impl  ementation

The issue of whether the regulatory framework sth@mcompass incentive schemes and the
characteristics that those schemes should haveim@ortant matter of policy. The types of
incentive schemes that should be in operatiorsis almatter of policy. For example, whether
there should be incentives around demand managendrgervice standards.

Under the current framework, the policy as to #ngutatory framework providing for
incentives is captured in both the National EledlyiLaw and the National Gas Law. In
proposing its comprehensive legislative packagehferegulation of electricity and gas
networks, the MCE notet:

The framework in the NEL and NGL will require th&KC to make and maintain
Rules that address:...

...() Incentives for owners, controllers or operatof electricity transmission and
distribution systems and gas transmission andiloligion networks/pipelines
to make efficient operating and investment deciidmcluding incentive
regimes based on guaranteed service levels / castgrvice performance
standards and network service performance inceatiteme and taking into
account incentive regimes, guaranteed servicederaiinimum service
standards (if any) established by jurisdictions.

The Chapter 6 and Chapter 6A Rules then set ouypes of explicit incentive schemes that
must or may apply, in addition to the requirements price or revenue cap to be applied.
These are as follows:

2l standing Committee of Officials of the Minister@buncil on Energy2006 Comprehensive Legislative Package:

Overview and Response on Expert Panel on Energysééugcing November 2006, pp 18 — 19.
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Chapter 6: Distribution Chapter 6A: Transmission

« Efficiency benefit sharing scheme which ¢ Efficiency benefit sharing scheme which
mustapply to efficiency gains and losses mustapply to efficiency gains and losse;s
associated with operating expenditure and associated with operating expendifdre
which may apply to gains and losses | . seryice target performance incentive
related to capital expenditure scheme

« Service target performance incentive
scheme

* Demand management incentive schemg

\"£}

D

While the AEMC determined in making Chapter 6A tyyges of incentive schemes that
would form part of the economic regulatory framekydahe AEMC recognised that the detall
of those schemes was a matter that could be govdretAER provided that the rules gave the
AER guidance on the design of those scheffes.

In a number of areas it is appropriate that the AR discretion in determining
various aspects of, and process for, economic aégal Where the AER is given
discretion under the Draft Rule, guidance for thereise of that discretion is also
provided. These include matters such as the degigrcentive schemes...

Guidance as to the design of incentive schemeses gn Chapter 6 and Chapter 6A. For
example, when developing and implementing an efficy benefit sharing scheme for
operating expenditure the AER is required to hagard to?*

= the need to provide service provides with a comtirsuincentive (that is equal in each
year of any regulatory control period) to reduceraing expenditure;

= the desirability of both rewarding service proveléor efficiency gains and penalising
service providers for efficiency losses; and

= any incentives that service providers may haveappropriately capitalise operating
expenditure.

Under Chapter 6, the AER is required to have regatdio further matters, beirfg:

the need to ensure that benefits to consumery likalesult from the scheme are
sufficient to warrant any reward or penalty under $cheme; and

2 Note Chapter 6A does not have an analogue prowvisithat in Chapter 6 which provides that the &fficy benefit

sharing scheme may apply to gains and losses delateapital expenditure.

2 AEMC, Draft National Electricity Amendment (Economic Regjoh of Transmission Services) Rule 2006: Rule

Proposal ReportFebruary 2006, p 36.
24 Clauses 6.5.8(c) and 6A.6.5(b).
% Clause 6.5.8(c).

16



Role of the rules, guidelines and determinations when giving effect to a
capital expenditure incentive scheme

= the possible effects of the scheme on incentivethiBdimplementation of non-network
alternatives.

Incentive schemes will also involve matters of detlimplementation. These could include
reporting to the AER on things relevant to the seb@nd the calculation of the various
parameters that are inputs to the scheme. In thiexioof the incentive schemes to apply to
operating expenditure under Chapter 6A, the AEM@athat the mechanics of the benefit
sharing mechanism was an issue of “detailed imphatien and should be left to the guided
discretion of the AER®®

3.4.2. Matters that are capable of general applicat ion / matters whose
application varies as between service providers

Whether or not a type of incentive scheme is tdyaggpa matter that will be typically capable
of general application to all service providerst Ewample, whether DNSPs will be subject
to both capital and operating expenditure incestigea matter of general application to all
DNSPs.

However, the practical application of those schemiisyary between DNSPs, for example,
under a service target incentive performance schmaeservice targets that will apply to
each individual DNSP.

In the context of making Chapter 6A, the AEMC retisgd the need to appropriately
balance the level of prescription in the rules ambmatters like incentive schenfes.

There are areas in which it would be inappropiiatx regulatory practice in
statutory rules. In particular the Commission bagthat the AER needs flexibility
in determining what information should be submittéth TNSP revenue cap
proposals, the form of incentive mechanisms foratienal expenditure and
performance that should be applied, cost allocagirarciples, the mechanics of
rolling-forward the RAB and the form of PTRM adoghtén these areas the Rule
Proposal provides for the AER to develop modelsguidelines.

The Rule Proposal sets out requirements for the f&aeg®dmply with Transmission
Guideline Procedures when it wishes to alter arth@iGuidelines. The Procedures
set out a transparent public consultation prodesslving a draft and final decision
with clear reasons given for its approach. This elp increase the predictability
and certainty of the regulatory regime, withoutessgively hampering the AER when
it considers that a change to a Guideline is regluir

3.4.3. Matters that are largely settled / matterst  hat may require
refinement over time

As noted above, whether the regulatory framewodukhprovide for incentive schemes and
the general nature and characteristics of thosensek is an important matter of policy. It is

% AEMC, National Electricity Amendment (Economic Regulatbfiransmission Services) Rule 2006 No. 18: Rule

Determination 16 November 2006, p 97.

27 AEMC, Draft National Electricity Amendment (Economic Regjoh of Transmission Services) Rule 2006: Rule

Proposal ReportFebruary 2006, p 38.
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settled policy that, for example, a feature ofrébgulatory framework should be strong
incentives around operating expenditure. Speci@iments of incentive schemes however
may require fine tuning over time to meet undexypolicy objectives.

3.4.4. Matter that have limited interaction with ot  her elements of the
framework / matters with a number of moving parts

Incentive schemes not only interact with each offtgrexample, incentives around operating
expenditure and service standards), but they atsoact with other elements of the
regulatory framework (for example, changes in serglassification). In light of this, there is
the need to provide the AER with the ability to daggard to a number of factors in
determining the specifics of how any particularentive scheme will apply to a particular
service provider in a particular regulatory period.

In making Chapter 6A, the AEMC was conscious ofribed to provide for incentive
schemes that operated together in a way that waoekt an overall policy objective of
efficiency?®

The Commission’s framework for economic regulatiencodified in the Revenue
Rule seeks to provide a range of incentive mechanthat work harmoniously
together to provide an overall suite of incentivegerties that deliver efficiency and
desired production and service outcomes. The coamiqgrarts of the Commission’s
incentive framework include incentives for:

= efficient capital expenditure;
= efficient operating expenditure;
* maintaining service standards; and

* management of uncertain project costs or timing.

The AEMC also recognised however the importandd@®fER having some flexibility to
determine how the various schemes would apply t8H$given the interaction of the
schemes with each oth@r.

The Commission, in setting an upper limit on therxts of the risk and reward of the
scheme had the intent of allowing the AER to deteenalternative values up to (and
including) that limit...in order to provide additial clarity in the Rules the
Commission has decided at allow the AER to detesrttie upper and lower bound
of the potential risk and reward of the scheme iwithrange of one per cent to five
per cent.

The Commission considers that this flexibility gpeopriate due to the
interdependent application of multiple incentivecmenisms for TNSPs. In addition,

2 AEMC, National Electricity Amendment (Economic Regulatbfiransmission Services) Rule 2006 No. 18: Rule

Determination 16 November 2006, pp 94 — 95.

2 AEMC, National Electricity Amendment (Economic Regulatbfiransmission Services) Rule 2006 No. 18: Rule

Determination 16 November 2006, p 101.
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such an approach will allow for experimentation ambvation to produce optimal
outcomes over time.

3.4.5. Matters that do not require adjustment inli  ght of changing market

conditions or sources of information and those that do

The principle of more detailed rules being appraterwhere the relevant matter does or does
not require adjustment in light of changing mar@tditions or sources of information is not
directly applicable to incentive schemes.

3.5. AER rule change proposal

The AER has proposed two major changes with regpententive schemes operating under
both Chapter 6 and Chapter 6A.

the first has been to seek to strengthen the inenassociated with capital expenditure
by prescribing in the rules a scheme under whithyoad terms, to the extent there is
capital expenditure above the allowed forecast aihaunly 60 per cent of that excess
amount would be added to the regulatory assetdtabe beginning of the first
regulatory year of the regulatory period followitigt in which the expenditure was
incurred. This is the main subject of this report.

the second has been to seek to provide the AERthathbility to develop “other”
incentive schemes (being other than those idedtifighe rules) where the AER
considers that there are benefits to end usersstoimers arising from applying the
incentive scheme or schemes to DNSPs or TNSPs.

Applying the analytical framework developed to finst of these mattersve conclude that
the AER'’s proposal to prescribe the operationaitiet the rules would imply an
inappropriate degree of prescription in the rulegarticular we observe as follows.

Policy vs. implementation the rule changes proposed would implement tlegadional
detail of the scheme, rather than to provide pajigiglance to the AER. This level of
detail is not inappropriate where a scheme isesetthd implementation issues are
unlikely to emerge; however, as the AER’s propasgteme is new and as yet untested,
this is unlikely to be the case.

Application across NSRsour conclusion in Section 4 of this report iattaspects of the
scheme should be permitted to vary across NSPw&ébatsectors and possibly also
between NSPs). In particular, the incentive powehe scheme (which under the AER’s
proposed scheme is a function of a number of paamsencluding the 60 per cent
sharing factor) should be sensitive to (amongstrathings) differences in the strength
and completeness of service related incentivehhgations and the character of
projects that are undertaken.

Refinement over timewe argue in Chapter 4 that a well-designed iteeischeme for
capital expenditure would require a number of caxphatters to be addressed to ensure,
amongst other things, that efficiencies are propesasured and the risk caused by the
scheme is managed to the extent practicable. ™eslkl require refinement over time.
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We note that the same issues would be likely weaniith the AER’s proposed scheme
and provide pressure for future rule changes.

= Interaction with other parts of the regulatory regg— we argue in Chapter 4 that a
well-designed incentive scheme for capital expemditvould have a number of
interactions with other parts of the regulatoryimegy Most notably, the incentive power
for capital expenditure efficiencies should be sielé such that it is consistent with,
amongst other things, the strength of incentive®perating expenditure efficiencies and
incentives applied to service performance. In aoiditwe note that measures may be
required to ensure that efficiency gains are pigpaeasured, which may need to be
sensitive to factors such as how expenditure requents were forecast.

A preferable means of implementing a capital exgarglincentive scheme would be for this
to be empowered by the Rules, and with appropcaiatieria developed. We note that the
AER already has the discretion to implement a eapipenditure incentive scheme through
the ‘efficiency benefit sharing scheme’ provisidosdistribution. We discuss these
provisions in more detail in section 4.

Conversely, the AER’s proposal to give it the @pilo introduce any incentive scheme
trespasses into important matters of policy thatmoperly the subject of the SCER and the
AEMC. If this proposal was accepted, the AER waualéffect be putting itself in the
position of rule-maker and making policy determimias$ as to the matters that service
providers should be given incentives to achieves Thinconsistent with the regulatory and
market institutional framework put in place in #@ergy sector, as these rules are properly
the domain of policy-makers and not the AER.
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Criteria for the design of a capital expenditure incentive scheme

Criteria for the design of a capital expenditure
incentive scheme

4.1. Objectives for a capital expenditure efficienc  y scheme

The objective of financial incentive arrangememwisany element of a regulated business’s
activities is to align the private, financial in¢times of a network business with the outcomes
that are desirable from the perspective of alltelgty market players® An assumption of
incentive regulation is that there are aspectsrefalated business’s performance that cannot
be observed (for example, while cost can be obderféort levels to contain cost generally
cannot) and where the ‘optimal’ outcome is not knawith certainty to the regulator (for
example, techniques to predict the efficient costrent sufficiently accurate). In this context,
the purpose of providing such incentives is twatfol

first, by providing businesses with financial intieas to make socially optimal decisions,
superior outcomes should be expected than if datmuattempted to dictate what the
regulator considered to be an optimal outcome. fidlisws because the financial
incentives encourage the operational knowledgelthsinesses possess to be ‘harnessed’,
which may not have been available to a regulatwt; a

secondly, by putting in place well-functioning imtiwe arrangements, the task of
regulation is simplified. This is achieved becahggsinesses respond to the incentives,
and thereby create information about the outcolmatsare efficient.

With respect to capital expenditure, some of thedcomes that an incentive scheme
should promote include the following.

Choose the most efficient projeets capital expenditure incentive scheme shoutdren
that where there are alternative projects for meedi particular network need that the
lowest cost option is pursued. This includes engputthat businesses consider the full
range of potential options, including different tapprojects, operating expenditure
(where relevant) and non-network solutions. In addj the scheme should encourage
NSPs to consider the benefit that a project woeld/dr and undertake projects that are
expected to provide a net-benefit, having regattiéadmpact on such matters as service
performance and loss&s.

Undertake projects at the most efficient timendertaking a project earlier implies it
imposes a higher cost, and so the incentives slemddurage projects to be deferred until
the benefit from the project is maximised.

30

31

This objective is a direct application of the NB@J Revenue and Pricing Principles. The NEO indteems requires
the pursuit of economic efficiency for the longntelbenefit of customers, which is achieved by masiing the joint
interests of all players in the chain of electyicgitipply and consumption. Our translation of theONE consistent with
how the Rules describe the purpose of the Regul&tegstment Test for Transmission (clause 5.6.5Bje’ purpose
of the regulatory investment test for transmiss&to identify the credible option that maximishe present value of
net economic benefit to all those who produce, goresand transport electricity in the market (thefgmred option).”

It is noted here that NSPs are not able to tadfithe benefits of some projects, for example, rehereliability
obligation exists. However, NSPs should still hamencentive to consider whether an enhancememptoject may
deliver a net benefit.
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= Undertaking projects at their least ceasbnce projects are chosen a network business
should have an incentive to ensure that the cdsten delivery are minimised and all
risks thereto are managed in an efficient manner.

= Improve compared to what otherwise would have ged# the NSPs should have an
incentive to make efficient decisions and contasts to the extent possible, irrespective
of how that business has performed compared ttoteeasts for that regulatory period.

In addition, practical considerations of risk aeatral to the design of any incentive scheme.

Financial incentives are created by exposing ala¢e business to a share of the social
benefit or detriment associated with the objedhefscheme (for example, expenditure or
service levels), which in turn implies that reveraumel cost will depart. However, while the
regulated business will have some control oveuthmate outcome of the application of the
scheme to it — indeed, this is the reason for themme — it is inevitable that factors that are
outside of the control of the regulated businedkaffect its performance, and hence the
payoffs under the incentive scheme.

In relation to capital expenditure, it is possitdedifferences in outturn demand relative to
forecast to have a material effect on expenditegeirements, as well as changes to
regulatory requirements (for example, reliabilititeria or safety obligations). It is also
possible for forecasts arrived at during a pricedreie review to set performance targets that
are either excessively easy to meet, or targetsttem a frontier performer cannot meet. As
such, windfall gains or losses can be created. &\th@ effect of some of these issues can be
ameliorated by the design of the incentive schdiéheir nature incentive schemes create
risk, either for regulated businesses through ahility to recover cost, as well as a wider
risk of policy change if the rewards are perceiteetle out of proportion to the efforts of the
regulated businesses. Given the need for regulaigsitiesses to attract and retain large
guantities of capital to meet their capital expéamai requirements, and a commensurate need
for the scheme to be seen as credible — so thssyme=for changing the rules is not created
every time positive rewards accrue to regulatedniesses — an important consideration with
the design of any scheme is to ensure that therdsved the scheme are both compatible with
the regulated businesses retaining the capacdttrtact and retain capital and with the long
term sustainability of the scheme.

4.2. Considerations when developing a capital expen  diture incentive
scheme

The discussion above outlined or implied a numibeoasiderations that are important when
designing an incentive scheme for capital expenglitilnis section expands upon those
matters.

The considerations that have been identified &vagit to the design of a best-practice
incentive scheme for capital expenditure are:

= the overall objective of the scheme, which is tonpote the NEL objective;

»= how efficiency gains and losses are to be measwi@dh we recommend be against the
forecasts that were determined for the regulaterjog in question (except where
adjustments have been authorised in advance);
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= that the mechanism should ensure, to the extentigable:
— aconstant and continuous incentive across thdategy period, and

— payoffs under the scheme that are symmetric (fhamiprovements are rewarded and
declines are penalised);

= the incentive power under the scheme should batset appropriate level, having regard
to:
— the benefits that customers are expected to receider the scheme;

— the power of the incentives created by relatedritice arrangements and the breadth
and coverage of ‘opposing’ regulatory obligatiozausc

— risk that is created to the regulated businessgshanlong term sustainability of the
scheme (after having taken into account how riskleameliorated within the
scheme), but with:

o the scheme implemented in a manner that adjusteéampact of material
exogenous events to the extent practicable, and

0 an explicit consideration given of whether quatitialimits should apply to the
outcomes under the scheme;

= the scheme permits departures from the first goiraivhere necessary to ensure that
efficiency gains are measured as accurately asigabte, and

= the scheme should be consistent with the Reverdi®aaing Principles of the NEL.
These are discussed in turn below.
4.2.1. Overall objective for the scheme

The NEO provides the overall guidance for the desigthe scheme, which is to promote
economic efficiency so as to promote the long terierests of customers.

In relation to incentives for expenditure, thiachieved by encouraging NSPs to minimise
costs for a given level of service performancetfsd incurring additional expenditure where
this delivers more than a commensurate improvemehe value of service performance is
therefore consistent with this objective).

As observed in section 2 above, how an NSP’s experdevel is tracking compared to the
regulatory allowance for a particular regulatoryipe is irrelevant in this regard — what
matters is that an NSP be provided with an incerttivcontain cost wherever possible.

4.2.2. Measure efficiency against the forecasts tha t were accepted for the
regulatory period

It is important for NSPs to have certainty as twlafficiency gains will be measured (and
then rewarded), otherwise the incentives to putisase gains will be diminished. An
important question in this regard is the benchnaginst which efficiency will be measured.
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The benchmark for efficiency that is reflectedegulated prices/revenues for the regulatory
period is the forecast that was accepted by the fdERhe period in question. This is the
obvious and only practicable benchmark for effickefor the design of a wider capital
expenditure incentive scheme.

It is noted that the discussion under section 42oposes that elements of the original
forecast should be varied (where practicable)ke tcount of the effect of exogenous
events on expenditure needs during the period @stipn, thus reducing the scope for
windfall gains and losses. However, that discusalen emphasises the need for any such
adjustments to be based on formulae that are mettprthe regulatory period for which
performance is to be measured and rewarded oripedal

4.2.3. Design of the mechanism — constant incentive rate and symmetric
payoffs

An incentive for NSPs to pursue efficiency gainatowiously and to undertake projects at
the most efficient time are both advanced by haamgncentive rate that is constant, to the
extent practicable. In particular, if the incentrage varies substantially during the course of
a regulatory period, then an incentive may be eck#dr either deferring or advancing
projects irrespective of the merits of doing so.rdtwver, the effort undertaken by NSPs
would also be expected to respond to the sizeeofitiancial incentives, with
commensurately less effort undertaken at timestttgincentive rate is low.

Equally, one of the objectives noted above is émities have an incentive to continue
making an effort to improve relative to the coufdetual. This may imply large expenditure
reductions where efficiencies are possible, oraairig the cost as much as practicable
where a step up in expenditure requirements isreédeln addition, it also implies that
incentives for improvement should exist irrespextiv whether that entity is performing well
against the expenditure forecast that was adopt#teiprevious regulatory period or whether
it is overspending.

The objective of providing all entities with an @rtive for continuous improvement can only
be met if entities that are already outperforminlyjieceive a reward for further performance
improvement, and equally that entities that arespending will receive a greater penalty if
the gap between the forecast and actual expenaiidens. This latter point is subject to the
need for the scheme to meet the requirements ®évenue and Pricing Principles in the
NEL, which are discussed further below.

4.2.4. Determining the incentive power of the schem e

The power of the incentive is determined by the @mhof any benefit or cost that is retained
by the businesses. There is no single right answre question of the optimal power of a
capital expenditure incentive, but rather a nundédactors that should be taken into account.

One means of defining the ‘optimal incentive’ isagk what maximises the benefits to
customers. Thus, as the incentive rate is raibedpodtential size of the ‘efficiency pie’ is
likely to increase, but less will flow to customeffis means that the optimal scheme would
depend upon the expected responsiveness of bussniesan efficiency incentive, itself a
function of the business’s motivation and the c#gdor further gains. Where gains are
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expected to be ‘easy’, a low rate may be appragriait with a higher rate required where
gains are more difficult and so responsiveness.fall

However, the appropriate size of the incentive alag depend on the capacity to forecast
capital expenditure forecasts, with the reducirgyititentive rate a means of reducing the
scope for windfall gains or losses. In additiokeg concern is to ensure that the incentive to
reduce capital expenditure is balanced by measoressure delivery of optimal service
levels, as well as balanced against the incentiveduce operating expenditure.

These matters are discussed further below.

Ofgem’s approach to setting the incentive rate

The actual incentive rate that is applied to aividdal business in the UK is
determined via the Information Quality Incentiv®l). Under the 1QI scheme,
businesses are provided with a menu of choicesdanhtb nominate their expenditure
forecast): the choice offered is that the lowahebusiness’s capital expenditure
forecast compared to the regulator’'s baselinehitjeer is the incentive rate. The
matrix of choices is structured such that busireasgays optimise by putting in their
best forecast of expenditute.

The bounds of the incentive rate that can apphusinesses are determined in advance
by Ofgem. The lower bound of the incentive rateasto provide sufficient incentive
so that network businesses do not spend unnedgsgasgetting a maximum bound
Ofgem has indicated it would have regard to risk®d by the business as well as the
risk of windfall profits.

In the most recent distribution review Ofgem setithinge of the incentive between
30 per cent and 55 per cent, although most buseesseived an incentive rate of
between 45 per cent and 51 per cent. Ofgem hasaitedi that it is intending to apply
an incentive rate of between 40 per cent to 5@est to transmission businesses in itg
forthcoming review (with the new controls to apfriym 1 April 2013).

Benefits to customers

While the long-term purpose of the carry-over med$ma is to provide benefits to the
customer, the service provider must also receivaesioenefit in order to create an incentive
to find and implement efficiency gains. Accordingliye sharing of efficiency gains between
a regulated service provider and its customerabgest to competing forces. The greater the
share of the efficiencies able to be retained kys#trvice provider, the greater the incentive
the service provider has to make efficiency galimse savings will eventually be passed to
customers. However, the greater the share heltdogdrvice provider, the longer customers

32 This short summary glosses over some of the aexitplof the scheme. In particular, the schemeireguhe regulator

to have a baseline expenditure forecast in ordeomstruct the menu of choices, which in turn isjsct to the same
pressures that previously applied to the assessshémdividual entities’ forecasts.
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must wait before any efficiency gains are passeabdém and the lower the ultimate share of
benefits that the customer receives.

One framework that has been applied to assesgthmead incentive power for an incentive
scheme is to ask what incentive rate will maxintieebenefits to customers. The trade-off
referred to above can be thought of as balanciegnitentive to increase the size of the
efficiency pie and the share that will be passetbarustomers. At the extremes of zero or
100 per cent share of the benefits for the semmiogider, there is no customer benefit as
either there is no incentive for the service previth find and implement efficiency savings
(zero per cent share) or the service provider rasiatall of the benefits (100 per cent share).
For other sharing ratios, customer benefit refldotstrade-off between the size of the
efficiency pie and the customer’s share of it.

The precise relationship between incentives andaxurent efficiency gains is unclear, but it
is possible to hypothesise a theoretical basisdwighe guidance as to reasonable sharing
ranges. On the supply side, the primary factor tyihg the optimal sharing ratio relates to
the responsiveness of the regulated business t@eban the share of efficiency gains. There
are three possibilities to consider:

= responsiveness of the service provider increasestantlywith the increase in the
reward;

= responsiveness of the service provider increasasiatreasingrate with the increase in
the reward; and

= responsiveness of the service provider increasadetreasingate with the increase in
the reward.

The second alternative involves the service provi@eoming more responsive to a marginal
increase in the incentive as the size of the ineemrows. There is no theoretical basis for
this pattern of response, with diminishing ratlnert increasing returns the usual economic
assumption.

The assumption of diminishing returns is refledtethe third alternative, with each
incremental increase in the share of the beneditinly a lower incentive effect than the
previous increase.

For each of these scenarios, a map can be madedyethe share of the benefit of each party
and the size of the efficiency gains made. Thiddraff is shown in the figure below.
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Figure 4.1
Relationship between responsiveness of service prov ider to share of gains
retained and the ultimate share of gains to the cus  tomer (ignoring allocative
efficiency) 3
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In the first chart, there is a constant rate ohgaiefficiency with an increasing share of
benefits to the service provider. The customer gamaximised at a 50:50 share. In the
second (unrealistic) case, the marginal incenticesiases with the share of the benefits to the
service provider, leading to an optimal share lierdervice provider of greater than 50 per
cent. In the third case, the customer gain is meadwhere the service provider share is
below 50 per cent.

Importantly, the charts above ignores a numbetluérofactors, such as the impact on
allocative efficiency. The desire for short-terrfoehtive efficiency pulls the preferred share
of benefits towards the customer.

Alignment with other incentive schemes and senfitigations

As discussed above, one of the objectives of galdpcentive scheme is to encourage
businesses to make an efficient choice betweenatqypojects and operating activities where
possible, including to seek non-network options rmgheis efficient to do so. As discussed
above, the effect of an incentive scheme on expermdis to penalise an additional unit of
expenditure. It follows that for NSPs to have aremtive to make an efficient selection
between capital projects and operating activities,implicit penalty from an additional unit
of expenditure should be equalised across the fiveeschemes that apply to the different
expenditure types. It follows in turn that an imaoit criterion for the design of the incentive
scheme for capital expenditure is the incentive gravat is provided under the incentive
scheme for operating expenditure. It is noted tinatneed not mean that the incentive power
for capital expenditure need therefore align toitloentive power under incentive scheme for
operating expenditure, but rather the consideratiawuld be applied to the design of each
scheme, and the most appropriate incentive powenathbe selected.

33 Diagram based on charts in Office of the Regul@@meral, VictoriaElectricity Distribution Price Determination

2001-05Volume 1, page 92, itself drawing upon: Williams@&n, (1997) NERA Topic 20 — Incentives and
Commitment in RPI-X Regulation.
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Similarly, the power of the capital expendituredntive also interacts with the incentive on
businesses to deliver improved service performémceustomers. As the power of the
incentive increases it strengthens the incentivee/tod capital expenditure at the expense of
service quality. This is because a higher poweeggital expenditure incentive increases the
marginal cost of service improvements.

Financial incentives and strict obligations arehbapplied to encourage a level of service
performance desired by customers and/or no slippagervice performance compared to a
standard. However, to the extent that it is difti¢ar either financial incentives or strict
obligations to be defined with sufficient compresigeness and/or to be enforced, this
potential may place a limit on the power that carapplied to capital expenditure incentives.

Risk created by the scheme

As discussed above, the difficulty of forecastiagital expenditure requirements over an
extended period, combined with the impact that erogs factors have on the efficient
expenditure requirements implies that it is ineésigathat differences between actual forecast
expenditure requirements will exist that cannotbetrolled by and/or are not due to the
efforts of the NSPs. Outcomes under the schematbatery unfavourable to NSPs could
affect their ability to finance efficiently (that,iaccessing the deep and liquid sources of
finance), whereas positive outcomes that are se@otacommensurate with effort create the
risk to the scheme’s acceptability to all stakeboddover the long term. All else constant, the
higher is the power of the incentive scheme, thgelathe potential windfall gains and losses.

An obvious response to the prospect for the scheradd unsustainable risk is to limit the
power of the incentive scheme to an amount thabisonsidered to impose excessive risk.
This could take into account such matters as thestyf projects that are undertaken and the
potential for projects to be brought forward oretedéd, as well as the precision with which
expenditure requirements can be forecast.

A second response is to attempt to adjust the tneescheme to take account of the effect of
exogenous factors to the extent that this is pralote. One means of achieving this is to
adjust components of the original expenditure faséxto reflect differences between outturn
demand or other input drivers, using an adjustrfeator that was established at the
commencement of the regulatory period. By way @negle, under the capital expenditure
incentive schemes that existed previously in Vietcan adjustment was made to the
benchmark for connection expenditure based onitferehce between the forecast and
outturn number of connections and a unit rate ltadtbeen prescribed.

A further option is to exclude certain types ofjpots altogether from the capital expenditure
incentive scheme. The current contingent projeoces® as it applies to transmission (and
which the AER has proposed be extended to distabuprovides a mechanism for

excluding very large and uncertain projects, witbse costs being excluded from the price or
revenue cap initially, and only brought in onceeéirted trigger for the need for the project is
met.
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4.2.5. Adjustments to ensure that efficiency gains are measured as
accurately as practicable

A concern that has been raised with respect tappécation of carry-overs to capital
expenditure in the past is the scope for busindsses over-rewarded where projects are
deferred from one period to the next. The desiga cdpital expenditure incentive scheme
assumes that the expenditure reduction is a remutiexpenditure forever — if a project is
deferred to the next regulatory period, that i$ @i efficiency gain, but an adjustment is
required to the basic calculation to measure pigplee benefit.

The problem with over-counting the benefit fromjpaob deferrals is that an incentive to defer
projects where this does not create a net benelfjthe created. This problem is not unique to
the scheme proposed in chafenf this report. —The AER'’s proposed scheme would
encourage substantial deferrals if a business ¢éxgp@therwise to overspend, and also exists
to a lesser extent under the current arrangements.

The response to this matter depends on the nattine projects in question and how capital
expenditure was forecast. It is also importantdegkin mind that what is required is a
pragmatic solution that is proportionate to theigssather than a perfect scheme. Where
capital expenditure is dominated by large projezsroportionate solution may be to focus
on those large projects. It may also be possibteete@lop simple indicators of whether the
forecast scope of renewals was delivered — for @kanthe forecast volumes of different
forms of investment. If such an indicator coulddeeeloped, then the AER could simply
compare the forecast volumes to the actual, anaqardirm that they are sufficiently close
for cross-regulatory period deferrals to be congidemmaterial and hence that no
adjustment to the simple calculation is required.

Where deferred projects are identified, then tk& ta to adjust the benefit provided under
the scheme to ensure that the efficiency gain ssoned correctly.

4.2.6. Implementation costs

Giving effect to an incentive scheme for capitgb@xditure would be expected to increase
the information capture requirements for NSPs. fileeise requirements would depend
critically on such matters as how the issues ifiedtin sectio.2.5 are addressed.

It is important that the data capture requiremantsthe resulting implications for cost be
factored into the design of the scheme.

4.2.7. Consistency with the Revenue and Pricing Pri nciples

The Revenue and Pricing Principles require thatelgaelatory regime provide NSPs with a
reasonable opportunity to recover at least effiobest. This has two implications for the
design of an incentive scheme for capital expenglitu

First, the scheme would need to ensure that tkeaa equal likelihood that the NSP could
benefit from the scheme as it could be penalisethat it was kept whole, at least in ex ante
terms. Absent symmetry of pay-offs, an adjustmerthé revenue stream would be required
to ensure that the entity was kept whole.
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Secondly, while this matter is complex, it may lf@allt for the outcome of negative
incentive payments to be applied where the aggmygatross all incentive schemes reduced
the revenue requirement for a particular regulapatyod below the assessed efficient cost

for that period.

4.3. Assessment of the current Chapter 6 and Chapte

efficiency benefit sharing schemes

r 6A criteria for

The table below sets out the guidance for the desfigfficiency benefit sharing schemes
that currently exist in Chapters 6 and 6A, notingttthe latter only applies at present to the
design of such a scheme for operating expenditure.

Distribution (clause 6.5.8)

Transmission (clauseG3)

@

(b)

(©)

TheAERmust, in accordance with tligstribution
consultation procedureslevelop anghublisha scheme
or schemesefficiency benefit sharing schentbat
provide for a fair sharing betwe@istribution Network
Service ProviderandDistribution Network Usersf:
(1) the efficiency gains derived from the operating
expenditure oDistribution Network Service
Providersfor aregulatory control perioteing
less than; and

the efficiency losses derived from the opegatin
expenditure oDistribution Network Service
Providersfor aregulatory control periodeing
more than, the forecast operating expenditure
accepted or substituted by tA&Rfor that
regulatory control period

An efficiency benefit sharing schemmay (but is not
required to) be developed to cover efficiency gaind
losses related to capital expendituraistribution
losses

In developing and implementing afficiency benefit
sharing schemeheAERmust have regard to:

(1) the need to ensure that benefits to consurely |
to result from the scheme are sufficient to warra
any reward or penalty under the scheme for
Distribution Network Service Providerand

the need to provideistribution Network Service
Providerswith a continuous incentive, so far as i
consistent with economic efficiency, to reduce

)

)

operating expenditure and, if the scheme extends

to capital expenditure, capital expenditure; and
the desirability of both rewardiri@jistribution
Network Service Providefsr efficiency gains ang
penalisingDistribution Network Service Provider
for efficiency losses; and

any incentives thddistribution Network Service
Providersmay have to capitalise expenditure; arj
the possible effects of the scheme on incestioe
the implementation of non-network alternatives.

@)

(4)
(6)

(@)

(b)

5

(©

D

o

(d)

TheAERmust, in accordance with tli@nsmission
consultation proceduresievelop anghublisha scheme
(anefficiency benefit sharing schentkat provides for
a fair sharing betweehransmission Network Service
ProvidersandTransmission Network Useos:

(1) the efficiency gains derived from the operating
expenditure off ransmission Network Service
Providersfor aregulatory control periodeing
less than; and

the efficiency losses derived from the operatin
expenditure off ransmission Network Service
Providersfor aregulatory control periodeing
more than, the forecast operating expenditure
accepted or substituted by th&Rfor that
regulatory control periodn accordance with
clause 6A.6.6(c), clause 6A.6.6(cl) or clause
6A.13.2(b)(3) and (5) (as the case may be).

In developing and implementing efficiency benefit
sharing schemeheAERmust have regard to:

@

(1) the need to providEransmission Network Service

Providerswith a continuous incentive (that is
equal in each year of amggulatory control
period) to reduce operating expenditure;

the desirability of both rewardifyansmission
Network Service Providefsr efficiency gains ang
penalisingTransmission Network Service
Providersfor efficiency losses; and

any incentives thatransmission Network Service
Providersmay have to inappropriately capitalise
operating expenditure.

At the same time aspublishesanefficiency benefit
sharing schemander this clause 6A.6.5, tA&ERmust
alsopublishparameters (thefficiency benefit sharing
scheme parametérfor the scheme. For the avoidanc
of doubt, unless thAERprovides otherwise in that
scheme, such values may differ as between
Transmission Network Service Providarsd over time.
TheAERmust set out in eadtfficiency benefit sharing
schemany requirements with which the values
attributed to thefficiency benefit sharing scheme
parametersnust comply, but such requirements mus
not be inconsistent with those factors to whichAER
must have regard under paragraph (b).

@

©)

D

[
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The conclusion of the above analysis is that tisggteof a well-functioning incentive
scheme for capital expenditure requires the folhmafeatures or issues to be addressed:

the specification of the overall objective of tlelheme. This is the promotion of the NEL
objective, which we conclude implies that expenaitoninimisation should be
encouraged (for a given level of service perfornednc

a decision on how efficiency gains and losses@letmeasured, which we recommend
be undertaken by comparing the regulatory foredasastual expenditure (except where
adjustments have been authorised in advance);

the design of a scheme that delivers, to the extemticable, a constant and continuous
incentive for cost reduction across the regulapmtrod and symmetry in ‘payoffs’ under
the scheme;

a selection of an appropriate incentive power ierdscheme, which needs to take account
of:

— the benefits that customers are expected to receider the scheme

— the power of the incentives created by relatedritice arrangements and the breadth
and coverage of ‘opposing’ regulatory obligations

— the level of risk that the scheme may generater(ativing taken into account how
risk can be ameliorated within the scheme), bulhwit

o the scheme implemented in a manner that adjusteéampact of material
exogenous events to the extent practicable, and

0 an explicit consideration given of whether quatitialimits should apply to the
outcomes under the scheme;

an assessment of whether measures should be inmgkxhte ameliorate the risk that
may be caused by the scheme, which may include:

— excluding types or classes of projects from theesah (beyond those covered by
contingent projects);

— adjusting forecast or actual expenditure to takmuawt of the effect of exogenous
events, with the adjustment mechanism defined waack; and/or

— placing quantitative limits on the outcomes thayftew from the scheme,;

considering further refinements to how an efficiegain is measured to ensure as close a

proxy as possible to true gains, addressing sudteraas the definition of operating and
capital expenditure and the identification andtiresnt of projects that move between
regulatory periods (either deferred or advanceat); a

the implementation costs associated with the scheme

We also observe that the scheme should be conswgitbrthe Revenue and Pricing
Principles of the NEL.

It is clear that both of these schemes contaiergaithat direct the AER to many of these
factors. In particular, both schemes:
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= propose that efficiency gains and losses be medsgainst the forecasts that were
accepted for the period in question;

* require a scheme that provides a continuous incenaind

= require symmetry, so that gains are rewarded asskfand penalised.

In our view, the current criteria would not prevanwell-functioning incentive scheme for
capital expenditure from being developed.

However, it is also clear that refinements coularizse to the criteria to better direct the
AER to the relevant factors and to provide confexthe particular factor. The most
important of the refinements that we would propaseas follows:

= OQverall objective of the schemene would propose changing this from referringto
‘fair sharing’ of gains to the promotion of econaneificiency.

= Selection of the incentive ratethe current criteria would be improved if the RRas
required to make a transparent decision on thenthnaepower of the scheme, and to be
directed to the factors that should be broughietar lon that decision. While some of
these factors are present in the current critedangly customer benefits) the factors are
incomplete and lack context. Refining the criténiahis matter would, amongst other
things, ensure that important differences acrosBINS sectors are reflected in the design
of the scheme.

= Mechanisms to ameliorate / manage rsthe current criteria do not require an explicit
consideration of measures to reduce or limit tbk created by the scheme, which is an
important omission. Requiring an explicit considieraof risk (and measures to limit
this) would ensure that relevant differences betwe8Ps (either individually or between
sectors) were considered explicitly and built itite design of the scheme.

= Other mechanisms/adjustments to improve the scheime current criteria would also be
improved by authorising additional mechanisms gustchents to the measurement of
efficiencies where necessary to ensure that theunea efficiency gains are a better
proxy for actual efficiency gains. The current sutefer to ‘capitalisation policy’ which is
one such issue, but this is incomplete. At the saime as authorising such mechanisms,
the criteria should require that the method fousting measured efficiencies be defined
prior to the period in question.

The box immediately below summarises these vievasafting instruction form. We

highlight, however, that these drafting instructioeflect our preliminary views only and
have been presented to assist further the consimec this matter.
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5. Assessment of the AER’s proposed scheme

The purpose of this section is first to analysedtiect of the AER’s proposed capital
expenditure and then to analyse whether it wouldtrtiee current EBSS criteria and the
improvements to those criteria that we have progose

5.1. Implications of the AER’s capital expenditure incentive scheme
5.1.1. AER'’s proposal

The AER’s proposed scheme for enhancing capitatrediure incentives has been
summarised already above, but in brief the AERgtaposed amending the rules for rolling
forward the RAB so that this is adjusted at thet stheach regulatory period B¥:

= either the smaller of:

— the total amount of actual capital expendituremyithe preceding regulatory period;
or

— the total amount of forecast capital expenditurteheined in the determination for
the preceding regulatory period; plus

= 60 per cent of the total actual capital expenditnere it exceeds the total forecast
capital expenditure.

In other words, if an NSBnderspendsompared to the original regulatory forecast tties
actual amount will be rolled into the RAB (sametfas current approach); however, if an
NSPoverspendsthenonly 60 per cent of the overspend will be rolletbithe RAB.

Box 6.2 of the AER’s rule change propdaalets out an example of how this mechanism
would operate. In the example, an NSP overspantigal over the regulatory period by $2.
At the reset, the AER would adjust the RAB to imgithe entire allowed capex as
determined at the previous reset ($200s60 per cent of the capex overspent over the
regulatory periodje, $1.20 (60% of $2). This is in contrast to therent approach, where
the RAB would be adjusted to reflect the entireesajincurred, ie, $22.

We note that the scheme as set out in the AERé&saluhnge proposal is silent on some of the
detail of its implementation. First, it does nadrdy whether the expenditure would be
evaluated in real or nominal terms (that is, whetreadjustment should first be made for the
difference between forecast and actual inflatibmjhe analysis below, we have assumed that
an adjustment for the difference between forecadtaatual inflation is first made, so that
computations are performed in real terms. We rieeguch an adjustment would be
expected under a CPI-X regime.

34 AER,Economic regulation of transmission and distribotiwetwork service providers AER'’s proposed changéset

National Electricity Rules Part C — Draft Ruld®ule change proposal, September 2011, pp.59-6013B80

% AER,Economic regulation of transmission and distribatiwetwork service providers AER'’s proposed changéset

National Electricity RulesRule change proposal, September 2011, p.41.
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Secondly, if depreciation is to be included in $sbeme as at present (that is, recalculated
based on actual capital expenditure), then a aecisill be made as to which years and
assets the overspend is associated with. Two ap#orongst others are possible.

= the AER could decide that all of the overspend ata#buted to the last year of the
regulatory period. This would imply that the capéapenditure that was deemed to be
the overspend portion would not be depreciatedrbet@ntered the RAB (that is, 60 per
cent of the gross value would enter the RAB); and

= alternatively, the AER could allocate the ‘oversgiearcross the regulatory period and
across asset classes, for example, in proportitiretoriginal forecasts or to annual
expenditure. In this case, the ‘overspend’ porabexpenditure would be depreciated
before it entered the RAB (that is, 60 per certhefnet value would be added to the
RAB).

For the calculations below, we have assumed tleab¥ierspend was allocated across the
regulatory period (i.e., the latter approach aboMe)wever, we also report below the penalty
that the NSP would incur if depreciation was exelliffom the capital expenditure incentive
scheme, which is the same as the penalty that erspending NSP would incur if the AER
added the gross value of the overspend to the RA& IS, the first option above).

5.1.2. Analysis of the AER proposal

We note at the outset that the incentives thapereided by the AER’s proposed incentive
scheme are complex, because the penalty that arekj&fts to incur from spending (reward
from saving) a marginal unit of capital expenditdepends upon whether the NSP expects to
under or overspend in total, with a higher penattging in the latter case. That is:

= if an NSP is certain that it either will or will hoverspend, then the penalty is
straightforward — it is either the penalty under turrent scheme or the penalty under the
new scheme; however

= jf the NSP is uncertain about how it will track oaik— and so assigns a probability to
each outcome, then the penalty (reward) that ieetgofor spending (saving) a marginal
unit of expenditure will be a weighted averagehaf penalty (reward) under the current
scheme, and the penalty (reward) that would berraduf the NSP overspends overall,
with the weight reflecting the probability of eagtitcome.

We note in practice that the likelihood an NSP@ssto overspending would tend to change
over the regulatory period as new information bees@vailable, and with it the expected
penalty (reward) associated with changes to expamedi

Regarding the penalty (reward) under the new schkEameNSP overspends, the AER’s
proposed scheme would supplement the penalty fre@rspending with the loss of the future
income that would have been associated with thee4@ent of the asset’s cost that is
precluded from entering the RAB. The effect of ssbeme on an entity that expects to
overspend is shown in TalBel. For ease of comparison, the results of Taldleare also
repeated and are labelled ‘underspend’, refled¢hiegact that a firm that underspends overall
would receive the same penalty or reward as it doualder the current scheme.
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For example, for an asset with a life of 7 yedre,NSP that underspends overall would lose
$80.6 (in present value terms) of a $100 investrogat the life of the asset under the AER’s
proposed scheme, compared to $67.7 under the tsagleame. In other words, $12.90 of the
revenue lost stems from the 40 per cent the NSR Ineas over the remainder of the asset’s
life, once the asset has been rolled into the RABe overspend occurs in the last year of
the regulatory period, then $40 of a $100 assetldvoe borne by the NSP (regardless of the
asset life), i.e., the 40 per cent to be bornehleyNSP.

Table 5.1
Costs Borne by NSP by Overspend through AER propose  d scheme

Current Regulatory Period

Life of Asset Year 1 Year 2 Year 3 Year 4 Year 5
Underspend 67.7% 53.8% 38.0% 20.1% 0.0%
7 years
Overspend 80.6% 72.3% 62.8% 52.1% 40.0%
Underspend 39.7% 31.2% 21.9% 11.5% 0.0%
20 years
Overspend 63.8% 58.7% 53.1% 46.9% 40.0%
Underspend 32.1% 25.2% 17.5% 9.1% 0.0%
40 years
Overspend 59.3% 55.1% 50.5% 45.5% 40.0%
Underspend 24.6% 19.1% 13.2% 6.8% 0.0%

Depreciation

excluded Overspend 54.8% 51.5% 47.9% 44.1% 40.0%

Note: This assumes a regulated WACC of 10% anatiorfi of 2.5%.

We note that the penalties for an additional uh&qoenditure still decline over the
regulatory period, as with the current regime. &ample, while 63.8 per cent of the cost of
a marginal unit of expenditure on an asset witifesolf 20 years would be lost if the asset
was installed in the first year of the regulatoeyipd, this would decline to a loss of 53.1 per
centin year 3.

As noted in Chapter 2, the AER has the discretidedve depreciation out of the scheme for
distribution and has proposed extending this tesimrassion. Accordingly, Tabk.1 also
repeats the penalty the NSPs would bear if theyspemd during the regulatory period and
depreciation is omitted from the scheme. Compavdtid scheme with depreciation included,
the incentive power (now constant across asseks)vex for all assets, but particularly for
shorter lived assets. However, again, the incemtoxeer still declines materially over the
regulatory period.
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5.2. Would the AER scheme meet the requirements for  an Efficiency
Benefit Sharing Scheme?

5.2.1. AER'’s proposal compared to an efficiency ben  efit sharing scheme

As discussed in Chapter 4, the NER already provigeAER with the ability to create an
efficiency benefit sharing scheme for capital exgieme, although the AER has to date
chosen not to develop such a scheme. In that ahaygediscussed the criteria that would
apply at present to the development of such a sehand also presented our own views as to
how those criteria could be improved. This rai$esiimportant question of whether the
AER’s scheme would meet the current rules critenm) related to this whether the answer to
this question would change if those criteria wereeaded in the manner that we have
suggested.

Before addressing that matter, it is importantdterthat while the AER has sought to give
effect to its proposed capital expenditure incensgheme by preventing a share of capital
expenditure from being rolled into the RAB, simifayoffs could be created through an
efficiency benefit sharing scheme. It is noted thatAER has justified a ‘stranding factor’ of
40 per cent on the basis that this would genehatsame payoff that would result if a return
was not provided on the investment for five yeassywould be the result under an efficiency
benefit sharing schem&hus, applying the AER’s own analysis, the AEBtieme could
have been expressed in terms of an efficiency liestefring scheme by:

» including all capital expenditure in the regulatasset base; and

= where the NSP had underspent in aggregate agaen&irecasts, apply a zero ‘benefit
share’; but

= to the extent the NSP had overspent in aggregaiesighe forecasts, apply a negative
‘benefit share’ that is equal to the annual finagatost on that surplus capital
expenditure for the five year regulatory period.

5.2.2. Incentive effects of the AER’s proposed capi  tal expenditure
incentive scheme

Before assessing the AER’s proposed scheme aglaestiteria for an efficiency benefit
sharing scheme, we make some general observatiotie ancentives that are created.

First, as noted already above, the incentivesdst minimisation will vary according to the
NSP’s confidence as to whether or not it expects/arspend over the regulatory period. It is
difficult to speculate what this may imply in prizet We observe, however, that there is no
basis for having the incentive for improvementsngjiag over time in the absence of changes
to factors like the strength of incentives to miisenoperating expenditure.

Secondly, under both cases where the NSP expect&tepend or underspend, the incentive
rate will decline over the regulatory period athis case under the current scheme.
Accordingly, for these cases, a key problem withahrrent scheme will continue. That is,
incentives to alter the timing of capital expendbtwill continue, the incentive to pursue
efficiency improvements will decline over time ainéfficient substitution between operating
and capital expenditure may continue to be encaatagoreover, it is possible for some
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NSPs that the decline in the incentive will declaven faster over the regulatory period (for
example, if the NSP’s confidence that it will ungjgend increases over the period), although
the reverse could also occur.

Thirdly, the incentive power that would be creafi@dentities that expect to overspend would
be extremely high at the commencement of the régyigeriod (minimum rate of 53.8 per
cent if depreciation is excluded, 80.6 per cenfoasset with a 7 year life) and remain high
even in the last year (40 per cent in all casesjably, this incentive power will be higher
than that which applies to operating expendituralliyears (where the incentive power is in
the order of 30 per cent, depending on the discatatapplied). Accordingly, for NSPs that
expect to overspend, the scheme would create iwesnnhefficiently to substitute away from
capital expenditure towards operating expenditura@liyears of the regulatory period, with
these incentives particularly strong early in thguiatory period.

Fourthly, where entities expect to overspend, stianentives would be created to avoid
capital projects even where they come at the expehservice performance. The incentive
power would be higher than currently exists inrthsttion service performance incentive
schemes. Moreover, if applied to transmission, stment would be discouraged in any areas
where there were potential gaps in service incestor obligations (for example, in projects
that are not driven by a reliability obligation).

Fifthly, the scheme does not provide entities &éxgtect to underspend overall with an
incentive to minimise cost in the last year of tbgulatory period. Accordingly, a key
shortcoming with the current scheme would remain.

5.2.3. Assessment against the criteria for a well-f  unctioning capital
expenditure scheme

It follows from a cursory assessment of the AERSesne against the existing, mandated
criteria for a capital expenditure efficiency bahsharing scheme that the AER’s scheme
falls short against those criteria. Moreover, aseasment against our expanded set of criteria
reinforces this conclusion.

First, the scheme is asymmetric (penalising loss®ut rewarding gains) and so is
inconsistent with the principle that both gains &sses should attract an incentive reward or
penalty. As discussed in chapter 4, two consequeiime from this:

= first, the asymmetry of the scheme means thaté¢hewour of only the NSPs that expect
to overspend would be influenced by the schemes, fhiling to correct the current low
powered scheme for the remainder of the NSPs. Werob that efficiency would be
advanced more broadly if all NSPs had greater Gir@umncentives to strive for capital
expenditure efficiencies; and

= secondly, the application of an asymmetric scheiitte mo other measures implies that
NSPs would not be expected to recover their efitcost (that is, when averaged across
the range of possible events that could occur theeregulatory period), thus creating a
material risk that the Revenue and Pricing Prisph the NEL would not be met. Our
assumption here is that random events may occteither raise or reduce the
expenditure requirements over the regulatory pekdith a symmetric scheme, the
benefits anticipated from positive events woulcekpected to offset the losses that

37



Assessment of the AER’s proposed scheme

would occur from negative events; however, if tbleesne is asymmetric, the prospect of
positive outcomes is reduced, while the possibigtiee outcomes are maintained.
While it would be possible to put in place otherasigres to compensate NSPs for this
asymmetry and thus to continue to meet the Priesjaireating a symmetric scheme
would remedy this matter while also improving theantive properties of the scheme.

Secondly, it is also clear from the discussion &bzt the scheme does not provide a
continuous incentive for efficiency gains. Rathkethe NSP expects to overspend in
aggregate over the regulatory period, the incestige efficiency still decline in power. In
addition, the incentive power would also changaradlSP’s confidence as to whether it
would overspend changes. Lastly, where the NSPotxpe underspend, the falling incentive
rate that is a factor in the current regime — idlg a financial indifference to the level of
expenditure in the last year of the regulatoryguer would remain.

Moreover, additional issues with the AER’s proposeldeme arise when assessed against the
broader discussion of the design of incentive sdsetinat we presented in Chapter 4. In
particular, we note the following.

= Choice of incentive powerwe have argued that the incentive power of themme
should be determined after a consideration of tterial benefits to customers, the
operation and completeness of other incentive sekeand service obligations and risk,
itself a function of the characteristics of the RS penditure. Two problems emerge on
this basis.

— First, the incentive power under the AER scheme for N&Risexpect to overspend
has the potential to be materially out of balandé wther incentive schemes and
service obligations, and so encourage inefficieftaviour; and

— Secondly, we have argued above that flexibilit}hi@ incentive power should exist to
account for differences across sectors, and pgsaifb across NSPs, rather than
preset (in a manner) for all NSPs as the implietheyAER’s proposed scheme;

= Minimising risk and proper measurement of efficieae we have also argued above that
measures should be implemented where practicalnienionise the effect of exogenous
events on the measured efficiency gains, and alsadure that efficiencies are properly
measured. The AER’s scheme does not contemplattenseasures (apart from the
greater use of contingent projects) — this hagpttential to create more risk than is
desirable, and also to create incentive problemsttave not been identified in the
analysis above.
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6. A capital expenditure incentive ‘straw man’

6.1. Proposal for an efficiency benefit sharing mec  hanism

Given that the Rules for distribution already pd®/the discretion for the AER to introduce
an efficiency benefit sharing scheme for capitgdesditure, this form of incentive
mechanism is an appropriate starting point. Itss aoted that creating capital expenditure
incentives through an efficiency benefit sharinigesne would also mirror the treatment of
operating expenditure and service performance iheen

Under this mechanism, all of the capital expendituould be included in the regulatory
asset base, and the desired incentives would beedrby adding an increment or decrement
to the revenue requirement in the next regulatenop. As noted already above, adjusting
the rules about ‘roll in’ (as the AER has proposaad) an ‘efficiency benefit sharing scheme’
(as proposed here) are alternative mechanismsdording incentives for capital

expenditure efficiency, and these mechanisms catrbetured to deliver identical outcomes.

Efficiency benefit sharing schemes had previouskgrbimplemented by the Essential
Service Commissions of Victori&@SCV) and South Australisd§ESCOSA), who in turn drew
on the schemes that have applied for numerousatgulperiods in the United Kingdom for
water and electricity (noting that Ofgem is propagsior the next reviews to change its
schemes again so as not to distinguish betweeminpgiand capital expenditure). The key
features of these schemes were as follows:

= a capital expenditure efficiency gain was treated aduction in capital expenditure.
Implicitly, it was assumed that a reduction in exgiéure in one regulatory period would
have no effect on the expenditure needs in futaregs (that is, expenditure reductions
resulted from projects being avoided completelgamne at lower cost);

— itis noted for completeness that, for operatingegxiture, an efficiency gain was a
reduction in the recurrent level of expenditure, that an expenditure reduction was
assumed to continue in perpetuity;

» businesses gained a positive reward for spendswgthan the benchmark and a penalty
for spending more than the benchmark. Note thagrims of the discussion above, this
determined the income levels — reducing expenddiweays increased income, although
this could be a reduction in a penalty rather #wamncrease in a reward; and

= the ‘benefit’ or ‘penalty’ received from reducedpal expenditure was assumed to be a
reduction in the financing costs (return on assetg if depreciation is excluded from the
scheme, as was the case in the previous Austsdia@mes). The ‘years’ of benefit or
penalty received from an expenditure reduction givan year within the regulatory
period were counted, and a carry-over of that bewefs applied in the next period so
that the same number of ‘years’ of benefit or pgnakre provided irrespective of the
year in which the gain was made, mirroring thettresnt of operating expenditure in the
EBSS.

Under the ESCV scheme the incentive power of therse (also referred to the sharing ratio

between businesses and consumers) was a functtbe oérry-over period and the discount
rate. Therefore, an increase or decrease in thempofthe incentive was provided by
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lengthening the number of years of carry-over. Asm@sequence, the scheme provides a
discontinuous mechanism for adjusting the incerniower.

Ofgem applied a very similar scheme, but calcul#tedcarry-over amount in a more flexible
manner that permitted the choice of any incentowey, which is the mechanism that we
would propose. The Ofgem approach involved calmgdadirectly the total benefits created
for society in a regulatory period (in present ealerms), determining the benefit already
received during the regulatory period, and thewipling a carry-over so that the target share
is provided. An identical outcome as the ESCV meéttmuld be provided by selecting an
incentive power of 32.62 per cent (assuming aWeACC of 7.5 per cent), but any other
incentive power could also be selected.

The following figure provides a worked exampleld briginal ESCV scheme and the
flexible carry-over mechanism in operation to ithase this point. The calculation steps in the
Ofgem representation are as follows:

1. First, identify the benefit (cost) to society frany underspend (overspend) during the
regulatory period compared to the regulator’s fasts. This is just the present value of
the difference between forecast expenditure anchhekpenditure (all present values
have been calculated as at the first day of thenegwlatory period and so, technically
speaking, the values are ‘future values’ not ‘pnesalues’).

2. Secondly, identify the intended share to the NSthisfbenefit, which is the sum
calculated above multiplied by the incentive rdtiee incentive rate in this instance can
be any number determined as appropriate.

3. Thirdly, identify the benefit that the NSP alreadgeived during the first regulatory
period. This is just the reduction in the annuadficing cost (which has been expressed
here as the accumulated reduction in the RAB i gaar multiplied by the WACC),
calculated as a present value.

4. Fourthly, calculate the carry-over required toalithe intended share, which is just the
difference between (2) and (3).This amount is synaplded to the revenue requirement of
the next regulatory period.
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Capital expenditure incentives

Target Share 33%
WACC (pre tax real) 7.50%

ESC "capex efficiency carry over" representation

Year 1 2 3 4 5 6 7 8 9 10
Forecast 100 100 100 100 100

Actual 85 95 95 90 105

Underspend 15 5 5 10 -5

Annual financing benefit 1.13 0.38 0.38 0.75 -0.38

Y1 benefit 1.13 1.13 1.13 1.13 1.13

Y2 benefit 0.38 0.38 0.38 0.38 0.38

Y3 benefit 0.38 0.38 0.38 0.38 0.38

Y4 benefit 0.75 0.75 0.75 0.75 0.75

Y5 benefit -0.38 -0.38 -0.38 -0.38 -0.38
Benefit/Carry over 1.13 1.50 1.88 2.63 2.25 1.13 0.75 0.38 -0.38 0.00
Discount factor (to end of yr 5) 1.385 1.288 1.198 111 5 1.037 0.964 0.897 0.835 0.776 0.722
Amount to be carried over to next period 1.13 0.75 0.38 -0.38 0.00
Total Carry Over (PV) 1.78

Ofgem "target share" representation

Benefit created

Annual underspend 15.00 5.00 5.00 10.00 -5.00
Total underspend (PV) 39.16
Target share of underspend (PV) 12.77

Benefit already received

Cumulative underspend 15.00 20.00 25.00 35.00 30.00
Financing benefit from under(over)spend 1.13 1.50 1.88 2.63 2.25
Total benefit already received (PV) 11.00
Additional benefit required (PV) 1.78

The calculation here shows that the flexible cawvgr mechanism would deliver the same
outcome as the ESCV mechanism by choosing an inegmbwer of 32.62 per cent, although
any alternative ratio could be selected. This ghrovides scope for the power of the capital
expenditure scheme to be altered based on a nwhblkaracteristics, including providing a
balanced package of incentives, or to take theviddal circumstances of the businesses into
account, such as their capacity to control efficieimprovements or their appetite for risk.

6.2. Comparison with the AER scheme

There are some elements of consistency betweesthane that is proposed here and the
AER'’s proposed scheme, but also important aredgfefence.

The basic calculation — that a ‘rate’ would applythe total quantity of capital expenditure
compared to the regulatory forecast for the periaglcommon between the schemes (with
the AER choosing to mandate a rate of 40 per c&hg .key differences are that:

= the scheme proposed here is based on the differertihe present value of actual and
forecast expenditures rather than the simple suend so provides a better measure of
efficiency gain created. Allowing for the time valof money when assessing efficiency
gains is also essential for the creation of a @rishcentive rate (together with the point
below);

= the scheme proposed here takes account of theitsemledady received during the
period (which is absent from the AER’s proposeesa)- which is essential for a
constant rate of incentive to be provided,;
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= the scheme proposed here is symmetric (whereasERescheme is asymmetrejvhich
is essential for the scheme to provide incentivedltfirms, rather than just those who
expect to overspend; and

= the discussion below addresses implementationssstleat are common to both schemes,
but which the AER has not identified.

6.3. Implementing the capital expenditure efficienc  y benefit sharing
scheme

Following from the discussion in section 4.2, thisra range of implementation issues that
would need to be addressed in order to give efettie ‘straw man’ described above. We
note here for completeness that these issues watlldle determining at least the following
matters:

= the power of the incentive scheme, having regardustomer benefits; the desirability of
aligning the incentive rates from different inceetschemes the need to have regard to
the effectiveness of regulatory measures to ersrrace performance; and the risk that
the scheme would create. Importantly, the incentate that is determined after
considering these factors may well be differenivMeein sectors and NSPs;

= whether and how the forecasts of capital experelghould be varied before calculating
the efficiency benefits to take account of charigesxogenous events, and defining a
mechanism to achieve this;

= whether other mechanisms are justified to amekooatimit the risk that would be
caused by the scheme; and

= other mechanisms to ensure that the measured loaqsanditure efficiency benefits are
as close a proxy as possible to the actual effigidrenefits.

6.4. Differences between electricity distributiona  nd transmission and
the implications for a capital expenditure incentiv e scheme

One implication of our discussion in Chapter 4h@f tactors relevant to the design of a
capital expenditure incentive scheme, and as sursetbagain above, is that the optimal
scheme will depend upon the relevant facts andigistances. In particular, the breadth and
power of incentives with respect to service perfange, and the breadth of service related
obligations, are a key consideration when sele¢tirgncentive rate for capital expenditure
efficiency. This is because care is required taenthat the incentives provide to minimise
capital expenditure do not merely encourage a temum service performance that is
inefficient. The nature of the projects that ardenmaken will also affect the risk that may be
created by strengthening the incentives with reSjpecapital expenditure, with the potential
for windfall gains and losses expected to be highgnojects are ‘lumpier and whose timing
is dictated by uncertain, exogenous factors (lémdnd growth). This fact is also relevant to
the selection of the incentive rate as well agrtiortance of including mechanisms within
the scheme to ameliorate this risk. Moreover, tieacteristics of the typical project are also
relevant to the design of mechanisms to identiferelprojects are either advanced or
deferred between regulatory periods.
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In this regard, we note that there are inhere¢gihces between transmission and
distribution service provision that would be exgecto have implications for the detailed
design of the schemes and, in particular, to waekements of the scheme being different
between the transmission and distribution sectors.

By way of example, we note that one of the impdrtates that transmission performs is to
provide access to the generation sector and tortakaeprojects that deliver ‘market
benefits’ — which include transmission projectd #r@ undertaken to reduce the costs of
generation. These types of project are differesnftypical distribution projects (which
principally are directed to ensuring reliability @dpply to final customers) and for which
there may not be complete coverage with respesgice incentives and obligations. In
addition, transmission capital expenditure tendsetonore dominated by a small number of
very large projects than for distribution, therelffecting the risks that may be created — and
hence need to be addressed — in the design afi¢cbative scheme.

Lastly, we note that the AEMC'’s parallel TransmassFramework Review is addressing
matters that are relevant to the design of a dagi@enditure incentive scheme for
transmission. One of the key issues for that revietlie interaction between transmission
and generation, including the breadth of the ingerdrrangements applying to transmission.
Accordingly, further detailed development of NSPital expenditure incentive schemes
may need to consider these differences expressWndp regard to the outcomes of the
Transmission Frameworks Review, among other matters
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7. Conclusions

The conclusions that we have reached in this répothe questions that we have sought to
answer are set out below.

7.1. Are there deficiencies in the Rules inrelatio  n to capital expenditure
incentives that should be addressed?

We agree with the AER that the incentives for amkpenditure efficiency are imperfect
under the current regime. In particular, we notg tSPs currently have an incentive to alter
the profile of capital expenditure to spend lesthanearly years of a regulatory period and
more towards the end. In addition, the incentivsttive for efficiency gains declines during
the regulatory period and an incentive to subgtitatpital projects for operating expenditure
may also exist late in the period. Lastly, theusabn of depreciation in the current incentive
scheme implies that the power of the scheme diffecerding to the life of the project in
guestion, being higher for shorter lived assets.

However, in our opinion the AER has overstatedubiential for NSPs to have an incentive
to increase their spending (rather than being firsly indifferent to the level of spending in
the last year of the period). We observe that f8PHN to have an incentive to increase their
expenditure, there would need to be an expectétaithe regulatory WACC in future
regulatory periods would exceed that future costagiital. Any difference between the
current regulatory WACCs and the true WACC — whach affected by the wedge between
current spot costs of debt and embedded costs tdwot affect behaviour.

In addition, we also disagree with the objective AER has set out for its scheme, which
would appear to be to encourage NSPs to spend netimen the regulatory expenditure
allowance for the regulatory period in questionisTdbjective places an inappropriate degree
of importance on the regulatory allowance. Any éaists quickly become out of date soon
after being made. In addition, the AER’s beliefttitie forecast would reflect the efficient

level of expenditure is inconsistent with the umaenings incentive regulation, where
regulators are assumed not to be omniscient abd tapable of dictating efficient outcomes,
so that instead financial incentives are createshttburage NSPs to reveal the efficient
outcomes though their behaviotr.

7.2. What is the appropriate degree of prescription on this matter in the
rules?

We present an analytical framework for assessiagfpropriate split between codifying
matters in the rules and providing discretion f@ AER. We conclude that the AER’s
proposal to codify the operational details of itsgosed incentive scheme in the rules results
in an inappropriate degree of prescription. Oufifigs against the factors that flow from our
analytical framework are as follows:

% \We also observe that if the AER’s forecast wagaigsically) unbiased forecast of expenditurenttteere would be an

equal chance of NSPs needing to spend more othasghat amount.
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Is the proposal policy or implementatior2he rule changes proposed by the AER would
implement the operational detail of the scheméerathan to provide policy guidance to
the AER. This level of detail is not inappropriatkere a scheme is settled and
implementation issues are unlikely to emerge; h@wesince the AER’s proposed
scheme is new and as yet untested, this is unltkdbe the case;

= Should there be differences across NSPw#2 conclude elsewhere in the report
(summarised below) that aspects of the scheme dlheubermitted to vary across NSPs
(between sectors and possibly also between NSPgarticular, the incentive power of
the scheme (which under the AER'’s proposed scheradunction of a number of
parameters including the 60 per cent factor) shbaldensitive to (amongst other things)
differences in the strength and completeness ofcgerelated incentives and obligations
and the character of projects that are undertaken;

= Would the scheme need to be refined over tinw@ also observe elsewhere in the report
that a well-designed incentive scheme for capitpkeeaditure would require a number of
complex matters to be addressed to ensure, amotigstthings, that efficiencies are
properly measured and the risk caused by the scieemanaged to the extent practicable.
These would require refinement over time. We nio& the same issues would be likely
to arise with the AER’s proposed scheme and proprdesure for future rule changes;
and

= Interaction with other parts of the regulatory rege— we also observe in our report that
a well-designed incentive scheme for capital exgarelwould have a number of
interactions with other parts of the regulatoryimegy Most notably, the incentive power
for capital expenditure efficiencies should be sield such that it is consistent with,
amongst other things, the strength of incentive®perating expenditure efficiencies and
incentives applied to service performance. In aoigjtwe note that measures may be
required to ensure that efficiency gains are pigpeeasured, which may need to be
sensitive to factors such as how expenditure requents were forecast.

We observe that a preferable means of implemeaticapital expenditure incentive scheme
would be for this to be empowered by the Rules,\aitial appropriate criteria developed. We
note that the AER already has the discretion tdempnt a capital expenditure incentive
scheme through the ‘efficiency benefit sharing sefiegprovisions for distribution.

In contrast, we consider that the AER'’s other peahto provide itself with a general power
to make new incentive schemes without the new sebdyaing authorised by the Rules (and
with appropriate criteria and safeguards developeayides the AER with an inappropriately
wide scope to determine important areas of pobeyng those matters in relation to which
service providers should be provided with incergive

7.3. Appropriate criteria for the development of a capital expenditure
incentive scheme

We have analysed at some length the issues thdttod® addressed with the development
of a well-designed capital expenditure incentivieesse, and note that these include the
following:
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the specification of the overall objective of tllheme. This is the promotion of the NEL
objective, which we conclude implies that expen@itoninimisation should be
encouraged (for a given level of service perfornednc

a decision on how efficiency gains and losses@letmeasured, which we recommend
be undertaken by comparing the regulatory foredasastual expenditure (except where
adjustments have been authorised in advance);

the design of a scheme that delivers, to the extemticable, a constant and continuous
incentive for cost reduction across the regulapmyod and symmetry in ‘payoffs’ under
the scheme;

a selection of an appropriate incentive power ierdcheme, which needs to take account
of:

— the benefits that customers are expected to receider the scheme

— the power of the incentives created by relatedritice arrangements and the breadth
and coverage of ‘opposing’ regulatory obligations

— the level of risk that the scheme may generater(ativing taken into account how
risk can be ameliorated within the scheme), butwit

o the scheme implemented in a manner that adjusteéampact of material
exogenous events to the extent practicable, and

0 an explicit consideration given of whether quatitialimits should apply to the
outcomes under the scheme;

an assessment of whether measures should be inmgkxhte ameliorate the risk that
may be caused by the scheme, which may include:

— excluding types or classes of projects from theesah (beyond those covered by
contingent projects);

— adjusting forecast or actual expenditure to takmuawt of the effect of exogenous
events, with the adjustment mechanism defined waack; and/or

— placing quantitative limits on the outcomes thayrftew from the scheme,;

considering further refinements to how an efficiegain is measured to ensure as close a

proxy as possible to true gains, addressing sudteraas the definition of operating and
capital expenditure and the identification andtiresnt of projects that move between
regulatory periods (either deferred or advanceat); a

the implementation costs associated with the scheme

We also observe that the scheme should be conswgitbrthe Revenue and Pricing
Principles of the NEL.

We assessed the current rules criteria that wqubtiyaf the AER proposed an efficiency
benefit sharing scheme (while this is an altermathechanism for delivering capital

expenditure incentives, equivalent payoffs canrieated). Our conclusion is that much of the
guidance under the existing rules provisions ig@mpate, and need not prevent the

46



Conclusions

implementation of an appropriate scheme. Howeveridentify a number of refinements that
could be made to the criteria, the most importédnttach are as follows:

overall objective of the schemea change from ‘fair sharing’ of gains to therpation of
economic efficiency;

selection of the incentive ratethe current criteria would be improved if the Ras
required to make a transparent decision upon tteniive power of the scheme, and to be
directed to the factors that should be broughietar lon that decision. While some of
these factors are present in the current critedangly customer benefits) the factors are
incomplete and lack context. Refining the criténiahis matter would, amongst other
things, ensure that important differences acrosBINS sectors are reflected in the design
of the scheme;

mechanisms to ameliorate / manage rske current criteria do not require an explicit
consideration of measures to reduce or limit tbk created by the scheme, which is an
important omission. Requiring an explicit considiera of risk (and measures to limit
this) would ensure that relevant differences betwe8Ps (either individually or between
sectors) were considered explicitly and built itite design of the scheme; and

other mechanisms/adjustments to improve the scheh current criteria would also be
improved by authorising additional mechanisms gustdhents to the measurement of
efficiencies where necessary to ensure that theuned efficiency gains are a better
proxy for actual efficiency gains. The current sutefer to ‘capitalisation policy’ which is
one such issue, but this is incomplete. At the stime as authorising such mechanisms,
the criteria should require that the method foustiing measured efficiencies be defined
prior to the period in question.

7.4. Assessment of the AER’s proposed capital expen  diture incentive

scheme

Our findings from our analysis of the incentive pedies of the AER’s proposed scheme are
as summarised below:

first, the incentives for cost minimisation willnygaccording to an NSP’s confidence as
to whether or not it expects to overspend overdgelatory period. It is difficult to
speculate what this may imply in practice. We obseghowever, that there is no basis for
having the incentive for improvements changing diree in the absence of changes to
factors like the strength of incentives to minimegeerating expenditure.

secondly, under both cases where the NSP expect®tspend or underspend, the
incentive rate will decline over the regulatoryipdras is the case under the current
scheme. Accordingly, for these cases, a key prolémthe current scheme will
continue. Moreover, it is possible for some NSR¢ the decline in the incentive will
decline even faster over the regulatory period €bcaample, if the NSP’s confidence that
it will underspend increases over the period) algiothe reverse could also occur.

thirdly, the incentive power that would be credf@dentities that expect to overspend
would be extremely high at the commencement ofelgalatory period (minimum rate of
53.8 per cent if depreciation is excluded, 80.6qaert for an asset with a 7 year life) and
remain high even in the last year (40 per centlioases). This incentive power will be
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higher than what applies to operating expenditara@liyears (where the incentive power
is in the order of 30 per cent, depending on tkealint rate applied) and so create
incentives inefficiently to substitute away fronpdal expenditure towards operating
expenditure in all years of the regulatory periogentives to avoid capital projects —
even at the expense of service performance —laly liparticularly where there are

‘gaps’ in service incentives or obligations (fomexple, transmission projects that are not
driven by a reliability obligation).

= fourthly, the scheme does not provide entities éxgect to underspend overall with an
incentive to minimise cost in the last year of tbgulatory period. Accordingly, a key
shortcoming with the current scheme would remain.

Our view is that the scheme would not meet theetureriteria for a capital expenditure
efficiency benefit sharing scheme for distributiand an assessment against our expanded
set of criteria reinforces this conclusion. In padar:

= the scheme is asymmetric (applying a greater pefa@lioverspending NSPs), one issue
of which is that it would be difficult to satisfih¢ requirement under the Revenue and
Pricing Principles for NSPs to have a reasonabpmudpnity to recover at least efficient
cost; and

= the scheme would not provide a continuous incenéwd indeed many of the
shortcomings of the current arrangements would rema

When assessed against our expanded criteria:

= the incentive power of the scheme where an NSPotxp@ overspend risks being
materially out of balance with other incentive agaments and regulatory obligations,
with the potential to encourage inefficient behavidVoreover, locking in (in a manner)
an incentive power that is common across all NSssactors is inappropriate; and

= the absence of measures to ameliorate risk analsiare a proper measurement of
efficiency gains has the potential to create methan is desirable, and also to create
incentive problems that have not been identifiethenanalysis above.

We have proposed a ‘straw man’ to outline the festof a scheme that could meet the
criteria in order to stimulate consideration of tb&ue, although substantial matters would
need to be resolved to derive a scheme that iy teadhplement.
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Introduction

1. Introduction

This report has been jointly prepared by Jeff Balc@atherine Dermody and Greg Houston
at the request of the Energy Networks AssociatiftiMA), for submission to the Australian
Energy Market Commission (AEMC). Its subject is éxpenditure forecast elements of the
rule change proposal put forward in September 21the Australian Energy Regulator
(AER) for decision by the AEMC. This is one of threeparate joint reports prepared for the
ENA, each addressing particular aspects of AER& ¢change proposal. In this report, the
ENA has asked us to assess the extent to whicvtikable evidence is consistent with the
analysis and conclusions presented by the AERasetlaspects of its rule change proposal
that concern the forecast expenditure to be include regulatory determination. Our
specific terms of reference are as follows:

“Prepare a joint expert panel external report that:

1. briefly summarises the history behind the develapnoé the existing expenditure criteria,
ie, PC gas review, PM’s Expert Infrastructure Teekce, MEC Expert Panel and AEMC
Chapter 6A review, including who is accountabledatcomes (eg, NSP);

2. demonstrates through a systematic analysis oél@Vant decisions the way in which the
AER has in fact approached the process of appré@btgrmining capex and opex
forecasts over the past five years, including e ef benchmarking; and

3. tests whether the AER has in fact been constram#te manner it claims to be — that it
is essentially forced to accept forecasts put fodywar alternatively that, if it has
determined a forecast is too high, all is can dadisist the forecast to bring it within the
opt of the range of value that would meet the nexuents of the rules.”

1.1. Authors and expertise

The authors of this report are: Jeff Balchin, Hpatof PwC Australia; Catherine Dermody,
Partner of Gilbert + Tobin; and Greg Houston, Dioeof NERA Economic Consulting.
Greg and Jeff are both economists with substagtiaértise in the economic regulation of
network infrastructure services, while Catherina regulatory lawyer with deep expertise in
the energy sector. This particular report has laésn co-authored by Ann Whitfield,
Associate Director of NERA Economic Consultingcaés economist with substantial
expertise in regulatory matters. A short biografaneach of Jeff, Catherine, Greg and Ann
is attached as appendix A.

The authors also wish to acknowledge the substammmdributions of Tom Graham, Analyst,
NERA Economic Consulting, and Sarah Turner, Rese@fticer, NERA Economic
Consulting, in the preparation of this report.

1.2. Structure of this report
The remainder of this report is structured as fedp

= section 2 sets out the deficiencies which the AiRIfghts in its rule change proposal in
relation to the current Rules for determining exjgigme estimates;
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section 3 provides a summary of how the currentodat Electricity Rules (‘the Rules’)
operate in relation to the role of the AER in asBegcapital and operating expenditure
forecasts and its ability to make a substitute edpare forecast (under both Chapter 6A
and Chapter 6 of the Rules). It also briefly sefistbe AEMC’s considerations at the time
of its Chapter 6A Rule determination in relatiortlie potential for a systemic upward
(statistical) bias in estimates of expenditure rpooated in regulatory determinations;

section 4 then assesses the reality of each afdfigencies which the AER contends
exists with the current Rules, in the light of #rapirical evidence from each of the
AER'’s determinations made under the current Ralesyell as relevant Australian
Competition Tribunal (‘Tribunal’) decisions; and

section 5 summarises our conclusion that the @ésfates which the AER contends exist
with the current Rules are not supported by thdenage from actual experience over the
last five years.

Appendix B presents summary tables in relationuoassessment of each of the AER'’s
twelve final expenditure determinations made unidercurrent Rules for the distribution
network service providers (DNSPs), plus its reckaft determination for Aurora Energy.
Appendix C provides the equivalent summary forfthe final determinations the AER has
made under the current Rules for the transmissétwark service providers (TNSPs), plus
its recent draft determination for Powerlink.



Problems Identified by the AER

2. Problems ldentified by the AER

The AER in its rule change proposal has identifidrt it sees as a series of deficiencies in
relation to determining capital and operating exjieme forecasts for both DNSPs and
TNSPs under the current Chapter 6 and Chapter 868sRu

2.1. Systemically inflated forecasts (Chapter 6 and Chapter 6A)

The AER’s key contention is that the current ‘reesgaly reflects’ test for assessing capital
and operating expenditure for both TNSPs (undep@hn&®A) and DNSPs (under Chapter 6)
allows network businesses to propose ‘the highessiple forecast',and leaves the
evidentiary burden on the AER to prove that theppe®d forecast is not efficient and not
prudent. The AER contends that it is restricteddsrability to determine a substitute
expenditure forecast, and in particular is exclufileth setting a different, lower forecast that
would also satisfy the revenue and pricing priresgh the National Electricity Law (NEP).
The AER contends that the prescription in the eurRules places ‘significant limitations on
the regulatory judgement that can be exercisedivelto what was previously available to
jurisdictional regulators and the ACCE".

As a consequence, the AER contends that the cdreenéwork in the Rules exposes
customers to the risk of ‘systemically inflatedtéoast and has in fact resulted in inflated
forecasts of both capital and operating expenditerag reflected in the AER’s
determinations.The AER contends that these inflated forecasts baen a factor in the
price rises faced by consumérs.

2.2. Additional restrictions on the AER’s analysis under Chapter 6

The AER contends that the problem of systemicalliated forecasts (which applies equally
to Chapter 6 and Chapter 6A) is further compoundedlation to the determination of
forecast amounts for DNSPs under Chapter 6 (spatificlause 6.12.3(f))which requires
that:

= the AER only amend a DNSP’s forecast for both capekopex ‘to the minimum extent
necessary’ for it to be approved under the Ruled; a

= any substitute forecast for either capex or opé&rdened by the AER must be based on
the DNSP’s current proposal.

AER, Economic regulation of transmission and distribatietwork service providers: AER'’s proposed changelse
National Electricity RulesSeptember 2011, page 25.

2 ibid.

% ibid.

AER, op cit, page 28.
AER, op cit, page 12.
AER, op cit, page 2.
" AER,op cit, page 25.
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The AER points to the first of these provisioneaacerbating the problem of systemically
inflated forecasts (discussed above). The AER calst¢hat the provision only allows the
AER to amend the DNSPs’ forecasts to bring thenk bathe top of the range that the AER
is satisfied ‘reasonably reflects’ the required engtiture®

The AER contends that the second provision ‘lobtlesregulator into forming a substitute in
the same manner as determined by the DNSP ingtaiosal’® Since most DNSP’s
expenditure forecasts are based on a bottom-upagiprthe AER contends that this means
that it is also driven to a line-by-line analysfseapenditure forecasts. The AER contends
that the requirement to undertake a line-by-lirmeasment of expenditure in turn has the
following consequences:

= the assessment is resource intensive and incluhessderation of engineering detail,
which may preclude the involvement of third patigkeholders such as consumer
10
groups,

= jtrestricts the AER’s ability to in practice corduop-down benchmarking approaches,
together with assessing matters such as the daivigy of the proposed expenditure, as
it ‘must be able to justify each decision to dewifiom the DNSP’s proposa’;

= since it is not realistic for the AER to examineadividual cost incurred by an NSP
over a five year period, ‘it is inevitable that @portion of costs escape regulatory
scrutiny’;*? and

= only assessing proposed expenditure through arbatfpapproach is inconsistent with
the current incentive framewotg.

2.3. The AER'’s proposed solution

In response to the deficiencies it contends exiist the current Rules, the AER has proposed
the following two amendments to the Rules:

= achange to the ‘expenditure test’ contained inpB#re6 and Chapter 6A that would alter
the decision-rule from one pursuant to which théRARust accept a forecast if it is
satisfied that the total of the forecast reasonedflgcts the capital or operating
expenditure criteria as relevant, to one under wthe AER would determine the
forecast amount that it considers would meet theiefit costs that a prudent service
provider would require to achieve the capital oeraping expenditure objectives as
relevant*;, and

AER, op cit, page 29.
AER, op cit, page 29.

10 AER,op cit, page 29.

1 AER,op cit, page 26.
12 AER,op cit, page 30.
13 AER,op cit, page 30.

14 The AER’s proposed changes are to clauses 6.5&%Y(c), 6A.6.6(c), and 6A.6.7(c) of the NER.
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= removal of the provisions in clause 6.12.3(f) tiet AER contends restricts its ability to
form a substitute expenditure forecast in the cA&NSPs'®

We note that the AER’s proposed deletion of cla&ug@.3(f) would in practice have
implications which reach beyond the AER’s substituibf expenditure values, as clause
6.12.3(f) applies to albf the constituent decisions the AER is requiedthtke under 6.12.1.

The AER contends that this solution would allowoitletermine an ‘impartial forecast’ and
therefore more effectively balances the interet®nsumers and the need for investment in
electricity networks? It also contends that the proposed changes waadle the AER to
‘more properly scrutinise, assess and amend’ Nfi®gosed forecasts of required
expenditurd, and to make greater use of benchmarfthg.

The AER has also proposed changes to the relexpenditure forecasting clauses in the
Rules concerning the formulation of the operaticap(tal) expenditure criteria and operating
(capital) expenditure objectives. These proposadaefly commented on in a separate
report prepared by Gilbert + Tobin as part of tiNAESUbmission on the AER proposal.

15 The AER is also proposing to delete 6A.13.2(bd asnsequence of the proposed changes to 6A.Gu64BA.6.7(c).

16 AER (2011)0p cit, page 22.
17 AER (2011)0p cit, page 22.
18 AER (2011)0p cit, page 22.
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3. Current Approach in the Rules to Determining
Expenditure Forecasts

Before assessing the deficiencies the AER conterids in relation to the operation of the
current Rules for assessing expenditure forecstshelpful to set out briefly:

= how the current Rules operate in this area, fon BANSPs and DNSPs; and

= the regulatory design principles adopted by the AEM the time the Chapter 6A Rules
were developed, in relation to countering the piaéfor upward bias in relation to
expenditure forecasts.

3.1. The ‘reasonably reflects’ test

As part of its draft and final decisions in relatim both TNSPs and DNSPs, the AER is
required under the Rules to make decisions ondtexésts of total operating expenditure and
total capital expenditure required for the forthdegregulatory period® These forecasts are
then incorporated in the annual building block reverequirement (in the case of TNSPSs) or
the building block determination (in the case of E®¢)>°

Under both Chapter 6A and Chapter 6, the NSP isired|to submit forecasts of both the
required operating expenditure and the requiredalsgxpenditure for the forthcoming
regulatory period as part of its regulatory propésa

The AER is required to accept the operating expgareliorecast put forward by the NSP (for
both TNSPs and DNSPSs) if the AER is satisfied thattotal of the forecast operating
expenditure reasonably reflects the operating edifime criteria, having regard to the
operating expenditure factafsWhere the AER is not so satisfied, the Rules recthie AER
not to accept the forec&StThe operating expenditure criteria are definetheRules as*

= the efficient cost of achieving the operating exgigme objectives (which are themselves
defined in the Rules);

= the costs that a prudent operator in the circunssof the relevant NSP would require
to achieve the operating expenditure objectived; an

= arealistic expectation of the demand forecastcamstlinputs required to achieve the
operating expenditure objectives.

19 6A.14.1(2), 6A.14.1(3); 6.12.1(3) and (4).

20 gpecifically, forecast operating expenditure fsrmme of the building block components (6A.5.466%,3(7)); forecast

capital expenditure for the regulatory period isrgrut in determining the expected change in tigelegory asset base
over the regulatory period, which in turn is usedalculate the return on capital and deprecidiigtding block
components (6A.5.4(2)(3); 6.4.3(2)(3)).

21 BA.10.2(4) and (5); S6A.1.1; S6A.1.2; S6.1.1;1SA.
2 BA.6.6(c), 6A.6.7(c); 6.5.6(c); 6.5.7(c).

2 BA.6.6(d); 6.5.6(d).

2 6A.6.6(c); 6.5.6(C).



Current Approach in the Rules to Determining Expenditure Forecasts

The operating expenditure factors are also seinatie Rules>

Equivalent provisions apply under the Rules foritzdyexpendituré® That is, the AER is
required to accept the capital expenditure forgoasforward by the NSP if the AER is
satisfied that the total of the forecast capitgdenditure reasonably reflects the capital
expenditure criteria, having regard to the camtgdenditure factors. Where the AER is not
so satisfied, the Rules require the AER not to jpicttes forecast’ The capital expenditure
criteria are set out in the Rules, and are equivdtethe operating expenditure criteria set out
above. The capital expenditure factors are alsowein the Rules.

It is generally recognised that there is no singhgective value for the expenditure forecasts
that could be considered to satisfy the ‘reasonedflgcts’ test in the Rules. Different people
may reasonably come to different views about thellef expenditure that ‘reasonably
reflects’ the expenditure criteria. Given that theecasts are made in respect of a five year
period it is appropriate that a decision-rule ia torm of ‘reasonably reflects’ be adopted,
since a higher degree of satisfaction would bekehfiever to be reached. For example, the
AER comments in its rule change propdgal:

The expression ‘reasonably reflects’ recognisesttiexe may be more than one
expenditure forecast that is efficient, prudent egadistic

Similarly the Expert Panel appointed by the MinisteCouncil on Energy (MCE) to advise
on energy access pricing noted tfat:

Many of the inputs required to derive access pricesiot be estimated with
precision, or pertain to future outcomes that caiedorecast with precision.
Thus there is a range (and potentially, a wide eamgthin which a reasonable
person may consider that the relevant input mayeds]

The Tribunal has also made similar observatins:

It is axiomatic that there will be no one correcbest figure derived from a
forecast that in terms of cl 6.5.6(c) ‘reasonakefyects’ the opex criteria — the
very nature of forecasting means that there carobmne absolute or perfect
figure.

In developing the Chapter 6A Rules the AEMC exgliifcadopted an approach that did not
require the identification of one correct or ‘befigure>*

% BA.6.6(e); 6.5.6(e).

% BA.6.7(c) and (e); 6.5.7(c) and (e).
27 BA.6.7(d); 6.5.7(d).

2 AER, Executive Briefing, Energy Network Regulatiorfé&en, page 2.

2 Expert Panel on Energy Access Pricing, RepottédMinisterial Council on Energy, April 2006, pafe

80 Australian Competition Tribunal, Application bygem Energy Corporation Limited (Labour Cost Escaigt@Xo 3)
[2010] ACompT 11 (24 December 2010), para 69.

31 AEMC, Final Rule Determination (Nov 2006), page 52.
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The Commission believes that the subject of thaleggn — the forecast capital
expenditure and operating expenditure for substattighly complex and
technical infrastructure for a five-year perioch@t a matter that is amenable to
the level of precision and confidence that wouldl#a one to sensibly say there
is one correct or “best” figure. It considers tRafles that could be interpreted in
that way are likely to result in a heightened w$kegulatory error. Equally the
Commission does not intend that the Rules contamplach a range of
permissible outcomes that there is a risk of intielpéas toward higher amounts.

Figure3.1 illustrates the different views that may beetaks to the level of expenditure
which reasonably reflects the expenditure critdRi@asonable people may agree on levels of
expenditure that are obviously less than or ob\Woesceed the expenditure which
reasonably reflects the expenditure criteria (iathd by the red colouring at the extremes of
Figure3.1). However there will be a number of differer@ws as to the level of expenditure
that does reasonably reflect the criteria.

Provided that the NSP’s forecast reflects a vahae the AER is satisfied reasonably reflects
the expenditure criteria (indicated by the gredowtng in Figure3.1), the current Rules
require the AER to accept that expenditure forewas$ draft or final decision (as the case
may be). This situation is depicted in Fig3c&. However it is important to recognise that
there is considerable uncertainty as to the vallesh the AER may determine that it is
satisfied reasonably reflects the expenditurerzaitén other wordsa priori the NSP cannot
know with any precision the exact bounds of theegrarea shown in FiguBL1.

Figure 3.1
AER Must Accept NSP’s Expenditure Proposal if it Re  asonably Reflects
Required Expenditure and Not Accept if it is Not so Satisfied

Less than reasonably More than reasonably
reflects reflects

Range of Potential Views on Expenditure that Reaso  nably Reflects Criteria Expenditure



Current Approach in the Rules to Determining Expenditure Forecasts

3.2. Ability of the AER to substitute its own expen  diture forecast:
Chapter 6A

Under Chapter 6A, if the AER is not satisfied ttie total of the operating expenditure
forecast put forward by a TNSP in its Revenue Psapreasonably reflects the operating
expenditure criteria, the Rules require the AERefect the proposed forecast amotmt.
Similarly, if the AER is not satisfied that theabof the capital expenditure forecast put
forward by a TNSP in its Revenue Proposal reasgnefiects the capital expenditure
criteria, then it must not accept the TNSP’s fostta

Where the AER has rejected a proposed forecast @intioel AER is required to include in its
draft decision or in its final decision (as theeasay be) the total forecast operating
expenditure and/or the total forecast capital egpgare (and the amount of that expenditure
for each regulatory year) which the AER is satsfieasonably reflects the operating
(capital) expenditure criteria, taking into accothe operating (capital) expenditure factdts.

Under 6A.13.2, if the AER'’s final decision is tduse to approve an amount or value
proposed by a TNSP, the AER must include in italfdecision an amount or value which is:

= determined on the basis of the TNSP’s current Rexy@&roposal; and

= amended from that basis only to the extent necgssanable it to be approved in
accordance with the Rules.

However, 6A.13.2 also provides for an exceptiomfthis requirement (set out in
6A.13.2(b)) where the AER’s decision to refusepprave an amount or value is because it
is not satisfied that the total of the forecastrapeg expenditure or the total of the forecast
capital expenditure reasonably reflects the opaydtapital) expenditure criteria. In this
event, the AER is required to include in its fidakision the forecast operating (capital)
expenditure that the AER is satisfied reasonalflgcts the operating (capital) expenditure
criteria, taking into account the operating (cdpiéapenditure factors’

Figure 3.2 depicts the AER'’s discretion to substiits own expenditure forecast under
Chapter 6A. In the example in FigBe2, the range of values which the AER is satisfied
reasonably reflect the expenditure criteria ismaar those shown in Figul, with the
consequence that the NSP’s proposed forecast nogeds the top of this range. The AER is
therefore required to reject the NSP’s proposal.

If the AER rejects a TNSP’s proposal as being alibgeexpenditure which reasonably
reflects the expenditure criteria, then it is regdito substitute its own view of the
expenditure which it is satisfied reasonably refiebe expenditure criteria. In doing so, the
AER is able to base its substitute expenditurecisteon any level which it is satisfied
reasonably reflects the expenditure criteria, tglimo account the national electricity

32 BA.6.6(d).

3 BA.6.7(d)

34 BA.14.1(2) and (3); 6A.13.2(b)(3) and (4).
% 6A.13.2(b)(3) and (4).
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objective and the revenue and pricing principleheanNEL. This value may sit anywhere
within the range of potential outcomes which it ldentified reasonably reflects the
expenditure criteria. That is, the AER is not resdd under the Rules from substituting a
value which is below the top end of the range dfi@swhich reasonable people may
consider reflect the required expenditure. Fidihighlights the potential loss to the NSP
in terms of the difference between its own propdseecast and that substituted by the AER
in its determination.

Figure 3.2
The AER’s Discretion to Substitute its Own Expendit  ure Forecast: Chapter 6A

More than reasonably

Less than reasonably flect
reflects

reflects

Loss to NSP

N . L Expenditure
Range of Potential Views on Expenditure that Reaso  nably Reflects Criteria

The risk to the NSP that the AER may substitutalaesfor expenditure which is below the
level the NSP has proposed was seen by the AEMCkayg element of the framework in
providing an incentive for the business’ not tomsittambit claims, and addressing the
potential for systemically inflated forecasts. Tisigliscussed further in sectiGm.

3.3. Ability of the AER to substitute its own expen  diture forecast:
Chapter 6

The Chapter 6 provisions applying to DNSPs are ganylar to those in Chapter 6A for
TNSPs. Under Chapter 6, if the AER is not satisfieat the total of the proposed operating
(capital) expenditure forecast put forward by a [PN& its building block proposal
reasonably reflects the operating (capital) exgenglicriteria taking into account the
operating (capital) expenditure factors, then istmot accept the DNSP’s forecast.

Where the AER has not accepted the DNSP’s forarastint the AER is required to include
in its draft or final determination (as the caseyrna) the total forecast operating expenditure
and/or the total forecast capital expenditure whithAER is satisfied reasonably reflects the

% 6.5.6(d); 6.5.7(d).

10
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operating (capital) expenditure criteria, takintpiaccount the operating (capital)
expenditure factord’

Clause 6.12.3(f) also contains an equivalent pronit 6A.13.2(a), ie, that if the AER
refuses to approve an amount or value proposediy3P, the substitute amount or value
included in the AER’s distribution determination shibe:

= determined on the basis of the DNSP’s current eggoy proposal; and

= amended from that basis only to the extent necgssanable it to be approved in
accordance with the Rules.

However, clause 6.12.3 does not contain an expt@itze out’ from this provision in relation
to where the AER substitutes a value for forecapttal and/or operating expenditure, ie
there is no equivalent clause in Chapter 6 toith@A.13.2(b). This has led the AER in its

rule change proposal to conclude that its abibtgubstitute expenditure forecasts in the case
of Chapter 6 is restricted. In particular the AER®nds that this restriction means that it has
found it necessar}f

to conduct a line by line assessment in orderittgfexpenditure forecasts] back
into the very top of the range. This means thattigeno other possible result than an
estimate that is at the top of the range.

The AER’s interpretation of its ability to substéuexpenditure forecasts under Chapter 6 is
depicted in Figur&.3. The figure shows that under the AER’s inteigdren, the loss to the
NSP if the AER is not satisfied that its proposedenditure reasonably reflects the
expenditure criteria is lower than it would be unthe equivalent Chapter 6A Rules. This is
because the expenditure forecast substituted bgHERewould reflect the upper end of the
range of values which the AER is satisfied (togktent it has identified a range) reasonably
reflects the expenditure criteria, rather than lamer value which the AER also may be
satisfied would reasonably reflect the expendituiteria, whilst still meeting the national
electricity objective and the revenue and pricing@ples in the NEL.

We discuss the AER’s concern in relation to itdightio substitute expenditure forecasts
under Chapter 6 in detalil in sectidr?, and in particular its contention that thigneson

leads to systemically inflated expenditure foresésting reflected in determinations.
However, we note here that, whilst the provisioh€loapter 6 are different from Chapter 6A,
it is not clear either from public statements mhgé¢he MCE at the time the Chapter 6 Rules
were developed, or from the AER'’s practice to ddtat the AER is in fact restricted under
Chapter 6 in the manner in which it contends.

87 6.12.1(3) and (4).
% AER (2011)0p cit page 29.

11
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Figure 3.3

AER’s Interpretation of its Discretion to Substitut e its own Forecast under
Chapter 6

Less than reasonably More than reasonably

reflects reflects

Loss to NSP

Expenditure
Range of Potential Views on Expenditure that Reaso  nably Reflects Criteria

There were no public statements made at the tiaiehle Chapter 6 Rules were being
developed which indicate that there was an intertdimit the scope of the AER’s
discretion in relation to expenditure forecastsarrdhapter 6, compared to Chapter 6A. The
Chapter 6 Rules were developed by the Standing Gieeof Officials (SCO) on behalf of
the MCE, rather than by the AEMC (who developedGhapter 6A Rules). However, the
development of the Chapter 6 Rules occurred dfeedevelopment by the AEMC of the
Chapter 6A Rules and in many areas reflect thecggrtaken in Chapter 6A. The publicly
available documentation in relation to the develeptrof the Chapter 6 Rules is limited.
However there is nothing in this documentation \whidicates that the MCE SCO intended
to limit the AER’s discretion to substitute expende forecasts for distribution to be less
than that available to it for transmission. Thigigontrast to other areas of the Chapter 6
Rules where the MCE SCO did highlight the ratiorfaleadopting a different approach for
distribution than that under Chapter 6A for trarssiun>’

Indeed in discussing the AER’s ability to subsatamounts or values, MCE SCO drew a
distinction between expenditure forecasts and aiheas of the AER’s determination, in a
way which is consistent with the explicit differdreatment of the substitution of expenditure
forecasts under Chapter 6A:

If the AER'’s final decision is to refuse to appraweamount or value for annual
revenue requirement, network service target pedioga incentive scheme
parameters, efficiency benefit sharing scheme petiens) or the commencement

3 gpecifically the differences between transmissiod distribution were presented in Table 1 ofMi@E SCO Report.

40 standing Committee of Officials of the Minister@buncil on EnergyChanges to the National Electricity Rules to

establish a national regulatory framework for th@eomic regulation of electricity distribution - Bapatory Material
April 2007, page 22.

12
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and length of the regulatory control period setinuhe DNSP’s regulatory
proposal (or revised proposal), the AER must inelurdits final decision a
substitute amount or value, which is determinetherbasis of the regulatory
proposal and amended from that basis only to ttenéxecessary to enable it to
be approved in accordance with the Rules.

If the AER'’s final decision is to refuse to apprameamount or value for annual
revenue requirement because the AER is not satigfag the total forecast
operating expenditure reasonably reflects the ¢iperaxpenditure criteria,
taking into account the operating expenditure fiactine AER must include in its
final decision its reasons for that decision aralftrecast of operating
expenditure which the AER is satisfied reasonaéllects the criteria, taking
into account the factors.

Similar provisions apply to forecast capital exgamne.

In practice the AER has applied the provisions ra@er 6A and Chapter 6 in an apparently
consistent manner. In particular, the AER has matussed ‘ranges’ in relation to total
expenditure forecasts in any of its distributiotedinations, or commented that its
substitute forecasts represent the ‘top of theearidhe one exception is the AER’s recent
draft determination for Aurora Energy, which wasuied after the AER’s rule change
proposaf*!

Rather, the AER has restricted its discussion bsiute forecasts in its determinations to a
single value for total expenditure (and for eachnponent making up that total), and has
noted only that it is satisfied that its substitutetal value reasonably reflects the expenditure
criteria. Moreover, in the limited instances whtre AER has discussed ranges for
individual expenditure categories (rather thantédal expenditure) in its distribution
determinations, it has been explicit about adoptiegmid-point of the potential range or
forecasts, rather than the upper botmd.

In our opinion the AER’s interpretation of the seagf its ability to substitute expenditure
forecasts under Chapter 6 and the restrictiorenf) implied by clause 6.12.3(f) is a matter
that is yet to be formally tested and ultimatelyedained. The only explicit consideration of
this clause to date by a review body is the decibypthe Tribunal in EnergyAustralia
[2009]3 In this context the Tribunal found that 6.12.2fil not restrict the AER to adopting
the same methodology as the DNSP in forming a gutesexpenditure forecast. However
that case did not explicitly consider whether 63{f2 restricts the AER’s ability to make a
substitute expenditure forecast in other materatsyWe note that the interpretation of
clause 6.12.3(f) is not a matter that is explicattidressed by either of the two legal opinions
submitted by the AER in support of its rule chapgeposaf**

“ The AER also refers to its substitute capex f@ebaing the ‘minimum adjustment necessary [.rhaet the National

Electricity Rules (NER) criteria’ in its November 2DDraft Decision under Chapter 6A for Powerlink. iscuss the
Aurora and Powerlink Draft Decisions further intsec4.2.

42 This point is discussed further in sectif.3.

4 EnergyAustralia [2009] ACompT 8.

4 The AER has submitted advice from Stephen LloycaB€the Australian Government Solicitor.
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3.4. Incentives against systemic upward bias

We highlighted in sectio.1 that the AER’s overarching contention in r@atio the current
Rules (both Chapter 6A and Chapter 6) is that tiease led to systemically inflated
expenditure forecasts being included in the AERGutatory determinations.

We assess the AER’s contention in detail in secti@nHowever, before doing so, it is
useful to summarise the history of how the perakigk of regulatory determinations
reflecting inflated expenditure forecasts was aslslzd by the AEMC at the time of the
development of the Chapter 6A Rules. This summaglylights that the potential for
systemically inflated forecasts is one which wagnised at the time at which the Rules
were developed, and has been the subject of l@rghsty and informed debate. It also
highlights that the AEMC deliberately included ebats within the Chapter 6A framework
which were intended to address the potential fovard bias.

The AER makes reference in its rule change propgogshle Expert Panel having
‘foreshadowed’ the issue of systemically inflatedetasts under the ‘reasonably reflects’
test? The AER also comments tH&t:

the framework proposed by the AEMC lacked balamzkiacreased the
potential for regulatory gaming. However it is otgar that the analysis
undertaken at the time accorded sufficient weigtihé likely impact on
consumers.

The AER does not acknowledge that in developingdhapter 6A Rules, the AEMC
explicitly considered the issue of systemic upwaiess, and the appropriate balance between
the interests of TNSPs and network users and battiireerisks and costs of market and
regulatory failuré’’ The AEMC’s Draft Determination on Chapter 6A wsstied after the
Expert Panel's Report, and directly discussed &meern raised by the Expert Paffel:

Turning to the Expert Panel’s concern about ineestfor strategic behaviour,
such incentives are a reality in a regulatory psedbe purpose of which is to
determine the future revenue and prices of regiilatsinesses and thus their
future profitability and shareholder value. In thigiation, regulated businesses
will have an incentive to ‘talk up’ the forecasfseapenditure required to
provide the service under any decision criterion.

However, the Commission considers that the decisiaking process and
criteria specified in the Proposed Rule and maieigin the Draft Rule for
assessing expenditure forecasts provide the reguwléth sufficient powers and
safeguards to be able to achieve regulatory outsdha are not overly distorted
by strategic behaviour on the part of TNSPs.

4 AER (2011)0p cit page 27.

4 AER (2011)0p cit page 28.

47 AEMC Final Determination (Nov 2006), page 52.

48 AEMC Draft Rule Determination (July 2006), page 52.
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In particular the AEMC highlighted the role undkee tRules of the AER'’s ability to substitute
its own expenditure forecast, if it considers tiat TNSP’s proposal is excessive, as acting
to restrain the potential for upward bf8s:

The Commission also considers that the decisiorimggkocess to be followed
by the AER in assessing the expenditure forecastsre likely to provide an
incentive to submit well documented and supporigrkrditure forecasts rather
than to submit forecasts that are grossly exagegrdhat is, TNSPs are likely to
see the benefits of seeking AER acceptance ofsuglborted forecasts of
expenditure as outweighing those resulting fromitoiaim forecasts with the
associated risk of the AER rejecting excessiveoutly supported expenditure
forecasts and replacing them with its own forecast.

The AEMC concluded thaf*

The Commission has not been persuaded therefdrththeeasonable estimate
decision criterion and process provided for inFineposed Rule provides
stronger incentives and opportunities for reguiagaming than would be the
case under alternative decision criteria. The agugirdnas therefore been
maintained in the Draft Rule.

The AEMC again revisited the question of poteni@lvard bias in its final determination on
Chapter 6A. In addition to the Expert Panel's consethe AEMC also considered an
opinion prepared by the Australian Government 80li¢AGS) for the Department of
Industry Tourism and Resources, which expressediévethat™

[..] the use of the ‘reasonable estimate’ testettainty in forecasting, the
existing case law in GasNet and Telstra and theabthe pricing principles in
resolving conflict, will result in the AER beingqeired to accept a range of
forecasts higher than those it would determindnasrtost appropriate or best
estimate.

The AEMC again noted that the ability for the AERsubstitute a less favourable value
would act as an incentive on TNSPs to avoid subrgimbit claims?

The decision-making process set out in the Rev&ule will also reduce the
incentive for TNSPs to submit forecasts which repnt ambit claims. Such
exaggerated forecasts would be likely to fail tiisfathe decision criteria to be
applied by the AER and therefore to run the riskaihg rejected and replaced
by the AER with a less favourable forecast.

The importance of the incentive provided by the AEgbility to substitute a less favourable
expenditure forecast if the TNSP was found to bisida of the reasonable range was also

4 ibid.
50 AEMC Draft Rule Determination (July 2006), page 53.

51 Australian Government Solicitor, Advice providedT. Motherwell, Department of Industry TourisndaResources,

10 October 2006, p.19.
52 AEMC Final Rule Determination (Nov 2006), page 53.
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highlighted in an opinion by Stephen Gageler SO\led to the Electricity Transmission
Network Owners Forum (ETNOP), cited by the AEMC in its final determinatidh:

We agree with the observation in paragraph [42hefAGS advice that the
likelihood is that “there will be a number of tofalecasts that are “reasonably
open” to a TNSP in the sense that each can beibedas a “reasonable
estimate”. If any of them is proffered by the TN&Ryould have to be accepted
by the AER. That is the logical corollary of thetfghat there can be no uniquely
correct or preferable or appropriate forecast drniiefact that it is for the AER
in the first instance not to determine a forecasitgelf but to determine whether
the forecast proffered by the TNSP is the prodfisband judgement.

We do not see it as an invitation to exploitati@illNSP which sought
deliberately to adopt a forecast at the upper énehat it considered the AER
might be prepared to accept as a “reasonable astinvauld be in breach of its
obligation under cl 6A.6.6(a) or cl 6A.6.7(a) teluide in a Revenue Proposal a
forecast of expenditure which the TNSP genuinelysaters to be reasonably
required. The TNSP would also run the significask of overreaching and of
thereby allowing the AER to make and substituteits estimate.

In addition, the advice from the AGS itself confedhthat the AER’s discretion to substitute
a reasonable estimate would be ‘broad’, and thafitts as an incentive on the service
provider>®

If the service provider’s estimate was properlgcegd by the AER, the discretion
for the AER to substitute a reasonable estimatddvoe broad®

[..] the regulator’s decision to impose its ownireste only needs to be what it
considers ‘reasonable’ [..]The Full Federal Coudrenoted that ‘once the
threshold of non-approval is properly crossed ABEC is at large in the content
of its own Access Arrangement albeit it must behimithe framework provided
by the Code [..] This position can be seen asqfatte incentive for a service
provider in a propose-respond framework.

The AEMC's conclusion in its Final Determination Ghapter 6A was’

Equally the Commission does not intend that theeRabntemplate such a range
of permissible outcomes that there is a risk oérent bias toward higher
amounts?

53

54

55

56
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58

Now Grid Australia.

Legal Advice provided to ETNOF by Stephen Gag&ler 25 October 2006, paragraph 16. Cited by the ABM
Final Rule Determination (Nov 2006), page 46.

Ibid para 59.

Australian Government Solicitor, Advice providedT. Motherwell, Department of Industry TourisndaResources,
10 October 2006, A.5.

AEMC Final Rule Determination (Nov 2006), page 53.
AEMC Final Rule Determination (Nov 2006), page 52.
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While informed opinions may differ on what are eiffint costs, costs of a
prudent operator or realistic expectations of fastdemand and input costs in
the circumstances facing the regulated entity ghmatters can be tested readily
by reference to objective evidence drawn from Injstthe performance and
experience of comparable businesses and the agsgssohelectricity industry
experts.

In summary, it is clear from the AEMC’s documerdatof its Chapter 6A determination that
it was aware of the issue of a potential upward biaelation to expenditure forecasts and
that it saw the AER’s ability to substitute its ovamecast of expenditure which was less
favourable to the TNSP as a key element of thedraonk in providing an incentive against
the submission by TNSPs of inflated expendituredasts.
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4. Assessment of the Problems Identified by the AER

This section presents our assessment of each @fERés contentions in relation to the
operation of the current Rules in relation to exjieme forecasts.

The AER’s contentions with the operation of therent Rules in relation to expenditure
forecasts were discussed in sectoand can be summarised as follows:

1. The current ‘reasonably reflects’ test places adestiary burden on the AER and has
lead to systemically inflated expenditure forecasimg included in regulatory
determinations, for both TNSPs and DNSPs; and

2. The AER faces additional restrictions under Chaptevhich mean it is locked into
forming any substitute proposal on the same lindifiybasis adopted by DNSPs, with
the consequences that:

i. The AER is restricted in practice from conducting-tlown benchmarking;

ii. The AER is restricted in practice from assessimgaverall ‘deliverability’ of the
proposed expenditure;

iii. There will inevitably be a proportion of costs winiescape regulatory scrutiny; and

iv. Only assessing proposed expenditure through arbaiapproach is inconsistent
with the current incentive framework.

The AER has not distinguished between operatingcapdal expenditure in highlighting
these concerns, with the apparent implication tth@tconcerns apply to both.

4.1. Evidence-based assessment

The AER contends that ‘[tjhe experience from tist feve years has exemplified the
restrictions on the AER’s regulatory discretion am¢urn suggests that concerns about
inflated forecasts are well founded.’

We have undertaken a systematic assessment dfta# four electricity transmission
decision&’ and twelve distribution determinati¢hsvhich have been completed by the AER
under the current Chapter 6A and Chapter 6 Rubspectively. In each case we have
examined the AER’s decision in relation to bothragiag and capital expenditure forecasts.
The aim of our assessment has been to identifyhgh¢he AER’s practical implementation
of the Rules over the last five years indicates tina AER has been inappropriately
constrained in the manner it has submitted. We h#sereviewed the AER’s two recent

% AER, Executive Briefing, Energy Network Regulatiorf@&e, page 2.

5 We have excluded the AER’s 2007 determinatiorPmwerlink since it was not conducted under Chapeofethe
Rules.

51 The AER'’s 2009 determination for the NSW DNSPs AowAGL was made under the Transitional Provisitor
New South Wales and the Australian Capital Territblgwever the Transitional Provisions reflected shee
provisions in relation to the assessment and subieti of expenditure forecasts as the current Ghi@pRules.
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draft decisions (for Powerlink and Aurora Energyhich were issued subsequent to the AER
lodging its rule change proposal.

Our review of the AER’s determinations has beerpkmented by a review of decisions
made by the Australian Competition Tribunal (‘Tnial), where these have directly
concerned issues relating to the assessment ohéixpee forecasts.

Appendices B and C presents the detailed findirgs bur review of the AER’s
determinations. The remainder of this section suns®eathe key conclusions we have been
able to draw from our review in relation to eachha deficiencies with the current Rules
highlighted by the AER.

4.2. Risk of systematically inflated forecasts

The AER’s overarching concern with the current Rl@th Chapter 6A and Chapter 6) is
that it has in practice delivered inflated foresasftcapital and operating expenditure that
have been reflected in regulatory determinatfras)d that these in turn have contributed to
the price rises which have been faced by consufiéishough at some points in its rule
change proposal the AER refers to the ‘risk’ ofatéd forecasts, the AER is clear that it
considers that this risk has eventuated in praéfice

The AER contends that one reason for this systemiard bias is that the current Rules
require the AER to accept an NSP’s proposal ileasonably reflects’ the expenditure
criteria, and preclude it from substituting a diéfiet, lower forecast, which would also meet
the expenditure criteria and reflect the revenukpiting principles in the NEP° The AER
also contends that the evidentiary burden it faceter the current ‘reasonably reflects’ is a
further factor leading to the systemic upward itifla of expenditure forecasts.

4.2.1. The AER has rejected NSP’s total expenditure  forecasts in all
determinations

Our review of the AER’s determinations shows tinagvery determinatioaonder both
Chapter 6A (for TNSPs) and Chapter 6 (for DNSPs):

= the AER has rejected both the total capital exganeliforecast and the total operating
expenditure forecast put forward by the NSP; and

= the AER has substituted its own forecast of thal tcapital expenditure and total
operating expenditure it considers reasonablyctsltne capital (operating) expenditure
criteria, having regard to the capital (operatiegpenditure factors.

52 AER (2011)0p cit page 12.

8 AER, Executive Briefing page 2 and AER (201dp) cit, page 14.
54 See for example, AER (2011), page 12 and page 14.
%  AER (2011)0p cit page 25.

% AER (2011)0p cit page 27.
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Table 4.1 summarises the difference between tlakdapital and total operating expenditure
forecasts put forward by the NSP and the totaltahpnd total operating expenditure
forecasts substituted by the AER in its final deti@ation.

Table 4.1
Difference Between NSPs’ Revised Total Expenditure Forecast and the AER’s
Final Substituted Total Expenditure Forecast (%)

Capex Opex
AER Final AER Final
Decision Decision

TNSP Determinations under Chapter 6A
Transend -15% -10%
TransGrid -4% -6% (-5%%*)
ElectraNet -10% -1%
SP AusNet -10% -10%
DNSP Determinations under Chapter 6
CitiPower -19% -14%
Powercor -18% -14%
Jemena -25% -17%
SP AusNet -8% -11%
United Energy -8% -14%
ETSA Utilities -11% -5% (-4%*)
Ergon Energy -20% (-19%*) -6% (-5%%*)
Energex -8% -1%
Country Energy -4% -7%
EnergyAustralia -6% -12% (-12%%)
Integral Energy -0.5% -0.3%
ActewAGL -8% -5%

Source: NERA analysis of AER Final Determinationd AER Statement on Updates for Final Decision —
Australian Competition Tribunal Orders

*  Figure in brackets represents the differencevbeh the NSP’s revised proposal and the final edipene
forecast following appeal of the AER’s determinatto the Australian Competition Tribunal.

In its recent Draft Decisions for Powerlink and Ara Energy, the AER has also rejected the
NSP’s proposed expenditure forecasts and substiitst@wn forecasts, for both capex and
Opex.
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42.1.1. The AER has not been required to accept inflated forecasts

Actual experience from the AER’s determinationssioet support the view that the AER
has been constrained under the Rules to acceptsNséposed total forecast amounts in
circumstances in which the AER considers that thedasts are inflated. This must follow
from the fact that under the Rules the AER hasacoepted any of the NSPs’ proposed total
forecast operating or capital expenditure amodirtiat is, the theoretical situation depicted in
Figure3.1 where the AER is required to accept an NSR& expenditure forecast as
reasonably reflecting the expenditure criterianet®ugh the AER may prefer a lower
forecast which also reasonably reflects the experelcriteria and meets the revenue and
pricing principles in the NEL, has not occurregrnactice.

In all of its determinations the AER hesjectedthe total expenditure forecasts put forward
by the NSP, as being above the total expendit@ateréasonably reflects the expenditure
criteria. As a result, the theoretical potentialdo upward bias in expenditure forecasts noted
by the Expert Panel, the AGS and Stephen Gageléas@iscussed in secti@m) has not

been demonstrated by actual determination outcavesthe last five years. Rather, the

AER has determined in all cases that it is nosfatl that the NSPs’ forecast reasonably
reflects the expenditure criteria and has subetitits own forecast of total expenditure in its
determination.

4.2.1.2. The AER has rejected and substituted total expenditure

In assessing the expenditure forecasts put forlmattie NSPs, and in substituting its own
value for forecast expenditure, the AER has takéinexby-line’ approach for DNSPs and
also for TNSPs. The AER'’s approach (and its cordarthat it is ‘locked-in’ to this approach
for DNSPs under Chapter 6) is discussed in moraildetsectiord.3.1.3. However we note
here that although the AER has undertaken a linkrleyapproach to assessment and
substitution, it has also been clear in its deteations that its substitute value reflects the
total expenditure forecast which it is satisfied reabbneeflects the expenditure criteria.

For example, in its determination for TransGrid &R stated thal’

Although the AER is requiring a number of adjusttsdrased on a specific
project review, it is important to understand ithie total of the proposed forecast
capex allowance which the AER must either accepgject, on the basis of the
capex criteria having regard to the capex factors.

Similarly, in its most recent determination for Mietorian DNSPs the AER stated tt?4t:
The AER’s decision requires it to be satisfied thattotal of the forecast opex,

not each individual program and project or elenvnith constitutes that total
forecast opex, reasonably reflects the operatipgmditure criteria.

57 AER (2008),TransGrid Transmission Determination 2009-10 to 204, Draft Decision, 31 October 2008, page 49.

%  AER (2010)Victorian Electricity Distribution Network Service &riders Distribution Determination 2011-2Q%fage
312.
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That the AER has used its assessment of indivielyagnditure categories to form a view in
relation to total expenditure is evidenced by tlfving statement®

The AER has considered each of the Victorian DN$&gs5ed forecast opex
proposals in accordance with the opex factorsans® 6.5.6(e) of the NER. For
the reasons discussed in this chapter, the AERtisatisfied that each
component of operating expenditure associated twih/ictorian DNSPs'
revised forecasts opex proposals forms a total égrexast the [sic] reasonably
reflects the opex criteria.

In relation to capital expenditure forecasts, tiiERAagain noted in its determination for the
Victorian DNSPs that it was rejecting the DNSfsal capex forecast®

For the reasons discussed in this chapter, the iaEBt satisfied that the total of
each of the Victorian DNSP's proposed forecastxcagasonably reflects the
capex criteria in accordance with clause 6.5.7{the NER.

In substituting its own estimate of total opex &oicl capex the AER has similarly been
explicit that it is satisfied that its substitutiedal value for expenditure reasonably reflects
the expenditure criteria. For example, in its deiaation for Country Energy the AER stated
that!*

The AER’s estimate of the total capex required bwiiiry Energy in the next
regulatory control period, that reflects the capeteria taking into account the
capex factors, is set out in table 7.16 of thialfthecision.

In its determination for TransGrid the AER statkdtf?

Based on its own analysis and the advice of PBAEIR has reduced
TransGrid's revised capex proposal by $110 milliofihis amended allowance
represents the AER’s estimate of the total capaiahprudent operator in the
circumstances of TransGrid would require to achtbeecapex objectives.

4.2.2. TNSP determinations

The AER has made a decision to reject and sulsstibil opex and capex forecasts in each
of the four transmission determinations it has maader the current Chapter 6A Rules.

As discussed in sectid2, where the AER determines that a TNSP’s totpérditure
proposal (either capex or opex) does not reasomafibct the expenditure criteria, the AER
must reject the TNSP’s forecast, and substitutevits forecast, which it is satisfied

% AER (2010)Victorian Electricity Distribution Network Service &riders Distribution Determination 2011-2015
Final Decision, October 2010, page 372.

0 AER (2010)Victorian Electricity Distribution Network Service &riders Distribution Determination 2011-2015
Final Decision, October 2010, page 400.

T AER (2009)New South Wales distribution determination 2009—120tt3—14 Final Decision, 28 April 2009, pages
142 - 145.

2 AER (2009);TransGrid Transmission Determination 2009-10 to2a4, Final Decision, 28 April 2009, page 44.
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reasonably reflects the expenditure criteria. Thieflected in the drafting of Chapter 6A,
and in particular 6A.13.2(b).

In its recent draft decision for Powerlink (reledsdter the AER had lodged its rule change
proposal), the AER has explicitly commented tHat:

The substitute forecast is the minimum adjustmectasary for Powerlink to
meet the National Electricity Rules (NER) criterialhe minimum adjustment to
Powerlink’s proposed forecast capex required totrieecapex objectives is
$1128 million ($2011-12) ...

However, there is no restriction in Chapter 6A vhiequires the AER in substituting its own
forecast of expenditure to only amend the TNSPpgpsal to the extent necessary to enable
it to be approved in accordance with the Ruless Thclear from the explicit exclusion in
clause 6A.13.1(a). The AER itself notes in its rh@nge proposal that its perceived limit on
the regulator amending a proposed forecast retetgsto chapter 6%

Given that the AER has in practice rejected the PN $otal expenditure forecasts in each of
the four transmission decisions it has made uniapter 6A, this means that the AER would
have been able to substitute its own view of theeexliture which it is satisfied reasonably
reflects the expenditure criteria. For these fatetminations, the relevant restriction on the
AER was only that the substitute forecast it deteeah is one that it was reasonably satisfied
reflects the operating or capital expenditure gateas relevant. The AER should have also
been guided by the national electricity objectiveletermining any substitute amounts as
well as taking into account the revenue and prigngciples in the NEL when exercising
any discretion in determining the substitute amsunt

It therefore follows either that:

1. The values for total expenditure substituted byAER do reflect its view of the required
expenditure for those TNSPs - and therefore thptatice there has been no systemic
inflation in the AER’s determination of expenditdogecasts for the TNSPs; or

2. The AER has to date chosen not to exercise thextdint of its discretion under Chapter
6A in making its substitute expenditure forecastisien - any upward bias in the
expenditure forecasts reflected in the AER’s deaisihas therefore been a consequence
of the AER’s own approach, rather than the framéwothe Rules.

In neither of the above cases does the actual iexperto date indicate that there is any
deficiency in the current Rules in the manner inclwlthe AER contends there is. There is
therefore nothing in the experience to date whiolild/ support an argument for granting the
AER a greater degree of discretion in relationulossituting a TNSP’s expenditure forecast.

As noted above, our review of the AER’s determonadihighlights that in practice the AER
has chosen to adopt a bottom-up, line-by-line aggron assessing TNSPs’ expenditure
forecasts, and has also made substitutions of eixpea values on a line-by-line basis. This

™ AER (2011), Powerlink Transmission Determinati@®i2-13 to 2016-17, Draft Decision, November 20%Ege97.
AER (2011)0p cit page 27.
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is despite the fact that the AER is clearly notrieted in adopting the same methodology as
the TNSPs in assessing and substituting expenditder Chapter 64> It would be open to
the AER, once it has decided it is not satisfiethw TNSP’s forecast, to substitute a value
for total expenditure based on an approach otlaer #éhline-by-line substitution of the
TNSP’s own expenditure forecast (assuming thatée could justify an alternative
approach).

4.2.3. DNSP determinations

The AER states in its rule change proposal thaptbblem of systemically inflated
expenditure forecasts is exacerbated for DNSPhdyestriction in Chapter 6 that the AER
must only substitute an amount or value to thergxtecessary to enable it to be approved in
accordance with the RuléSThe AER states that this restriction means thiaast found it
necessary’

to conduct a line by line assessment in orderitight back into the very top of
the range. This means that there is no other dessibult than an estimate that is
at the top of the range.

Table 4.1 shows that the AER has rejected the DBI&Ral expenditure forecasts (for both
opex and capex) in all of its determinations ur@eapter 6 to date, and has substituted its
own value for total expenditure. This substituti@s been undertaken on a line-by-line basis
in relation to expenditure categories (rather tham top-down adjustment to total
expenditure).

In making adjustments to particular expendituregaties, in the majority of cases the AER
has not included any discussion of the potentalde’ of expenditure forecasts or made any
comment which imply that it has only adjusted tH¢SP’s expenditure forecast to bring the
forecast back to the top of the range of valueskvhiis satisfied reasonably reflect the
expenditure criteria.

The one exception to this is the AER’s recent ditafermination for Aurora Energy (issued
after it lodged its rule change proposal), wheeeAER states thdf "

... The AER has estimated a substitute total capescést for Aurora that the
AER considers reasonably reflects the capex aitéaving regard to the capex
factors. This estimate reduces Aurora's propostitaf forecast capex only to
the extent necessary to comply with the NER.

The AER has estimated a substitute total foreqaest éor Aurora using a base
year opex forecast that it considers reasonablgatsfthe opex criteria, taking

s This is explicit in 6A.13.2(b).
% 6.12.3(N(2).
" AER (2011)0p cit page 29.

8 AER, (2011)Draft Distribution Determination Aurora Energy Ptyd 2012—13 to 2016—1Draft Decision,
November 2011, page 118.

®  AER, (2011)Draft Distribution Determination Aurora Energy Ptyd 2012—13 to 2016—1Draft Decision,
November 2011, page 153.
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account of the opex factors. This estimate redAcesra's proposal of total
forecast opex to the minimum extent necessaryadlie AER may approve
Aurora’s total forecast opex in accordance withNER.

However there is no further discussion in the didlatermination as to why the AER
considers that its substituted amounts are theirmim’ adjustments necessary for the AER
to be able to approve Aurora’s forecasts.

For all of its earlier determinations, in the feases where the AER has discussed ranges, it
has been explicit about adopting the mid-pointefpotential range of forecasts, rather than
the upper bound. In its draft determination intielato EnergyAustralia’s capital

expenditure forecasts, the AER noted that theaedegree of uncertainty regarding the
efficient level of substation costs, and substdwdesalue midway between the DNSP’s
estimate and the AER consultant’s fored8st:

The AER recognised that there is a degree of uasiogytregarding the efficient
level of substation costs and concluded that theiefit costs that a prudent
operator in the circumstances of EnergyAustralialdioequire would be the
value midway between EnergyAustralia’'s and SKMtineates. Consequently,
the non-civil substation capex estimate that thRAgas satisfied reasonably
reflected the efficient costs that a prudent operat the circumstances of
EnergyAustralia, would require was 3 per cent @t #illion, $2008-09) less
than that proposed by EnergyAustralia.

Similarly, in its determination in relation to EggAustralia’s operating expenditure forecast,
the AER adopted an approach for the escalatiorvark maintenance costs which used the
mid—point between EnergyAustralia’s proposed grosate and Wilson Cook’s estimated
growth rate. The AER stated thafit:

considers that it is acceptable to use a mid—pmEtween upper and lower
estimates when there is reason to believe thatra reasonable value lies
somewhere between these estimates.

Further, the AER’s adoption of a mid-point in thase was upheld by the Tribunal, who
commented that’

The Tribunal is also satisfied that the selectiba mid-point in the two
assessments of EA’s maintenance costs is consigiibnt! 6.12.2 and 6.12.3(f).
In response to EA’s submission that the mid-panarbitrary’, the AER submits,
correctly, that

(a) it is more accurate to describe the mid-pagnaia ‘approximation’ which is
common to the outcome of all models; and

8  AER (2009)New South Wales distribution determination 2009—1#0tt3—14 Final Decision, 28 April 2009, page
138. We note that the AER revised its forecast bbgation costs in its Final Decision to reflect grevision of more
information by EnergyAustralia.

81 AER (2009)New South Wales distribution determination 2009—1#0tt3—14 Final Decision, 28 April 2009, page
172.

82 Australian Competition Tribunal, Application by &gy Australia and Others [2009] ACompT 8 (12 Noven009),
para 252.
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(b) it is a reasonable approximation because wslt@n the outcomes of both
models to achieve a reasoned outcome.

In its determination for Ergon Energy the AER adetected the mid-point (rather than a
value representing the top of the reasonable rangeyming a decision on corporation
initiated augmentation (CIA) capéx:

The AER considers it is a conservative but reasergproach, in the absence
of more specific information, to take the midpawhthe possible range of values
as an appropriate estimate of the percentage ofc@p&x that is sensitive to the
demand forecast.

It is therefore not clear from the evidence thatAER has in practice been restricted in
substituting expenditure for the DNSPs to only fttine expenditure forecasts back to the
‘top of the range’, as it contends.

4.2.4. Evidentiary burden and limited ability to in  terrogate

The AER has also highlighted the ‘evidentiary bu'defaces under the current ‘reasonably
reflects’ test ‘to first prove that the proposegenditure is not efficient and not prudefit.’
The AER contends that this is a further factor iegdo the systemic upward inflation of
expenditure forecasts. The AER also contends igatiirrent degree of prescription in the
Rules é@rovides the regulator with limited ability interrogate [..] forecasts proposed by
NSPs”

4.2.4.1. No ‘burden of proof’ arises on the AER under the current Rules

Under the Rules the NSPs have an obligation toigeate AER with detailed expenditure
forecasts, including in relation to the purposesatbich the forecast expenditure is required
and the assumptions and analysis on which thedstea@re basé Both TNSPs and DNSPs
are also required to include a certification byirtkigectors of the reasonableness of the key
assumptioné’ The AEMC noted in its Draft Determination on theapter 6A Rules th&t

[..] the AER’s capacity to deal with exaggeratedpmsals will be strengthened
by the requirement for the TNSPs to make a completposal (in conformity
with AER guidelines) including information and egitte consistent with the
assessment criteria in support of their expendftuecasts.

The AEMC highlighted that the AER can reject poaypported forecaste:

8  AER (2010),Queensland distribution determination 2010-11 t©40l5 Final Decision, May 2010, page 110.
8 AER (2011)0p cit page 27.

8  AER (2011)0p cit page 13.

% S6A.1.1 and S6A.1.2; S6.1.1 and S6.1.2.

8  SBA.1.1(5) and S6A.1.2(6), S6.1.1(5) and S6.).2(6

8  AEMC Draft Determination (July 2006), page 52.

8  AEMC Draft Rule Determination (July 2006), page 52.
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TNSPs are likely to see the benefits of seeking AEEeptance ofell
supportedorecasts of expenditure as outweighing those tiagurom ambit
claim forecasts with the associated risk of the AEjecting excessive and
poorly supportedxpenditure forecasts and replacing them withvits forecast.
(emphasis added)

The AEMC clearly noted in its Final Determinatidrat no legal ‘burden of proof’ arises
under the Rule® Further, the AEMC noted that it did not adopt aisien rule which
requiresélthe AER to conclude that the TNSP’s prapasis ‘unreasonable’ before it could
reject it:

Rather the decision rule operates to require thR &Ereject the TNSP’s
proposal if it is not satisfied that it meets thigetia specified.

The AER’s contention that it is required ‘to fifstove that the proposed expenditure is not
efficient and not pruderi is simply incorrect.

The AEMC was clear that a decision rule which rezgithe AER to reject a proposal ‘if it is
not satisfied’ has the consequence fat:

the TNSP faces a practical hurdle that if it fédigrovide sufficient information
to enable the AER to be ‘satisfied’ as whetherglaposal meets the decision
rules its proposal will be rejected.

Advice provided to the AEMC by Neil Williams SC aRudith Higgins at the time of the
AEMC's final determination on Chapter 6A also refes®*

an initial evidential standard which must be meablNSP in submitting a proposal to the
AER

And further®
Accordingly, it initially lies with a TNSP to putefiore the AER material which
meets the requirements [..] and which is capabiipporting a determination

[by the AER that it is a reasonable estimate].

Advicge6 provided by Gilbert + Tobin to TransGrid asubmitted to IPART also makes this
point:

% AEMC Draft Rule Determination (July 2006), page 52
1 AEMC Final Determination (Nov 2006), page 52.

92 AER (2011)0p cit page 27.

% AEMC Final Determination (Nov 2006), page 52.

9 Neil Williams SC and Ruth Higgens, 24 October 2006morandum of Advice — In the Matter of In the Madf the
Draft National Electricity Amendment (Economic Regioh of Transmission Services) Rule 208&ra 2.4.

% Op cit para 2.1.

% Letter from Phil Gall, TransGrid to Rod Sims, Chan, IPART, Re: Regulated Retail Prices for Electrigiy 1
(undated), advice included as attachment.

27



Assessment of the Problems Identified by the AER

In short, it is not useful to apply the conceptbofden of proof to administrative
decision-making under the Rules. Rather, the raleapproach is to focus on the
nature of the task to be undertaken by the sepre@der in putting forward its
revenue or regulatory proposal, and that of the AE&ssessing that proposal.

An examination of the relevant Rules shows thitfibr the relevant service
provider to affirmatively demonstrate to the AERitkhe service provider’s
forecast of operating and capital expenditure ansrgasonably reflect the
operating and capital expenditure objectives rasgsy. If the service provider

is unable to do so, the AER could not then be fsadishat the forecast amounts
reasonably reflect the relevant objectives, anRiles then require the AER not
to accept those forecast amounts.

Evidence from the AER’s determinations (discussethér in sectiod.2.4.3) further
illustrates the ability the AER has had in practiog to accept NSP’s forecasts where it
considers that it has not been provided with sigfitevidence in support of those forecasts,
and to elicit further information from NSPs.

424.2. Relevant Tribunal decisions

Tribunal decisions also support the position thatNISPs must provide sufficient
information for the AER for it to be ‘satisfied’ @hthe expenditure forecasts reasonably
reflect the expenditure criteria.

The Tribunal’s decision in EnergyAustralia [2009jfighted the onus on the NSP to
provide evidence to the AER in support of its expieme forecasts. The Tribunal concluded
that the AER was justified in reducing to zero viatue for items of expenditure where
EnergyAustralia had not provided the quantificasonght by the AER’ Specifically®®

It is apparent from what the Tribunal has alreaaly that the Tribunal is of the
opinion that the AER did seek quantification froM.EEnergyAustralia had the
opportunity to provide the quantification soughi. As submitted by EA, unlike
other regulatory regimes, this regime gives comatole weight to the business
experience, calculations and judgments of the e¢gdlentity. EnergyAustralia
is far better placed than the AER to undertakesttecise required to quantify
the efficiency gains or to arrive at judgementsudtamy percentage reduction for
inferred savings. Because EA failed to undertake ¢lercise, the AER was
simply unable to determine a substitute amounherbasis of a current
regulatory proposal. The Tribunal is satisfied that AER complied with

cl 6.12.3(f)(2), assuming it applies to this demisimaking process.

In Ergon Energy Corporation Limited (Labour Cost&ators) [2010], the Tribunal further
concluded that the AER is able to consider howettfgenditure forecasts are arrived at, in

97 Australian Competition Tribunal, Application by &gy Australia and Others [2009] ACompT 8 (12 Noven009),
para 203.

% Australian Competition Tribunal, Application by &gy Australia and Others [2009] ACompT 8 (12 Noven009),
para 201.
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addition to the values themselves, in determinihgtiver they ‘reasonably reflect’ the
expenditure criterig®

69 [..] Simply because there is a range of foracastl a DNSP’s forecast falls
within the range does not mean it must be accephleh, as here, the AER has
sound reason for rejecting the forecast.

70 First, cl 6.5.6(c) of the Rules does not regthileAER to identify a range of
forecasts and determine whether a DNSP'’s figufe fathin that range. Nor is

there anything in the legislation under consideratiere that requires the AER
to accept a figure advanced by a DNSP simply beciusay be within a range
of figures the DNSP may point to as reasonable. [..

71. Secondly, what cl 6.5.6(c) requires is the ABRccept a forecast if it is
satisfied that the forecast reasonably reflectopex criteria. The AER pointed
to cl 6.1.2(3) of Sch 6.1 to the Rules which regsiia DNSP to explain the
method by which its forecasts have been develagedaking good its claim
that the requirement of cl 6.5.6(c) extends beymede examination of figures to
an examination of how those figures are arrived at.

The AER in this case also expressed the view thetd the ability under the Rules to
interrogate the methodological soundness of theiwayhich the NSP has developed its
forecasts®

48. Clause 6.5.6(c) requires the AER to consideztiadr a DNSP’s forecast of
its required opex .. reasonably reflects the opegaxpenditure criteria. .. that
assessment involves a consideration of both theiahus the proposed opex and
the methodological validity of the modelling or seaing by which the estimate
was derived. This interpretation of clause 6.5.&¢)rther supported by clause
S6.1.2(3) of Schedule 6.1 to the NER: not only BNSP required to state in its
building block proposal the forecasts of key vaeabrelied on to derive its opex
forecast; it is also expressly required to expthemethod by which those
forecasts have been developed. The obvious pugddbat requirement is to
permit the AER to interrogate the methodologicalrsiness of the cost
escalators proposed by a DNSP.

424.3. Evidence from AER determinations

The AER contends that the current degree of prgtsani in the Rules ‘provides the regulator
with limited ability to interrogate [..] forecagtsoposed by NSP$°! This contention is not
supported by a review of the AER’s practice.

Our review of the AER’s determinations made untierRules highlights that it has been
able to review the NSPs’ forecasts directly, coraghem with historic information,
undertake its own analysis (including top-down assents using benchmarking and its own

% Australian Competition Tribunal, Application bygem Energy Corporation Limited (Labour Cost Escaigt@Xo 3)

[2010] ACompT 11 (24 December 2010), paras 69 -71.

AER, The Australian Energy Regulator’s Outline Of Sulsioiss In Relation To Labour Cost Escalat@dNovember
2010, para 48.

101 AER (2011)0p cit, page 13.

100
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models (eg, the AER’s repex model for estimatirdjability and quality maintained’ (RQM)
capex) , employ experts to review and comment eridrecasts and to request further
substantiating information from the NSPs.

In all of its determinations the AER has employadieeering consultants to review the
expenditure forecasts put forward by the NSP. lilcades the AER’s consultants have
interrogated the NSP’s forecasts and have proposelifications, which have been reflected
in the AER’s own substituted forecasts of expenditu

There are also multiple examples from its detertiona of the AER’s ability to effectively
interrogate the NSP’s forecasts and elicit furthtarmation from the NSPs. In many
determinations the AER has concluded in its DraftiBion that it is not satisfied that
particular aspects of the NSP’s expenditure fotsaamsonably reflect the expenditure
criteria. This has led the NSP to provide furthedence in response. In some cases,
following further substantiation from the NSP, thER has been satisfied with those
elements of forecast expenditdPéln others the AER has continued not to be satisfigh
the level of proposed expenditure. Examples ofABR’s ability to effectively elicit further
information include:

= As part of its determination for the Victorian DNSRhe AER elicited further
substantiating evidence from the DNSPs regardiag groposed non-network IT capex
and, as a result, ultimately included this capeisifinal decision:*®

In the draft decision, the AER’s assessment wastadsy Nuttall Consulting.
The AER was not satisfied that a number of the gsed non-network IT
projects reasonably reflected the capex criteribel® a DNSPs' proposed non-
network IT capex did not reasonably reflect thessaqriteria, the AER
substituted its own forecasts... In support of theNtised regulatory proposals,
the Victorian DNSPs submitted additional informatiExplaining and justifying
the need for additional non-network IT capex. THeRAconsidered the
information provided and was informed by NuttallfSalting’s report to the
AER... The AER has reviewed the revised regulatopppsals in a similar
manner to the approach taken in the draft decisi@rrive at its final decision.
The AER'’s final decision accepted the revised cdpeecasts of each Victorian
DNSP, largely on the basis that the individual @ctg proposed by the Victorian
DNSPs appeared to be prudent and efficient.

= As part of its determination for the Queensland PNShe AER elicited further evidence
from Ergon Energy regarding their proposed majopprty project capex and, as a result,
included a portion of that capex as part of itsifidecision->*

[In the draft decision] [the AER concluded tha¢ trudence and efficiency of
the major property project expenditures proposeBrgyn Energy had not been

192 However we note that in all of its Final Deterations the AER has not been satisfied that the titetal expenditure
forecasts (for both opex and capex) reasonablgaisfthe expenditure criteria and so has rejebietbtal forecast and
substituted its own.

103 AER (2010)Victorian Electricity Distribution Network Service &iders Distribution Determination 2011-2Q15
Final Decision, October 2010, page 436.

104 AER (2010)Queensland distribution determination 2010-11 t442€l5 Final Decision, May 2010, pages 126 - 131.
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adequately demonstrated. The AER noted Ergon Edexdypbeen unable to
provide business case documentation or other stipgp@ocumentation to
justify the major property project expenditurespwsed...

PB reviewed Ergon Energy’s revised regulatory psapand supporting material
provided in relation to the major property projectsnponent of the non—system
capex proposal...

In summary, PB found that Ergon Energy’s corpopatgerty strategy was up to
date, the project prioritisation was appropriate #re proposed program of
works was deliverable. PB was satisfied that, Withexception of the
Townsville and Rockhampton projects, Ergon Ener@y ttemonstrated that all
major property projects were prudent and efficient...

The AER is therefore satisfied that, with the exwepof the Townsville and
Rockhampton projects, Ergon Energy has demonstthétdhe revised capex
proposal for major property projects is prudent effitient.

Our conclusion from reviewing the AER’s determinas made to date is that the ability of
the AER to interrogate forecasts proposed by thBs\@®es not appear limited under the
current Rules.

4.2.4.4. Benefits of the AER’s proposed Rule changes

The AER contends that its proposed Rule changes:

would allow it to ‘effectively scrutinise’ the matel provided by NSPs2°

would mean that it is ‘more able to properly sarisie, assess and amend proposed
forecasts of required expendituré®

‘gives the AER the ability to interrogate NSPs’eaue proposals [..}%’
‘strengthens the AER'’s ability to interrogate NSRs/enue proposals [. 3%

The AER’s proposed Rule changes in relation to edjtere were summarised in secti®s3
and predominantly relate to:

changing the decision rule for expenditure forecasiprovide the AER with the
discretion to determine the expenditure forecasthvh considers would meet the
efficient costs that a prudent NSP would requiradbieve the expenditure objectives;
and

removing the provisions in Chapter 6 that the ABRtends restricts its ability to form a
substitute expenditure forecast in the case of DINSP

105

106

107

108

AER (2011),0p cit page 19.
AER (2011),0p cit page 22.
AER (2011),0p cit page 30.
AER (2011)0p cit page 31.
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The AER’s proposed Rule changes would provide tih \greater discretion to substitute its
own forecast of expenditure for that proposed leyNI$Ps, where it considers that there is a
preferable (presumably lower) forecast that als$sfses the criteria.

However it is not apparent how the AER’s proposeahges would allow it to ‘more [..]
properly scrutinise’ the material provided by NSésstrengthen its ability to interrogate
NSPs’ revenue proposals. Rather, the AER’s propobadges appear to have the effect of
allowing greater scope for the AER to place lesgiateon the NSP’s proposals, and thereby
reduce the extent to which it scrutinises and iogates those proposals.

4.3. Restrictions on AER’s assessment under Chapter 6

Many of the AER’s contentions in its rule changepwsal relate to particular restrictions it
perceives under Chapter 6 in relation to its assessof expenditure forecasts for DNSPs.
The AER has not distinguished between operatingcapdal expenditure in highlighting
these restrictions, with the apparent implicatioat the restrictions apply to both.

4.3.1. AER locked into forming any substitute propo sal using the same
line-by-line approach as adopted by the DNSPs

The AER states in its rule change proposal thatek&iction in clause 6.12.3(f)(1) (ie, that
any substitute amount or value made by the AER tmeistetermined on the same basis as
the DNSP’s regulatory proposal), locks the AER ifmianing a substitute in the same manner
as determined by the DNSP in its propd$alhe AER further contends that since DNSPs
routinely derive their forecasts on the basis dfdro-up estimates of expenditure, that the
AER is in turn ‘driven’ to a line-by-line assessrhehexpenditure forecasts.

4.3.1.1. Relevant Tribunal decisions

Whether the AER is restricted under Chapter 6 toguthe same methodology as the DNSP
in forming any substitute expenditure forecasmnisssue which has been explicitly
considered by the Tribunal in EnergyAustralia [2D@hergyAustralia (now AusGrid)
submitted that the AER was not permitted under @hapto reject its entire methodological
approach and adopt some other approach. Rathegy#nestralia argued that the AER was
only permitted to amend the methodology used bydy#australia, not depart from 1t

In its submission to the Tribunal, the AER arguedupport of an interpretation of Chapter 6
which 91'9 not restrict it to forming a substitute thhe same basis as that adopted by the
DNSP:

55. A further criticism made by EnergyAustralig is.that the AER is not free to
depart from EnergyAustralia’s maintenance methagiond adopt some other
approach. EnergyAustralia argues that the AER lig permitted by clause
6.12.3(f)(2) to amend EnergyAustralia’s proposahte extent necessary to

109 AER (2011)0p cit, page 29.
110 see EnergyAustralia [2009] A CompT 8, para 253.
11 AER, Submission to Australian Competition Triburelating to EnergyAustralia [2009] A CompT 8.
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enable the proposal to be approved. In other wehesAER is only permitted to
amend EnergyAustraliaimethodology

56. However, properly understood, clause 6.123(fJpes not support such a
limited interpretation. Clause 6.12.3(f)(2) opesateore flexibly.

56.1 This is evident from the words used in claud®.3(f)(2): the
substitution is of an “amount or value”, not “medlatogy” as submitted
by EnergyAustralia. Clause 6.12.3(f)(2) does nespribehowthe
substituted amount or value is to be calculatedieoived.

56.2 That leaves it open to the regulator (andurréb on review) to
make adjustments to thetal forecast opexclause 6.12.1) referred to in
clause 6.12.3(f), by the method that the Tribuaiseders reasonably
reflects the operating expenditure criteria.

The AER’s position in relation to the operationctduse 6.12.3(f)(2) as set out in the quote
above is consistent with how the AER has practcatiplied the Rules in its distribution
determinations to date. The AER’s practical appilocaof the Rules does not support the
proposition that the AER has considered itself asomably constrained by the operation of
clause 6.12.3(f)(2).

The Tribunal’s decision upheld the AER’s view thavas permitted under 6.12.3(f) to reject
EnergyAustralia’s entire methodological approacti adopt some other approach. In
particular the Tribunal determined that:

255. The primary discretion given to the AER by6&cll2.3(a) is to refuse to
accept or approve any element of a regulatory mapdhe AER’s power to
substitute an amount or value or methodology esisthat it may properly
perform its obligation under cl 6.12.1(4)(ii) tot s& estimate of the total opex
that the AER is satisfied reasonably reflects hexccriteria.

256. Once the basis of EA’s approach to the asssgswh maintenance costs is
rejected as above, then the approach undertakdrelAER is an appropriate
way to proceed. [..]

In conclusion, the evidence shows that the AERpnagiously taken the view that it is not in
fact restricted under 6.12.3(f) to adopting the sanethodology as used by the DNSP in
determining a substitute expenditure forecast.HEoeixtent that this provision has also been
subject to consideration by an external review bttt body has also concluded that clause
6.12.3(f) does not result in such a restriction.

4.3.1.2. AER has adopted different approaches to DNSPs in practice

Our review of the AER’s actual practice in assegsind substituting DNSP’s expenditure
forecasts shows that in fact the AER has substituédues using its own analysis rather than
being locked into the same approach as used HyN&P.

For example, the AER has also adopted its own irs@darepex’ model to assess DNSPs’
forecasts of RQM capex. The repex model was deeeldpr the AER in 2009 by Nuttall
Consulting and it forecasts replacement capex nateals ‘aggregate level’ using age as a
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proxy for the range of factors that drive indivitlaaset replacement¥. The AER used the
repex model outputs in formulating the AER'’s altdive forecasts of RQM capex, in the
case of the Victorian DNSP$?

.. the AER has reviewed the Victorian DNSPs progd3@M forecasts and the
information accompanying their regulatory proposaldetermine if a higher
volume had been justified. Where the AER was ni$féed the AER considered
the recommendations of Nuttall Consulting and #pex model outputs in
formulating the AER's alternative forecast.

The AER has also used its repex model in develojpsgubstitute capex forecast in its draft
determination for Aurora**

The AER has used the repex model in conjunctioh wiher analysis to inform
its decision on the minimum necessary adjustmenfuoora's total forecast
capex proposal.

In addition, the AER has used benchmarking to assgsects of a DNSP’s expenditure
forecasts. The use of benchmarking by the AERsSsudised further in sectidn3.2.

4.3.1.3. AER ‘driven’ to a line-by-line assessment of expenditure forecasts

Notwithstanding the evidence above that in factARR is not restricted under Chapter 6 to
adopting the same methodology as used by the DbI8Review shows that in practice the

AER has adopted a line-by-line assessment of diftecategories of expenditure in making

its determinations for DNSPs in relation to botpexaand opex forecasts.

Specifically, the AER’s ‘line-by-line’ assessmerfitexpenditure forecasts is based on
consideration of a number of capex and opex ‘catego The capex and opex categories
reviewed by the AER for DNSPs have included:

= Capex: (i) new customer connections; (ii) reinfoneat; (iii) reliability and quality
maintained (RQM); (iv) environment, safety and le@@ SCADA and network control;
and (vi) non-network IT and network other.

= Opex: (i) controllable opex; (ii) self insuranc) (debt raising costs; and (iv) cost
escalators™®

112 AER (2010)Victorian Electricity Distribution Network Service ®riders Distribution Determination 2011-2015
Draft Decision, June 2010, page 339.

113 AER (2010)Victorian Electricity Distribution Network Service ®riders Distribution Determination 2011-2015
Final Decision, October 2010, page 426.

114 AER, (2011)Draft Distribution Determination Aurora Energy Ptyd 2012—13 to 2016—1Draft Decision,

November 2011, page 113.

115 These reflect the capex categories consider¢debfiER in: AER (2010)Victorian Electricity Distribution Network

Service Providers Distribution Determination 201048, Final Decision, October 2010, pages 399 — 400.

118 These reflect the opex categories consideretidpER in AER (2010)South Australia Final Distribution
Determination 2010-11 to 2014-1Binal Decision, May 2010, page 143.
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In relation to each of these cost categories, tBR Aas typically assessed a number of
different projects. However the ‘line-by-line’ assenent undertaken by the AER does not go
down to the level of a project-by-project assesdrf@reach expenditure categdry.

In substituting its own value for DNSP’s expenditfiorecasts (both capex and opex), the
AER has also adopted a line-by-line approach. ahe AER has substituted its own
forecast value for particular categories of expemdj and has accepted the DNSP’s forecasts
for other categories, rather than making an overdiktitution for total expenditure. However,
as discussed in Sectidi2.1, the AER has clearly stated that its decisiareject a DNSP’s
expenditure forecast is a decision in relatiototal forecast expenditure. Similarly, the AER
has been clear that its substitute value is a Valuetal forecast expenditure.

Our review of the AER’s determinations has showvat the AER has also adopted a line-by-
line approach in assessing and substituting therekfure forecasts submitted by the TNSPs,
in each of the four transmission determinatiomsi made under the Chapter 6A Rul¥s.
There is no contention made by AER that Chaptere®Avicts it to adopting the same
methodology in substituting an expenditure foreeadhat used by the TNSP. Indeed clause
6A.13.2(b) clearly excludes expenditure forecagimfthe requirement under 6A.13.2(a)(1)
for the AER to amend amounts on the basis of th8F’sl revenue proposal.

For TNSPs, the AER has therefateserto adopt the same line-by-line methodology for
assessing and substituting forecasts, rather thandnbeen ‘driven’ to do so. In its recent
draft decision for Powerlink (issued after the AE& lodged the rule change proposal), the
AER comments that:® %

The AER must form a view on Powerlink’s proposekéast capex as a whole,
not as individual projects or programs. Howevercduse the total proposed
forecast is separated into expenditure compon#®@AER assesses these
components to make its decision on the total amount

To make this [draft operating expenditure] decisibe AER must form a view on
Powerlink's proposed total forecast opex as a wimaeindividual projects or programs.
However, because the total forecast opex can lukigdny Powerlink) separated into
expenditure components, the AER assesses thes@nenip to make its decision on the total
amount.

In conclusion, the AER’s contention that it is '’ to the use of a line-by-line assessment
of expenditure forecasts for DNSPs as a consequadrtbe restrictions it faces under the
Chapter 6 Rules does not match its actual pradtigearticular the AER has chosen to adopt
the same line-by-line assessment for TNSPs in ebitk four transmission determinations,

117 See the discussion in sectii3.4 in relation to the AER’s use of sampling inking its expenditure determinations.

118 For capex the AER’s assessment focuses on sppuifiects, but these are also categorised (ets fetermination for
Transend the AER categorised capex as: developrapek (augmentation; connection; land and easejnesewal
capex (asset renewal; physical security/compliaimsentory/spares; and operational support systemspn-network
capex (IT, business support). In undertaking isxogpssessment for TNSPs, the AER reviews opex aategsimilar
to its approach for DNSPs.

119 AER (2011), Powerlink Transmission Determinati@12-13 to 2016-17, Draft Decision, November 20%kigep100.
120 AER (2011), Powerlink Transmission Determinati@i2-13 to 2016-17, Draft Decision, November 20kge38.
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where there are clearly no restrictions in Chapfeequivalent to those highlighted by the
AER in Chapter 6.

4.3.2. AER restricted from top-down benchmarking

The AER contends that the current Chapter 6 Rudgs hesulted in it being unable in
practice to conduct top-down benchmarking appraaahassessing DNSP’s forecast
expenditure. The AER has not distinguished betvagx and capex in highlighting this
restriction. The use of benchmarking may in prachie relevant for both opex and capex.

Our review of the AER’s distribution determinatidmas identified that in practice the AER
has adopted benchmarking in many cases. For example

= In the regulatory review for ETSA Utilities, PB Pemwas required by the AER to
undertake a review of unit costs where necessaryag of developing its view on the
efficiency of capital investment decisioffs.

* Inthe AER’s decision for the Queensland DNSP®ied that the high-level unit cost
analysis conducted by PB Power had not identifredissues which it considered
warranted further investigatidi®

As described in PB’s reports on the DNSPs’ proysaid in the draft decision,
PB’s high-level analysis did not identify any issue relation to the Qld DNSPs’
unit costs that it considered warranted furtheegtigation. The AER therefore
formed the view that PB was not required to assegsosts in detail where this
was not warranted by the high-level review. Itnsarrect to say that PB was not
required to assess unit costs in detail wherewhisconsidered necessary.

= |nthe AER’s decision in relation to operating emgigure for EnergyAustralia, it had
regard to benchmarking undertaken by Wilson Cok:

Wilson Cook suggested that since its benchmarkiradyais indicated that
EnergyAustralia was operating at or slightly abtheindustry norm, the top
down calculation confirms that the adjusted bottgmievel of opex is not
unreasonable...

For clarity, the AER notes that it has based itedast of controllable opex for
EnergyAustralia on a bottom up assessment of EAarglyalia’s proposed opex.
In doing so, the AER has had regard for the toprdbenchmarking analysis of
EnergyAustralia’s opex, as contemplated under el&us.6(e)(4) of the
transitional chapter 6 rules. Overall, the AERaggdied that the adjustments
made to EnergyAustralia’s forecast opex based lmottam up assessment are
supported by the top down analysis.

» Inthe AER’s draft determination for the NSW DNSR$enchmarked the IT expenditure
proposed by Country Energy against that proposetidopther DNSP&*

121 AER (2009)South Australia Draft Distribution Determination P0-11 to 2014-15Draft Decision, 25 November 2009,
page 119.

122 AER (2010)Queensland distribution determination 2010-11 ta4£€l5 Final Decision, May 2010, page 73.

123 AER, (2009)New South Wales distribution determination 2009—120tt3—14 Final Decision, 28 April 2009, pages
174 - 176.
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The AER was not satisfied that this expenditureoééd the efficient costs that a
prudent operator, in the circumstances of Countrgrgy, would require to

satisfy the capex objectives. It considered thagembenchmarked in comparable
terms against other DNSPs, Country Energy’s praptBexpenditure appeared
inefficiently high, and had not been sufficientlisjified in financial terms. The
AER reduced Country Energy’s non—system IT expeneliforecast by 25 per
cent ($66 million) to bring it to a level comparabtith other DNSPs.

= In its decision on operating expenditure for thetdiiian DNSPs, the AER applied a
‘benchmark efficiency adjustment’ in the roll fordeof actual 2009 operating costs for
the expected costs in 2010 (with the exceptionmifed Energy)-*

= Inits recent draft determination for Aurora Enerthe AER comments that it has
benchmarked Aurora against itself and other DNSRs$ess whether Aurora’s forecast
capex is efficient®

The AER has undertaken this benchmarking analgsitofal capex and specific
components of capex as well as for unit costs.

Moreover, where the AER has commented in its detetions that it hasot been able to
utilise benchmarking, it has identified the lackaghilable data as the reason for this
restriction, rather than provisions in the Rules. €&ample, in its decision for the Victorian
DNSPs, the AER explicitly identified the lack oftdas a factor which has prevented it from
undertaking a comprehensive benchmarking exeroisespital expenditur&’

In short, the AER does not presently have sufficilta of appropriate quality to
comprehensively and conclusively benchmark thexcapmirred against that
which an efficient DNSP should incur in the circuames. It is however
addressing these issues for future reviews.

Similarly, in its decision for ETSA Ultilities, th&ER also highlighted deficiencies in the data
set as the factor which had limited its use of hemarking for opex, whilst also noting that it
had had regard to the benchmark expenditure (opéxapex) that would be incurred by an
efficient DNSP in coming to its conclusions on tbeecast opex and capex allowances for
ETSA Utilities?® 1#°

[T]he limitations of the benchmarking work, in tesrof the size of the data set,
discrepancies in opex definitions and differingulatpry arrangements for

124 AER (2009)New South Wales distribution determination 2009—120tk3—14 Final Decision, 28 April 2009, page
131. In its Final Decision the AER accepted thehfertsubstation provided by Country Energy in refatimits IT costs.

125 AER (2010)Victorian Electricity Distribution Network Service ®riders Distribution Determination 2011-2015
Final Decision, October 2010, page 337.

126 AER (2011) Draft Distribution Determination Aurora Energy Phyd 2012—13 to 2016—] Draft Decision, November
2011, page 117.

127 AER (2010)Victorian Electricity Distribution Network Service &iders Distribution Determination 2011-2Q15
Final Decision, October 2010, page 400.

128 AER (2009)South Australia Draft Distribution Determination P0-11 to 2014-15Draft Decision, 25 November 2009,
page 200.

129 AER (2010)South Australia Final Distribution Determination 20-11 to 2014-15Final Decision, May 2010, page
123 - 124.
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comparable DNSPs limits the use of the benchmanidaglts as a tool for
directly determining adjustments to opex forecashe AER therefore
considers that, while benchmarking is a useful igtel analytical tool, it will
currently limit its use to a top—down testing ofraletailed bottom—up
assessment, informed by due consideration of efttie dactors specified in
clause 6.5.6(e) of the NER.

[In its draft decision] [the AER conducted a simpatio analysis for a variety of
opex ratios, which compared forecast allowances tvenext regulatory control
period with actual and forecast regulatory allovesntom 2007-08... [and in the
final decision] the AER considers it has had regarblenchmark expenditure
(opex and capex) that would be incurred by aniefittDNSP over the
regulatory control period in coming to its conctuss on the forecast opex and
capex allowances of ETSA Utilities.

The AER has also explicitly considered benchmarkinglysis in the majority of its
transmission determinations (although we notetth@AER has not claimed that it is
restricted from considering benchmarking under @vapA). The AER has also noted the
limitations of benchmarking exercises in the cdsgpecific TNSPs (notably Transend).
Specifically:

In its determination for Transend the AER inclu@edappendix which incorporated a
benchmarking analysis for both opex and capexoinglso the AER noted the potential
limitations of benchmarking in the specific casélcdnsend=*°

It is important to note that the benchmarking ideld in this appendix is not
intended to represent a comprehensive study bigaidsiims to provide a high-
level ‘sense check’ on Transend’s revenue proposkthe. AER has undertaken a
basic comparative analysis of the present (alloweaggnditure levels for both
opex and capex... When combined with the benchmakiradysis conducted by
WorleyParsons, Transend’s expenditure levels andasito other TNSPs,
especially with regards to opex. In capex Transepdtformance is lower than
other TNSPs but it was noted that it would be diffi to assess Transend against
other TNSPs due to the differing composition obi$sets base relative to its
peers.

And further3!

In developing the draft decision the AER considesbéther a high level
benchmark exercise conducted on Transend’s operaek would yield a
benefit...However, it was noted that past and pre&&mR Annual Regulatory
Reports for TNSPs have benchmarked Transend agdivest TNSPs, but found
that due to the differences in Transend’s asset theese studies yielded little or
no direct benefit. Nevertheless, the AER has,Hergurpose of this final
decision, included a benchmarking exercise to detnate why benchmarking is
problematic in the case of Transend.

The AER has also discussed the potential limitatiihbenchmarking in its recent draft
decision for Powerlink-*2

130 AER, (2009), Transend Transmission Determinati®®9210 to 2013-14, Final Decision, 28 April 2008gps 192-200
181 AER (2009), Transend Transmission Determinatid®9200 to 2013-14, Final Decision, 28 April 2008gp®3.

38



Assessment of the Problems Identified by the AER

The AER must have regard to the benchmark exparditfuan efficient TNSP when
assessing proposed TNSP forecast opex againspéxecateria. The AER considers
benchmarking provides an indication of the relapeeformance of TNSPs and can be used
to form a view about the efficiency of Powerlinkistorical costs. This view is shared by
numerous stakeholdersThe AER has undertaken benchmarking to informetssion.
Nevertheless, the AER notes the limitations of hemarking. These include:

— differences between purchase and leasing policies

— variations in the network characteristics of TN8f$uding the age, size and maturity of
their networks and the markets they serve

— different capitalisation, cost allocation and othecounting policies.

Examples of where the AER has actively used bendkingafor TNSPs include the
following:

In its determination for TransGrid, the AER enga§&IPower, who used benchmarking
to assess TransGrid’s business IT propoSals:

Business IT is the largest expenditure categorkiwihe total non-network
capex. TransGrid proposed an allowance of $96aniltiver the next regulatory
control period, which accounts for around 3.7 partof TransGrid’s initial
capex allowance. PB used benchmarking to ass&sangGrid’'s business IT
proposals were in line with similar businesaad found:

= the level of TransGrid’s historical and proposedkpenditure was
equivalent to the IT expenditure being incurredéetpd by other businesses

= while processes and procedures were not beingrjpegely followed, this
had no material impact on investment decisions

= the process for establishing the cost of IT prgj@zs sound and the
proposed expenditure is efficient.

Consequently, PB did not recommend any adjustneentansGrid’s proposed
IT expenditure...The AER is therefore satisfied tihat expenditure on this
program reasonably reflects the efficient costs dlfarudent operator in the
circumstances of TransGrid would require to acht&eecapex objectives,
consistent with the capex criteria. The AER, themefhas not made any
adjustments to TransGrid's proposed IT capex altm&aas a result of this
review.

The AER also engaged PB Power as part of its datatimn for TransGrid, to examine
the costs TransGrid used in its planning processkdy capital expenditure items, and
compare these with benchmark costs. PB Power cenesidpecialist transmission
project type costs within 20 per cent of its benahkrtosts were reasonalblRB Power
found that***
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AER (2011), Powerlink Transmission Determinatié®i2-13 to 2016-17, Draft Decision, November 20k50gs 169-

AER (2008),TransGrid Transmission Determination 2009-10 to 2Q4, Draft Decision, 31 October 2008, page 59.
AER (2008),TransGrid Transmission Determination 2009-10 to 244, Draft Decision, 31 October 2008, pages 64-
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— for some items TransGrid’s estimated costs weretaw about the same as its
benchmarks;

— for some TransGrid’s estimates were at the uppeéoéthe range;

— and for control-room building costs, TransGrid'smstes were significantly higher
than PB Power’s benchmark (ie, more than 20 pertagher). However, on detailed
analysis of the scope of the work PB Power founghilas reasonable relative to
other TNSPs.

= As part of the AER’s assessment of TransGrid’s afjirey expenditure costs, it again
engaged PB Power who considered TransGrid’s essnatthe light of the ITOMS
benchmarking resulfs®

= |nthe AER’s determination for SP AusNet, PB Powedertook benchmarking analysis
for 70 individual base unit costs used in derivihg capex forecast®

As part of its review PB developed unit cost benatks from a range of external
and internal sources to compare against SP AusNetfssed $2007-08 base
unit costs (inclusive of escalations).

PB concludes that all of SP AusNet'’s unit costsvatkin + 20% of its
benchmark costs, with one exception [control roasts]... The AER considers
it important to benchmark SP AusNet's unit cosinegtes against external
independent data in order to inform an assessnmetiiteooverall efficiency of its
forecast capex proposal. The AER accepts PB’s lmadhcosts as representing
efficient and prudent costs against which to com@@&® AusNet's proposed
forecast capex, given the nature and number afdkee sources used. It is also
accepted that a range of + 20% is reasonable i®tytpe of benchmarking
exercise, given that the benchmark transmissianai¢s are unlikely to be a
perfect proxy for SP AusNet’s transmission equiphe@ments.

= Also its determination for SP AusNet, the AER ubedchmark analysis to adjust the
capital expenditure forecast’

In relation to SP AusNet's control room costs, AR considers that PB has
attempted to account for all reasonable and matai&nces (ie. cost and
scope) in its analysis. On this basis the AER awrsithat SP AusNet’s
proposed cost of this item can not be said to restdy reflect a prudent and
efficient capex cost. Although the amount of thpisitnent is unlikely to be
materially significant in terms of the total praj@osts, the AER considers it
appropriate to remove control room costs in exoésise PB benchmark from
the forecast capex allowance for the RefurbishraERWPS project, for the
following reasons:

135 AER (2008),TransGrid Transmission Determination 2009-10 to 2Q4, Draft Decision, 31 October 2008, page 111-
112. The International Transmission Operationsiaghtenance Study (ITOMS) benchmarks the maintemamc
asset management activities of high-voltage tragsion utilities (about 25 transmission organisatifsom Australia,
New Zealand, USA, Europe, UK and Scandinavia). BaasGrid, (2008)Revenue Proposal 1 July 2009 - 30 June
2014 31 May 2008, page 39.

136 AER (2007)SP AusNet Transmission Determination 2008-09 to 20t Braft Decision, 31 August 2007, pages 85-
86.

137 AER (2008)SP AusNet Transmission Determination 2008-09 to 2@ Final Decision, 31 January 2008, page 53.
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= PB’s benchmark costs of $300,000 for a similar edogontrol room
represent the costs of a prudent and efficient TIEBA.6.7(e)(4)).

= SP AusNet's proposed control room costs at HWP$14Bound $693,000
exceed the efficient benchmark costs by a matanaunt (around 53%).

On this basis, the AER has made an adjustment.8880to SP AusNet’'s
proposed control room costs at HWPS to remove @ogtscess of the
benchmark expenditure (>20% variance) that, orb#ses of PB’s advice, would
be incurred by an efficient TNSP.

In conclusion, the evidence from the AER’s detemtions to date does not indicate that it
has been restricted in practice in its use of beracking due to the current Chapter 6 Rules.
Rather, the AER has actively had regard to benckinganalysis. Where the AER has noted
the limitations of benchmarking this has been duiaé lack of relevant data and difficulties
in making comparisons across businesses. The ABRmds that its proposed change to the
Rules will enable it to make greater use of benaking. However, the proposed changes
will do nothing to address the issue of data abditg or the comparability between NSPs,
which are the factors which in practice have limhitee AER’s use of benchmarking to date.

Finally we note that the AER contends in its Rulggosal that its ability to adopt top-down
benchmarking and consider matters such as theedahiility of the proposed expenditure in
the case of DNSPs is hampered in practice ‘singrigt be able to justify each decision to
deviate from the DNSP’s proposaf® We note that it is consistent with good regulatory
practice that a regulator be able to justify itsisiens.

4.3.3. AER restricted from considering deliverabili ty of proposed
expenditure

The AER contends that one of the restrictionsde$aas a consequence of the Chapter 6
Rules is in considering matters such as the ‘dediviéity’ of proposed expendituré® The

AER cites consideration of deliverability as a pautar concern since ‘a bottom-up approach
tends to overstate required expenditure.’

The ‘deliverability’ of the expenditure forecasters to the NSPs ability (both physical and
financial) to actually undertake all of the progshplied by a given expenditure forecast.
The AER in its rule change proposal has not disiistied between opex and capex in
highlighting the restrictions it contends it facesler Chapter 6. However, questions of
deliverability are more likely to arise in relatitmcapex rather than opex forecasts.

Our review of the AER’s determinations shows thatAER has in practice considered the
deliverability of total capital expenditure in all its final distribution determinations.

Specifically:

= |nits determination for ETSA Utilities, the AERgaged Energy and Management
Services (EMS) to review the deliverability of ETSAotal capex program, in response

138 AER (2011)0p cit, page 26.
139 AER (2011)0p cit, page 26.
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to concerns raised by the Energy Consumers Caalifi®A (ECCSA). The AER
concluded that*°

Having considered ECCSA's submission, ETSA Utiitieevised regulatory
proposal and EMS’ advice, the AER considers thé&Utilities’ capex proposal
will be deliverable. Further, the AER is satisfibdt EMS has adequately
addressed the concerns raised by ECCSA in reladioapex deliverability

In its determination for the Victorian DNSPs, thER explicitly commented that?

Broadly, the assessment of the total forecast capekved the examination of...
the deliverability of the forecast capex.

In its determination for Ergon Energy the AER egply commented on the delivery
timetable for capital expenditure in relation toperty capex#?

The AER notes that Ergon Energy reviewed the girsation of projects after
completing the project business cases and, asith oéshis review adjusted the
proposed timing of projects, including deferring thrgest property capex
project by two years. The AER considers that Ergoargy has, therefore,
demonstrated that the property program has beentged and is based on a
delivery timetable that appears reasonable andepiud

In its determination for the NSW DNSPs, the AERIexjhy sought assurance from the
DNSPs that the instability in world financial mat&evould not affect the deliverability
of their capex progrant$?

In the draft decision, the AER noted the instapilit world financial markets.
The AER also noted that should the credit crisisipg the NSW DNSPs may
experience financial resource constraints goingyéod.

The EMREF, in its submission on the draft decismmoted the AER’s concerns
regarding deliverability and stated that, shouldNSP ‘under run’ its capex
program due to deliverability concerns, consumessld/pay for the capital not
expended. It also stated it was incumbent on thR &Ebe assured that the capex
requirements and the necessary roll over of cudebt could be achieved.

[]

On 27 January 2009, the AER sought clarificatiamfithe NSW DNSPs
regarding any matters or circumstances that magcttiieir ability to obtain
finance to deliver the capex programs they propésethe next regulatory
control period.

The NSW DNSPs indicated they sought advice fronN\B®V Treasury
Corporation on their ability to obtain finance ahdt, to date, access to finance
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AER (2010),South Australia Final Distribution Determination 20-11 to 2014-15Final Decision, May 2010, pages
104 - 105.

AER (2010)Victorian Electricity Distribution Network Service &riders Distribution Determination 2011-2Q15
Final Decision, October 2010, page 400.

AER (2010),Queensland distribution determination 2010-11 t&4al5 Final Decision, May 2010, page 130.

AER (2009)New South Wales distribution determination 2009-120tb3—14 Final Decision, 28 April 2009, page
124.
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was not expected to constrain their ability to utade capital works in the next
regulatory control period.

= |n its determination for ActewAGL, the AER statddht it considered that ActewAGL
will be able to finance and deliver its proposefecaprogram***

Based on the information available, including tbeiee from ActewAGL, the
AER considers that ActewAGL will be able to finarared deliver its proposed
capex program in the next regulatory control period

The one determination to date in which the AER@sexplicitly discussed the
deliverability of expenditure is in its draft dat@nation for Aurora Energy, issued after the
AER lodged its rule change proposal.

The evidence from the AER’s determinations theeefiwes not support its contention that
the current Chapter 6 Rules restrict its abilitgémsider the deliverability of expenditure for
DNSPs.

Moreover, as discussed in sect#3.1.3, the AER has explicitly noted in its detarations
that it is required to make a decision on the reaBleness dbtal expenditure, and not the
individual projects comprising that total. An assaent of deliverability would appear to us
to be a relevant consideration in relation to deieing the reasonableness of total
expenditure.

The AER has also explicitly considered the delibéity of expenditure in almost all of its
transmission determinations (although we notettt@AER has not claimed that it is
restricted from doing so under Chapter 6A). Speaily:

* Inthe AER’s draft determination for ElectraNet érsection entitled ‘Deliverability of
the capex program’), it proposed an amendmentadaitecast capex program to reflect
deferral of three capex projects to enhance thigatability of the capex progran?

While the AER is satisfied that ElectraNet haspgh&ential to deliver the
amended forecast capex program during the nextategy period, it considers
that there is merit in deferring the three propds&@& driven projects towards
the end of the next regulatory control periodhd ESCOSA agrees to the
deferral of these projects, it will assist in sntoog the overall capex profile and
enhance the deliverability of the capex program.

The AER'’s final determination for ElectraNet amedidee forecast capex program to
reflect deferral of two of these capex projectrider to enhance deliverability of the
capex program?®

» In its determination for Transend, the AER explycditated that it was satisfied that
Transend is well positioned to physically deliviee forecast capex program (as adjusted
by the AER)**’

144 AER (2009)Australian Capital Territory distribution determitian 2009—10 to 2013—14inal Decision, 28 April
2009, page 35.

145 AER (2007)ElectraNet Transmission Determination 2008-09 to203 Draft Decision, 9 November 2007, page 121.
146 AER (2008) ElectraNet Transmission Determination 2008-09 to203, Final Decision, 11 April 2008, pages 54-55.
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At the predetermination conference held in HobarL® December 2008, a
number of stakeholders raised the current economaumstances and
guestioned the impact of the changes in econonmditons on Transend’s
capital expenditure proposal.

As set out in the AER’s draft decision, the AERdisfied that Transend is well
positioned to physically deliver the forecast capegram (as adjusted by the
AER) during the next regulatory control period.. ithiresponse to the AER
dated 17 February 2009, Transend’s Board confirtnatneither it nor
TASCORP, through which Transend raises all its debte aware of any
circumstances that would affect Transend'’s abititgccess funds during the
next regulatory control period. The AER acceptsdtieice of Transend’s Board
on this matter.

= The AER’s decision for TransGrid included a specstection entitled ‘Deliverability of
the capex program’, where the AER concluded thah3&rid remains in a good position
to obtain the necessary finance to deliver the x@geas proposed for the next regulatory
control period-*®

In the draft decision, the AER noted the instapilit world financial markets and
that TransGrid was likely to be well positioneddigiver its capex program, even
if the global financial crisis continued. The EUAted, however, that there was
considerable risk to the delivery of any large sgp®gram, due to current
economic uncertainty. To address concerns abouisGad’s capacity to deliver
its capex program, the AER sought clarificatiomirdransGrid regarding any
matters and circumstances that may affect itstgltdiobtain finance to deliver
the capex programs it proposed for the next regulatontrol period... Based on
the information detailed above, the AER consideas TransGrid remains in a
good position to obtain the necessary finance livetehe capex it has proposed
for the next regulatory control period.

In conclusion, the evidence from the AER’s disttibn determinations does not support its
contention that has in practice been constrainéd mbility to consider the deliverability of
forecast expenditure for DNSPs under the curremtp@r 6 Rules.

4.3.4. A proportion of costs escape regulatory scru tiny

The AER states in its rule change proposal thateékeurce-intensive nature of bottom-up
assessments means that it is not realistic forexamine each individual cost incurred by an
NSP over a five year period and so ‘it is inevigathlat a proportion of costs escape

regulatory scrutiny®*°

From our detailed review of the AER’s distributidaeterminations, it is evident that the AER
has in practice adopted both a detailed reviews#raple of individual projects (typically
undertaken by engineering consultants) and a broadiew of the DNSPs’ processes
underlying its expenditure forecasts.

147 AER (2009), Transend Transmission Determinatic®9200 to 2013-14, Final Decision, 28 April 2008gp#8.
148 AER (2009),TransGrid Transmission Determination 2009-10 to2Q%, Final Decision, 28 April 2009, page 14.
149 AER (2011)0p cit, page 30.

44



Assessment of the Problems Identified by the AER

In addition, the AER has applied adjustments tceexgiiture for projects which have not been
explicitly reviewed, on the basis of the findings the sample of projects which have been
reviewed in detail. Specifically in its distributi@etermination for ETSA Ultilities, the AER
made a proportionate adjustment to the 48 perafam’placement capex that was not subject
to detailed review?°

The AER notes that PB’s detailed review encapsdiagper cent of ETSA
Utilities $467 million capex program and ... [tjhe REs concerned that while
PB has been able to identify these issues and reeowh adjustments to 52 per
cent of forecast replacement capex, 48 per cerpidicement capex remains as
forecast by ETSA Utilities. The AER considers tgaten the level of adjustment
required to the categories subject to the detadecbw, a general adjustment to
the remaining replacement capex is, under the wistances, justified.
Considering the level of adjustment necessaryddthper cent of replacement
capex reviewed by PB, the AER considers a propuatmadjustment based on
the total adjustment derived from the detailedeenis prudent.

We note that the AER’s approach was accepted byAHTities in its Revised Proposal
and reflected in the AER’s Final Decision (whichsweot subject to appeal on this point).

The AER has adopted a similar approach in its redeait determination for Aurora Energy,
and has used the results of sampling to adjustxdapecasts for projects which have not
been explicitly reviewed>

[T]the AER conducted a targeted review of a sarmplgrojects and programs
that Aurora considers underpins its forecast. . ABR considers these areas
contain a large level of planned augmentations,iacidde a range of large and
small projects, as well as a range of load growths.

The AER has grouped projects (both those withirstmaple and those outside
the sample) based on the issues uncovered frontedietaview and the likely
prevalence of the issues among the grouped projHsAER has then inferred
the average finding of the sampled projects withgroup to be the overall
finding for the group. The AER has inferred findsnigr the projects in the
sample as findings for projects outside the santpleonly where the AER
considers there is a likelihood that concerns tithin-sample projects will also
exist in the out-of-sample projects.

The AER'’s claim that a portion of projects ‘willemitably escape regulatory scrutiny’ does
not therefore mean that the AER has in practice beable to make any adjustments to
DNSP’s expenditure forecasts for projects whidiag not been able to review in detail. In
practice the AER has adjusted DNSP’s capital exip@mdfor projects which have not been
reviewed in detail, and continues to do so.

The AER highlights in its rule change proposaldhse of the Victorian DNSPs as being one
where it was not able to scrutinise all projecpedfically the AER comments th&?

150 AER (2009)South Australia Draft Distribution Determination P0-11 to 2014-15Draft Decision, 25 November 2009,
pages 145- 146.

151 AER (2011)Draft Distribution Determination Aurora Energy Piyd 2012—13 to 2016—] Draft Decision, November
2011, page 114.
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In the case of the Victorian DNSPs, the AER way aile to apply an
adjustment to the 30 per cent of the proposed antgtien capex that had been
examined in detail.

The AER chairman, Andrew Reeves, also highlightesl¢ase in his presentation to the
November public forum held by the AEMC in relatimnthe AER’s rule change propo<ai.

Mr Reeves made statements in that presentatidreteftect that the AER had been restricted
under the Rules from applying the adjustment it en@adthe 30 per cent of projects examined
in detail across all of the Victorian DNSPs’ propdsaugmentation capéX. However, we

note that this was not the reasoning given by tB& An its Final Determination for the
Victoria DNSPs. Rather the AER noted in its deteration that it's decision not to
extrapolate the adjustment to the remaining 7Qcpet of projects in this particular case (as it
had done in its Draft Decision for the Victorian BRE>® was based on its view thaf

The AER accepts that there should be further cenaiibn, including broader
consultation with industry and other stakeholdbedore the ‘weighted average
probability assessment’ is applied to regulatorgiglens in such a way.

This followed criticisms by some of the VictoriarNSPs that the methodology used for the
extrapolation ‘was subjective and untest€dThere is no mention in the AER’s
determination of restrictions under the Rules eraliility to extrapolate the results from
sampled projects across the whole capex categdmwrenthe sampled projects are seen as a
reasonable representation of the issues thataotisss the whole category.

As discussed earlier, the AER has in practice atkapted a bottom-up approach to the
assessment of expenditure for TNSPs. In dointhedAER has also explicitly adopted a
review of the TNSP’s planning processes and thepbagiof expenditure for specific
projects in several of its transmission determoveti>®

= |nits determination for Transend, the AER commeritet*>°

The objective of the AER’s assessment of specifippsed projects is to test the

efficiency and prudence of Transend’s policiescpdures, replacement
strategies and cost estimates as they relate &ntire forecast capex proposal.

152 AER (2001)0p cit, page 29.

153 Andrew Reeves, AER ChairmahER rule change proposal, Promoting efficient inwesit in the interest of

consumerspresentation at AEMC Public Forum, Brisbane, 23évolver, slide 10.

1% We note that Mr Reeves’ statement on this pointmmverified by the AEMC from the transcript madéhe public

forum. This transcript is not publicly available.

1% AER (2010)Victorian Electricity Distribution Network Service ®riders Distribution Determination 2011-2015
Draft Decision, June 2010, page 316.

1% AER (2010)Victorian Electricity Distribution Network Service ®riders Distribution Determination 2011-2015
Final Decision, October 2010, page 423.

157 AER (2010),0p cit, page 424.

158 \We note that in the determination for SP AusR&,Power concluded that it was not possible to priede findings

from the detailed project reviews to the balanc€BfAusNet’s forecast capex allowance without ulaterg a

detailed bottom-up review of individual project€ER (2007),SP AusNet Transmission Determination 2008-09 to

2013-14 Draft Decision, 31 August 2007, pages 66-69.

159 AER (2009), Transend Transmission Determinatid®9200 to 2013-14, Final Decision, 28 April 2008gea&5.
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The AER considers these to be relevant considesatiodetermining whether it
is satisfied Transend’s total forecast capex prap@asonably reflects the capex
criteria.

= |nits determination for TransGrid the AER notedttRB Power had assessed a sample of
TransGrid’s network and non-network projetts:

The AER considers that the sample of TransGriddgets subject to detailed
review is representative of the total forecast ggpegram and is indicative of
the issues likely to be encountered across TradsGrntire proposed forecast
capex allowance. This provides the basis for ma&ittgp down’ adjustment
that the AER considers is appropriate in deterngimihether it is satisfied on the
whole that TransGrid's proposed forecast capexalice reasonably reflects
the capex criteria, taking into account the capégréa [sic].[..] PB’s
extrapolation of the scoping factor is applied amyeviewed capex projects.
The AER considers that the approach that PB hastedan extending the
findings of the detailed sample project reviewthmremainder of the forecast
capex allowance is reasonable.

= In its determination for ElectraNet, the AER notkdlt it had reviewed both a sample of
projects and also the cost estimation procesgderdo determine the reasonableness of
the overall capex progratf*

We note that the case of TransGrid was also higtdajby the AER Chairman, Andrew
Reeves, it his presentation to the AEMC’s Novenhdlic forum, as an example of where
the AER had been unable to extend its adjustmethietexpenditure forecasts for sampled
projects to projects which had not been sampietl.is apparent from our review of the
AER'’s Final Determination for TransGrid that in false AER did claim to have made a ‘top
down’ adjustment’ across unreviewed capex proj@itit that this top down adjustment
was reduced in the AER’s Final Determination coraddp the Draft Determination).
Notwithstanding this point, there is also no resion in the Chapter 6A Rules which would
have prevented the AER from making this adjustmieaud, it considered it appropriate (ie, the
restriction in Chapter 6A which requires substitvadies adopted by the AER to be based on
the TNSPs’ proposal, and only amended to the exiergssary to enable it to be approved in
accordance with the Rules, does not apply to tipemrditure forecasts, as a consequence of
6A.13.2(b)).

The evidence from the AER’s bottom-up assessmeexpénditure in the case of the TNSP’s,
and particularly its use of sampling, thereforevies further evidence that the AER is not
restricted from making adjustments to expenditanelation to projects it has not been able
to review in detalil.

180 AER (2009),TransGrid Transmission Determination 2009-10 to2Q%, Final Decision, 28 April 2009, page 28.
161 AER (2007)ElectraNet Transmission Determination 2008-09 to203 Draft Decision, 9 November 2007, page 66.

162 Andrew Reeves, AER ChairmahER rule change proposal, Promoting efficient invesit in the interest of

consumerspresentation at AEMC Public Forum, Brisbane, 23évolver, slide 10.
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4.3.5. Inconsistency with current incentive framewo rk

The AER contends that only assessing proposed dikpemthrough a bottom-up approach is
inconsistent with the current incentive framew8tkThe AER makes this statement in the
context of its comments on the operation of theemirRules for DNSPs. The AER does not
distinguish between operating and capital expenalitumaking this point.

The revenue and pricing principles in the NEL regtinat the Rules provide effective
incentives on NSPs to be economically efficitit:

A regulated network service provider should be fated with effective
incentives in order to promote economic efficiemdth respect to direct control
network services the operator provides. The econeffficiency that should be
promoted includes-

(a) Efficient investment in a distribution system artsmission system with
which the operator provides direct control netwsekvices;

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

(c) The efficient use of the distribution system ongiaission system which the
operator provides direct control network services.

The current Rules provide a number of incentivebath DNSPs and TNSPs to outperform
the expenditure allowances included in their reigujadeterminations.

In relation to operating expenditure, the incentra@nework under the current Rules reflects
the following:

1. NSPs retain the benefit during the regulatory gkedabany reduction in operating
expenditure below the expenditure forecast includetle regulatory determination.
They also bear the risk during the regulatory mkri@perating expenditure exceeds the
level forecast in the regulatory determinatinand

2. The efficiency benefit sharing scheme (EBSS), wioiplrates to provide an additional
increment or decrement to building block revenuthafollowing regulatory period, to
ensure that any efficiency gains or losses arénexdeby the NSP for five years following
the year in which they are made.

For capital expenditure, the current incentive fearark in the Rules for both TNSPs and
DNSPs arises through the roll-forward of the retpriaasset base at the end of the
regulatory period on the basis of actual depremigif and actual capital expenditure. This

163 AER (2011)0p cit, page 30.
164 National Electricity Law, 7A.

185 The operation of the cost pass-through provisiodsided in the Rules in 6.6 and 6A.7.3 modify tperation of the
incentive framework for costs arising in relationcertain specified events.

186 The use of actual depreciation in the roll-forsvaf the regulatory asset base is prescribed uhedeRules for TNSPs

(Schedule 6A.2(f)(5)). For DNSPs the AER has therdison to determine whether it will use actuafaecast
depreciation in rolling-forward the regulatory adsase, but it must specify the approach in intéadake for the
following regulatory period as part of its deteration (6.12.1(18)). To date the AER has opted tcettaéte the roll-
forward for DNSPs on the basis of actual depremiati
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provides a low-powered incentive on the NSP to cedtapital expenditure below the level
forecast in the regulatory determination, sincedtiéitional revenue allowed in the
determination to reflect the depreciation and retur capital for the higher level of forecast
capital expenditure is retained by the NSP andatatved back’ at the time of the next
determination.

The way in which the expenditure forecasts aresseskat the time of the AER’s regulatory
determination is not the mechanism through whiclemives are provided to NSPs to out-
perform those forecasts. The expenditure fore@astsletermined on ax antebasis, prior

to the start of the regulatory period. Howevereikpenditure forecasts do not subsequently
limit the NSP in relation to the type and amounit®factual expenditure over the regulatory
period. The NSPs have an incentive to outperfoerethante expenditure forecasts during
the regulatory period, since they will retain tlenbfit from doing so. This incentive is not
created by the method that is used to derive trexésts, but by locking-in thex ante
forecasts for a period and permitting the NSP taimethe benefits (or bear the costs) if they
are able to out-perform (or under-perform) againsse forecasts.

The AER itself has explicitly recognised that thereo link between the basis on which the
expenditure forecasts are determined and the substgctual expenditure decisions of the
NSP. For example, in its determination for Trarid@he AER expressly commented th&t:

Although the AER is requiring a number of adjusttsdrased on a specific
project review, it is important to understand ithie total of the proposed forecast
capex allowance which the AER must either accepgject, on the basis of the
capex criteria having regard to the capex factaraccordance with the ex ante
framework provided for in Chapter 6A, the AER’s jeid specific conclusions

do not bind TransGrid to a particular set of propgecific capex budgets—
TransGrid has the ultimate discretion on how edtes its capex allowance.

The AER has made similar statements in its detaxtioins for Transend, ElectraNet and SP
AusNet!68

The AER’s contention that assessing proposed exjpeedhrough a bottom-up approach is
inconsistent with the current incentive framewarkherefore incorrect.

167 AER (2008),TransGrid Transmission Determination 2009-10 to2a%, Draft Decision, 31 October 2008, page 49.

168 See: AER (2009), Transend Transmission Deternain&009-10 to 2013-14, Final Decision, 28 April 80page 64;
AER (2008), ElectraNet Transmission Determinatio@809 to 2012-13, Final Decision, 11 April 2008ge#%2; and
AER (2008), SP AusNet Transmission Determination8209 to 2013-14, Final Decision, 31 January 20@8e083.
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5. Conclusions

Our assessment of the available evidence from A&RBrohinations over the last five years
does not support the AER’s contentions that theectiRules are deficient in terms of:

= resulting in systemically inflated expenditure foasts having been reflected in
determinations (and therefore higher electriciiggs);

= placing an evidentiary burden on the AER, which faagher contributed to a systemic
upward (statistical) bias in the determination xjpenditure forecasts; and

= place additional restrictions on the AER’s assesgmokexpenditure in the case of
DNSPs.

5.1. Systemically inflated forecasts

The AER’s overarching concern with the current Rl@th Chapter 6A and Chapter 6) is
that it has in practice resulted in inflated forssaof capital and operating expenditure being
reflected in regulatory determinations, which imthas contributed to the price rises which
have been faced by consumers

Our review of the AER’s determinations under botta@ter 6A and Chapter 6 highlights that
actual experience does not support any view tleaAtER has been constrained under the
current Rules to accept inflated total expenditarecasts proposed by the NSPs. The AER
has not accepted NSP’s proposed total expendibueedsts in any of its determinations.

In its transmission determinations, the AER hasstilted its own value for the expenditure
it is satisfied reasonably reflects the expendituiteria in all cases. In making this
substitution, the relevant restriction on the AERsvenly that the substitute forecast it
determined is one that it was satisfied reasonagflgcts the operating or capital expenditure
criteria, as relevant. It therefore follows eitlieat:

1. The values for total expenditure substituted byABR do reflect its view of the required
expenditure for those TNSPs - and therefore thptaatice there has been no systemic
inflation in the AER’s determination of expenditdogecasts for the TNSPs; or

2. The AER has to date chosen not to exercise thesftdint of its discretion under Chapter
6A in making its substitute expenditure forecagtisien - any upward bias in the
expenditure forecasts reflected in the AER’s deaisihas therefore been a consequence
of the AER’s own approach, rather than the framéwothe Rules.

In neither of the above cases does the actual iexperto date indicate that there is any
deficiency in the current Rules in the manner inclwlthe AER contends there is. There is
therefore nothing in the experience to date whiolild/ support an argument for granting the
AER a greater degree of discretion in relationulossituting a TNSP’s expenditure forecast.

In its distribution determinations, the AER hagpmctice adopted an approach consistent
with its approach for TNSPs. None of the AER’s fidaterminations contain references to
‘ranges’ or to adjustments only being to the ‘tdph@ range’. Where it has discussed ranges,
the AER has been explicit about adopting the miipaf the potential range of forecasts,
rather than the upper bound. It is therefore nedircthat the AER has in practice been
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restricted in substituting expenditure for the DN$® only bring the expenditure forecasts
back to the ‘top of the range’, as it contends.

5.2. Evidentiary burden

The AER highlights the ‘evidentiary burden’ it facender the current ‘reasonably reflects’
test as a further factor leading to the systemiwgard inflation of expenditure forecasts. The
AER contends both that it faces an evidentiary bnnander the Rules and also that it must
first prove that the proposed expenditure is nfitieht and not prudent. Rather the AER is
required under the Rules to reject the NSP’s pralpasless it is satisfied that the forecast
reasonably reflects the expenditure criteria. Tégiires the NSP to provide sufficient
information to ensure that the AER is so satisfaslevidenced by the actual practice of the
AER to date in rejecting proposed expenditure foich it considers the NSP has provided
insufficient evidence. The AER’s approach in tlagard has been supported by Tribunal
decisions.

The AER contends that the current degree of prgtsani in the Rules ‘provides the regulator
with limited ability to interrogate [..] forecagsoposed by NSPs’. Our conclusion from
reviewing the AER’s determinations to date is that AER’s ability to scrutinise and
interrogate forecasts proposed by the NSPs iamdet under the current Rules. The AER is
able to review the NSPs’ forecasts directly, coraggaem with historic information,

undertake its own analysis - including top-dowreasments using benchmarking and its own
models (such as the AER’s repex model for estigd®@M capex), employ experts to

review the forecasts to require the NSPs to profudéer substantiating information, before

it will accept the forecast.

We also note that, contrary to the AER’s conterstjats proposed Rule changes not enhance
the AER’s ability to scrutinise the NSP’s forecaftather the changes would instead provide
the AER with greater discretion to substitute is1dorecast for those provided by the NSP.

5.3. Restrictions on the AER’s analysis under Chapt er6

The AER also makes a number of contentions iruits change proposal in relation to the
manner in which the current Chapter 6 Rules haesated to restrict its analysis for DNSPs.
Our review of the AER’s twelve final determinatiomsde under Chapter 6 has highlighted
that the AER’s contentions are not supported bgétssions to date. Specifically:

= The AER contends that it is ‘driven’ to the useadine-by-line assessment of expenditure
forecasts for DNSPs as a consequence of the testsdt faces under Chapter 6.
However the AER has chosen to adopt the same fiHaw assessment for TNSPs in
each of its four transmission determinations, wilieeee are clearly no restrictions in the
Rules equivalent to those highlighted by the AERapter 6.

= The AER contends that it is restricted in practroen conducting top-down
benchmarking. In actuality, the AER has adoptecherarking in many of its
distribution determinations. Where the AER hasbesn able to utilise benchmarking, it
has identified the lack of available data or déferes between businesses as the reason
for this restriction, rather than any provisionghe Rules.
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The AER has explicitly considered the deliverapiof capital expenditure in all of its
final determinations for the DNSPs, despite itstention that it has been restricted by the
Rules from doing so.

The AER contends that a portion of projects ‘wikkvitably escape regulatory scrutiny’.
In practice the AER has adjusted the capex fordoast number of NSPs for projects
which have not been reviewed in detail, on thedakthe sample of projects that have
been directly examined. Where the AER has decidédonextend the results of the
sample to the whole it has been because of itsecorabout the robustness of such an
adjustment.

The way in which the expenditure forecasts aresseskat the time of the AER’s
regulatory determination is not the mechanism tghowhich the subsequent incentives
NSPs have to out-perform those forecasts are chebe AER’s contention that
assessing proposed expenditure through a bottoappimach is inconsistent with the
current incentive framework is therefore incorrect.
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Appendix B. Review of the Jurisdictional Decisions — Electricity DNSPs

B.1 Aurora Energy (draft determination) (Tasmania)

— November 2011

Aurora Energy
Capex

Aurora Energy
Opex

Did the AER adopt a line-by-line approach to apmiythe
‘reasonably reflects’ criteria assessing expendfur

Yes — the AER reviewed a range of Aurora’s
projects and programs.

Yes — the AER reviewed a range of Aurora’s
projects and programs.

Did the AER adopt a line-by-line approach to substig
expenditure?

Yes — adjustments were made to specific capex
categories.

Yes - adjustments were made to specific opex
categories.

Did any AER substitute compriskfferentexpenditure?

Not explicitly - the AER notes tAatrora could
develop a much lower cost short term network
solution than the proposed Sandford sub
transmission project network solution, potentially

involving some further voltage support and/or the

use of mobile generation during peak periods.

However, while the AER has ‘adjusted Aurora’‘s

total forecast capex where Aurora‘s proposal has

been justified as reasonably reflecting the effitie
costs of achieving the capex objectives’ it dods n
appear to have done so by adopting different
network solutions.

No.

no

Did the AER consider the deliverability of expenadé?

No.

No.

Was the reasonablenesgatfal expenditure explicitly considered
by the AER?

Yes — the AER states that it ‘considers Aurora's
proposed total forecast capex is more than Auror|
requires to achieve the capex objectives.’

Yes — the AER states that it ‘is not satisfied
aAurora's proposed total forecast opex reasonaply
reflects the opex criteria’.

Did the AER discuss an expenditure range?

Onlyioitlyl - The AER states that they have
‘estimated a substitute total capex forecast for

Aurora that the AER considers reasonably reflectsproposal of total forecast opex to the minimum

the capex criteria, having regard to the capex

Only implicitly - the AER substitutes a total
forecast opex that it states ‘reduces Aurora's

extent necessary so that the AER may approvi

D
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factors. This estimate reduces Aurora's proposal
total forecast capex only to the extent necessary
comply with the NER.’

oAurora's total forecast opex in accordance with
t the NER'.

Did the AER adopt sampling, and apply the outcorpeaditure
adjustments to projects which were not explicidyiewed?

Yes — the AER looked at a sample of demand dri
capex projects, and applied the findings across
unreviewed projects in the same group.

v&ND.

Did the AER (or its consultants) adopt benchmarRing

Yes - the AER used benchmarking to compare
Aurora's past performance and forecasts with oth
DNSPs, as a reference for assessing Aurora's
efficiency.

Yes — the AER benchmarked Aurora'’s historic

eopex against the historic opex of other DNSPs
provide ‘some guidance’ on the relative
efficiency of Aurora's historic opex.

If so, were substituted values based on benchnstirk&tes?

Yes, implicitly — the AER made a $12m line item

adjustment to Aurora’s proposed capex to ‘capex
projects to address maximum demand growth tha
are too extensive in scope and too high relative t
benchmarks’.

No.

it
D

Did the AER adopt other in-house assessment apipesanodels?

Yes — the AER used its repex modeldistavith
forecasting age-related capex required to replace
assets that have come to the end of their usédul |

No.

Did the AER employ consultants to review the DNSBgtcasts?

Yes.

Yes.

Did the AER elicit further substantiating eviderioen the DNSP?

Not applicable — draft determination

Not applicable — draft determination.

What was the total % adjustment made to expendituszasts by
the AER?

Draft decision - 24 per cent reduction compared
with NSP initial proposal.

Draft decision - 9 per cent reduction compared
with NSP initial proposal.
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Energy (Victoria) — October 2010

Victorian DNSPs
Capex

Victorian DNSPs
Opex

Did the AER adopt a line-by-line approach to apmdyi
the ‘reasonably reflects’ criteria assessing exjteref?

Yes — the AER reviewed individual categories ofecgm@and a
range of the DNSPs’ projects and programs.

Yes — the AER reviewed specific categories of]
OpEX.

Did the AER adopt a line-by-line approach to
substituting expenditure?

Yes — adjustments were made to specific capex caésy

Yes — adjustments were made to specific ope
categories.

Did any AER substitute compriskfferentexpenditure?

No.

No.

Did the AER consider the deliverability of expenadé?

Yes — the AER states that, amongst otherghthg
assessment of the total forecast capex involvethireion of
‘the deliverability of the forecast capex’.

No.

Was the reasonablenesgatfal expenditure explicitly
considered by the AER?

Yes — the AER states that they were not ‘satistied the total
of each of the Victorian DNSP's proposed forecapex
reasonably reflects the capex criteria in accoreavith clause
6.5.7(c) of the NER.’

Yes — the AER states that, having considered
each of the Victorian DNSPs’ revised forecast
opex proposals in accordance with the opex
factors in clause 6.5.6(e) of the NER, the AER
not satisfied that each component of operating
expenditure associated with the Victorian
DNSPs' revised forecasts opex proposals forn
total opex forecast the reasonably reflects the
opex criteria.

Did the AER discuss an expenditure range?

No.

No.

Did the AER adopt sampling, and apply the outcome
expenditure adjustments to projects which were not
explicitly reviewed?

Not in its final decision (although it did in itsr8ft Decision in
the case of reinforcement capex ).

No.

Did the AER (or its consultants) adopt benchmarRing

No — the AER notes that they do not presentlesaficient
data of appropriate quality to comprehensively and
conclusively benchmark the capex incurred agalvagtwhich
an efficient DNSP should incur in the circumstances

Yes — in developing the base year opex for the
DNSPs (with the exception of United Energy),

the AER had regard to the benchmark opex that
would be incurred by an efficient DNSP over the

regulatory control period. Specifically, the roll
forward of actual 2009 costs for the expected
costs in 2010 was based on a benchmark
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efficiency adjustment.

If so, were substituted values based on benchmark
estimates?

N/A

Yes — although the benchmark estimates are g
one element of the substitution.

Did the AER adopt other in-house assessment
approaches/models?

Yes — in analysing the reliability and quality maimed capex
forecasts, the AER relied upon its own ‘repex’ ndde
formulate their alternative forecast.

The AER'’s repex model was developed by Nuttall Cétirsy
in September 2009 and it forecasts replacemenixaapeds at
an aggregate level using age as a proxy for theyfeanors
that drive individual asset replacements. The mbdslbeen
calibrated so that it reflects historical levelsl @osts.

No.

Did the AER employ consultants to review the DNSP
forecasts?

s'Yes.

Yes.

Did the AER elicit further substantiating eviderioem
the DNSP?

Yes.

In its draft decision, the AER was not satisfiedhva number
of non-network IT projects and substituted its darecasts.

In support of their revised proposals, the DNSHsrstied
additional information justifying the need for atiiolhal non-
network capex.

In its final decision, the AER accepted the revisapgex
forecasts of each DNSP, on the basis that theiohdaVv
projects ‘appeared to be prudent and efficient’.

Yes — the AER elicited further information from
Victorian DNSPs regarding various step chang
and in many cases accepted the proposed step
change in light of this further substantiation.

For example, in its draft decision for CitiPower
the AER was not satisfied that the proposed
expenditure for the West Melbourne terminal
station reasonably reflected efficient costs, and

removed the proposed step change from the dpex

forecast.

In its revised proposal, CitiPower provided
additional information. In its final decision, the
AER stated that it was satisfied that CitiPower
has provided reasonably robust analysis.
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What was the total % adjustment made to expenditurelnitial proposal — 13 per cent reduction for theolehof Initial proposal — 8 per cent reduction for the
forecasts by the AER? (ie, AER Final Decision Victoria but ranging from a 27 per cent reductiorat3 per whole of Victoria but ranging from a 3 per cent
compared with NSP’s initial and revised proposals) | cent increas&’ for the individual DNSPs. reduction to a 12 per cent reduction for the
Revised proposal — 14 per cent reduction for thelevbf individual DNSPs.
Victoria but ranging from a 25 per cent reductiorat8 per Revised proposal — 13 per cent reduction for the
cent reduction for individual DNSPs. whole of Victoria but ranging from a 17 per cent
reduction to a 11 per cent reduction for the
individual DNSPs.

189 The capex forecast for SP AusNet increased betitgénitial and revised proposals, with the canssnce that the AER’s final determination for cajseabove SP AusNet's initial

proposal. However, the AER rejected SP AusNet'€rdprecast in both its draft and final determioasi, and substituted its own, lower capex foreicasach case.
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B.3 ETSA Utilities (South Australia) — May 2010

eview of the Jurisdictional Decisions — Electricity DNSPs

ETSA Utilities
Capex

ETSA Utilities
Opex

Did the AER adopt a line-by-line approach to apmiythe
‘reasonably reflects’ criteria assessing expendur

Yes — the AER reviewed a range of ETSA’s proje
and programs.

c¥es — the AER reviewed specific categories of|
OpExX.

Did the AER adopt a line-by-line approach to substig
expenditure?

Yes — adjustments were made to specific capex
categories.

Yes — adjustments were made to specific opex
categories.

Did any AER substitute compriskfferentexpenditure?

Yes — the AER agreed with PB thattpex
required at certain substations where new fences
were needed would be more efficiently achieved
through rectification work on existing fences, &th
than by replacing fences to a high security stahdg

No.

i

Did the AER consider the deliverability of expenadé?

Yes — in response to deliverability conceaised
by the Energy Consumers Coalition of SA, the AR
engaged Energy and Management Services (EM
to review the deliverability of ETSA’s capex. The
AER concluded that it was satisfied that the cape]
proposal will be deliverable.

Not explicitly for opex. The AER notes that the

FRngaged EMS to undertake an updated review

SETSA's capex deliverability which, amongst
other things, considered the requirements for

xcapexand opex. However, the AER makes no
explicit comment about the deliverability of the
opex program, as it does with capex.

of

Was the reasonablenesgatfal expenditure explicitly considered
by the AER?

Yes — the AER stated in its final decision thétst
not satisfied that the proposed forecast capex

allowance satisfies the capex criteria under claus
6.5.7(c) of the NER".

In its final decision, the AER states that it heesda
an “estimate of the total capex required by ETSA
Utilities in the next regulatory control periodath
reflects the capex criteria taking into account the
capex factors”

Yes — the AER stated that it “is not satisfied th
the proposed forecast opex allowance reasona

ereflects the opex criteria under clause 6.5.6(c)
the NER".

at
ably
of

Did the AER discuss an expenditure range?

No, megd. However, there is one example of
the AER discussing the cost range for rectifying
damaged fences and the cost range for replacing

No, in general. However, PB notes that, in the
experience, the real annual growth in
maintenance and repair and emergency respo

fences to a high security standard (both estimiaye

nse

drelated opex is expected to range from 1.5 to 3.
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PB).

per cent.

Did the AER adopt sampling, and apply the outcorpeaditure
adjustments to projects which were not explicidyiewed?

Yes — the AER made a proportionate adjustment
the 48 per cent of replacement capex that was ng
subject to detailed review. Further, in the draft
decision, PB conducted a detailed review of the

substation security and fencing and CBD aged asset

replacement programs accounting for approxima
55 per cent of the expenditure.

tdNo.
t

ely

Did the AER (or its consultants) adopt benchmarRing

Yes — PB Power was required to undertake a rey
of unit costs where necessary.

ie¥es — but the AER noted the limitations of the

set and discrepancies in opex definitions: “it wi
currently limit its use to a top-down testing of
more detailed bottom-up assessment.”

If so, were substituted values based on benchnstirk&tes?

No — PB'’s high-level analysis did nonhttg any
issues in relation to ETSA'’s unit costs that PB
considered warranted further investigation.

No — however, the AER states that in making i
conclusions on forecast opex, it has had ‘rega
to’ benchmark expenditure.

Did the AER adopt other in-house assessment appesémodels?| No. No.
Did the AER employ consultants to review the DNSBrecasts? | Yes. Yes.
Did the AER elicit further substantiating evidericem the DNSP?| Yes. Yes.

In its draft decision, the AER concluded that deul
counting for some of the engineering and
operational staff should be removed from the cap
proposal.

In its revised proposal, ETSA accepted some of
these elements but reinstated approximately $5.8
of this capex, which it did not consider had been
double counted. Further, ETSA sought advice fro
KEMA Consulting to clarify the extent of double
counting of labour costs across opex and capex.
KEMA Consulting advised that an amount of
$1.1m, previously proposed by ETSA as capex,
related to staffing costs for Network Controllersia]

IIn its draft decision, the AER stated that ETSA|
did not adequately model the expected

exapex/opex trade off in relation to asset
replacement activities, and included a substitu
trade off estimate in the forecast opex modelli

the AER'’s draft decision and provided a report
nby SKM supporting its claim as well as
remodelling this opex ‘in-house’.

In the AER’s final decision, PB confirmed that
the SKM modelling and ETSA’s own modelling
were appropriate. Overall, the AER concluded
that they were satisfied ETSA’s modelling of

Network Dispatchers, and should therefore be

capex/opex trade off results in expenditure tha

benchmarking work in terms of the size of data

nn its revised proposal, ETSA did not agree Wi:rh

[S

e
g.
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considered opex. ETSA reflected KEMA
Consulting’s advice in its revised regulatory
proposal.

In the AER’s final decision, they stated that, mayi
reviewed the revised regulatory proposal and the
advice from PB and KEMA Consulting, the AER i
satisfied that ETSA’s revised forecast capex fer t
network control project reflects an appropriate
estimate of staffing costs.

-

reasonably reflects the opex criteria.

What was the total % adjustment made to expendituszasts by
the AER? (ie, AER Final Decision compared with NSiRitial
and revised proposals)

Initial proposal - 29 per cent reduction
Revised proposal - 11 per cent reduction.

Initial proposal — Approximately a 12 per cent
reduction (both pre and post the Australian
Competition Tribunal decision).

Revised proposal — 5 per cent reduction.
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B.4 Energex, Ergon Energy (Queensland) — May 2010

Queendand DNSPs
Capex

Queendand DNSPs
Opex

Did the AER adopt a line-by-line approach to apmiythe
‘reasonably reflects’ criteria assessing expendur

Yes — the AER reviewed a range of Ergon and
Energexs’ projects and programs.

Yes — the AER reviewed a range of Ergon and
Energexs’ projects and programs.

Did the AER adopt a line-by-line approach to substig
expenditure?

Yes — adjustments were made to specific capex
categories.

Yes — adjustments were made to specific opex
categories.

Did any AER substitute compriskfferentexpenditure?

No.

No.

Did the AER consider the deliverability of expenadé?

Yes — in its final decision on major propgmngject

capex, the AER states that Ergon has demonstrated

that the property program has been prioritisedian
based on a delivery timetable that appears
reasonable and prudent.

Not explicitly for opex.

d

Was the reasonablenesgatfal expenditure explicitly considered
by the AER?

Yes — the AER stated in the final decision théisit
not satisfied that Energex’s proposed forecastxal
allowance reasonably reflects the capex criteria
under clause 6.5.7(c) of the NER” and that it ‘¢ n
satisfied that Ergon Energy’s proposed forecast
capex allowance reasonably reflects the capex
criteria under clause 6.5.7(c) of the NER".

In its final decision, the AER states that, fortbot
Ergon and Energex, the estimate of the total capg
required in the next regulatory control period
reflects the capex criteria taking into account the
capex factors.

Yes — the AER stated in the final decision that|i
pés not satisfied that the proposed forecast ope
allowance reasonably reflects the opex criterig
under clause 6.5.6(c) of the NER, including the
opex objectives” for Energex and that it “is not
satisfied that the proposed forecast opex

allowance reasonably reflects the opex criterig
under clause 6.5.6(c) of the NER” for Ergon.

EX

X =

Did the AER discuss an expenditure range?

Yes AHR applied the mid-point of Ergon’s
estimated range for the proportion of corporation
initiated augmentation (CIA) capex sensitive to th
demand forecast.

No.

Did the AER adopt sampling, and apply the outcorpeaditure

Yes — PB applied a constant 36.4 perregluction

No.
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adjustments to projects which were not explicidyiewed?

across Ergon'’s total proposed sub-trasgmi€IA

capex. This percentage is stated to be based on the

known proportion of capex deferred by the latest
planning documentation

Did the AER (or its consultants) adopt benchmarRing

Yes — PB Power reviewed high-level unit costs.

If so, were substituted values based on benchnsirtkates?

No — PB’s high-level analysis did nonhtig any

issues in relation to the DNSPSs’ unit costs that PB

considered warranted further investigation.

No.

Did the AER adopt other in-house assessment apipesaoodels?

No.

No.

Did the AER employ consultants to review the DNSBgtcasts?

Yes.

Yes.

Did the AER elicit further substantiating eviderioem the DNSP?

Yes.

In its draft decision, the AER concluded that the
prudence and efficiency of the major property
project expenditures proposed by Ergon had not
been adequately demonstrated. The AER noted
Ergon had been unable to provide business case
documentation or other supporting documentatio
justify the major property project expenditures
proposed.

In its revised proposal, Ergon submitted additiona
investment justification for the proposed projects,
including field asset condition reports, site
assessments, business cases and recommendat
documentation.

As part of the AER’s final decision, PB stated tiat

was satisfied that, with the exception of the
Townsville and Rockhampton projects, Ergon ha

No.

N to

al

on

demonstrated that all major property projects we

0]
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prudent and efficient.

The AER stated in its final decision that it is
satisfied that, with the exception of the Townsvill
and Rockhampton projects, Ergon has demonstr:
that the revised capex proposal for major propert
projects is prudent and efficient.

y

What was the total % adjustment made to expendituszasts by
the AER? (ie, AER Final Decision compared with NSiRitial
and revised proposals)

Initial proposal — 17 per cent reduction for Ergon

and an 11 per cent reduction for Energex. (Note thand an 11 per cent reduction for Energex. (No

an Australian Competition Tribunal decision
increased Ergon’s capex allowance, which
translated into a 15 per cent reduction on théainit
proposal.)

Revised proposal — 20 per cent reduction for Erg
and an 8 per cent reduction for Energex.

piiRevised proposal — 6 per cent reduction for

ated
Initial proposal —10 per cent reduction for Erggn
e
that an Australian Competition Tribunal decision

increased Ergon’s opex allowance, which
translated into a 9 per cent reduction on theahiti
proposal.)

Ergon and a 1 per cent reduction for Energex.
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y (NSW) - April 2009 *7°

NSW DNSPs
Capex

NSW DNSPs
Opex

Did the AER adopt a line-by-line approach to apmiythe
‘reasonably reflects’ criteria assessing expendur

Yes — the AER reviewed a range of projects and
programs.

Yes — the AER reviewed a range of projects al
programs.

Did the AER adopt a line-by-line approach to substig
expenditure?

Yes — adjustments were made to specific capex
categories.

Yes — adjustments were made to specific opex
categories.

Did any AER substitute compriskfferentexpenditure? No. No.
Did the AER consider the deliverability of expenadé? Yes — in its draft decision, the AER noted tha No.
should the credit crisis persist, the NSW DNSPs
may experience financial resource constraints gaoing

forward, which may mean some projects are not
delivered.

Further, the AER sought clarification from the NSW
DNSPs regarding any matters or circumstances that

may affect their ability to obtain finance to deliv
the capex programs they proposed for the next
regulatory control periodfThe NSW DNSPs
indicated that they sought advice from the NSW
Treasury Corporation on their ability to obtain
finance and that access to finance was not expeg
to constrain their ability to undertake capital wsr

ted

Was the reasonablenesgatfal expenditure explicitly considered
by the AER?

Yes — the AER stated in the final decision théisit
not satisfied that the proposed forecast capex
allowances of each NSW DNSP reasonably refle
the capex criteria, under clause 6.5.7(c) of the
transitional chapter 6 rules.”

Yes — the AER stated in the final decision that
is not satisfied that each of the DNSPs’ foreca
ctotal opex reasonably reflects the opex criteria
under clause 6.5.6(c) of the transitional chapte
rules, including the opex objectives.

170

assessment and substitution of expenditure foreeasthe current Chapter 6 Rules.

The AER’s 2009 determination for the NSW DNSPs weade under the Transitional Provisions. HowdvwerTransitional Provisions reflected the same siows in relation to the

65
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It its final decision the AER states that its esties
of the total capex required in the next regulatory
control period reflects the capex criteria takintpi
account the capex factors.

Did the AER discuss an expenditure range?

Yesdits giraft decision, the AER noted that the
is a degree of uncertainty regarding the efficient
level of substation costs and concluded that the
efficient costs that a prudent operator in the
circumstances of EnergyAustralia would require
would be the value midway between
EnergyAustralia’s and SKM’s estimates.

eYes.

In escalating network maintenance costs, Wilson
Cook forecast costs using the mid—point between
EnergyAustralia’s proposed growth rate and
Wilson Cook’s estimated growth rate.

In its final decision, the AER stated that it
“considers that it is acceptable to use a mid—pgint
between upper and lower estimates when there is
reason to believe that a more reasonable value
lies somewhere between these estimates” and
accepted Wilson Cook’s mid-point.

Did the AER adopt sampling, and apply the outcorpeaditure
adjustments to projects which were not explicidyiewed?

No.

No.

Did the AER (or its consultants) adopt benchmarRing

Yes — In the AER’s draft decision it stated that,
when benchmarked in comparable terms against
other DNSPs, Country Energy’s proposed IT
expenditure appeared inefficiently high, and had
been sufficiently justified in financial terms.

Yes — In both the draft and final decisions,
Wilson Cook undertook a benchmarking analys
in relation to EnergyAustralia’s total controllab
nopex but limited their application to tests of
reasonableness of their bottom up analysis.

S

If so, were substituted values based on benchnstirk&tes?

Yes in the draft decision but not infihal
decision.

No — the AER notes that it has based its forecast
of controllable opex for EnergyAustralia on a
bottom up assessment of EnergyAustralia’s
proposed opex but that it has had regard to the
top down benchmarking analysis of
EnergyAustralia’s opex conducted by Wilson
Cook.

17

Did the AER adopt other in-house assessment appesémodels?| No. No.
Did the AER employ consultants to review the DNSBgécasts? | Yes. Yes.
Did the AER elicit further substantiating eviderioem the DNSP?| Yes. Yes.

In its draft decision, the AER was not satisfiedtth

In its draft decision the AER did not approve
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the non-civil zone substation capex proposed by
EnergyAustralia reasonably reflected the efficient

Country Energy’s $135m opex for vegetation
management as Country Energy had already

costs that a prudent operator, in the circumstaotegeceived an allowance for this item.

EnergyAustralia, would require to achieve the ca

P& its revised regulatory proposal, and in

much lower costs for the same zone substations.

In its revised proposal, EnergyAustralia did not
accept the AER’s draft conclusions and gave a

Country Energy clarified the way that it had
spent its opex allowance under the pass throu
and alleviated the AER’s concerns.

number of reasons why their estimates differ from |, their final decision, the AER stated they wer

those of SKM.

In the final decision, the AER stated that it was
satisfied that EnergyAustralia’s capex proposal fq

satisfied that the reinstatement of $135 million
for vegetation management expenditure in
rCountry Energy’s forecast opex results in

zone substation expenditure reasonably reflects thexpenditure which reasonably reflects the ope

capex criteria, including the capex objectives.

criteria.

gh

What was the total % adjustment made to expendituszasts by
the AER? (ie, AER Final Decision compared with NSiritial
and revised proposals)

Initial proposal -5 per cent reduction for Country
Energy, al0 per cent reduction for EnergyAustral
and 8 per cent reduction for Integral Energy.

Revised proposal — 4 per cent reduction for Coun
Energy, 6 per cent reduction for EnergyAustralia
and 0.5 per cent reduction for Integral Energy.

Initial proposal — 5 per cent reduction for
iaCountry Energy, 14 per cent reduction for

EnergyAustralia and 3 per cent incred5eor
t,l{,ltegral Energy.

Revised proposal — 7 per cent reduction for

Country Energy, 12 per cent reduction for

EnergyAustralia and 0.3 per cent reduction for

Integral Energy.

171

The opex forecast for Integral Energy increasasvben its initial and revised proposals, with¢basequence that the AER'’s final determinatiorofmex is above Integral Energy’s initial

proposal. However, the AER rejected Integral Ensrgpex forecasts in both its draft and final deti@ations, and substituted its own, lower opexdast in each case.
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ActewAGL
Capex

ActewAGL
Opex

Did the AER adopt a line-by-line approach to apmiythe
‘reasonably reflects’ criteria assessing expendur

Yes — the AER reviewed a range of projects and
programs.

Yes — the AER reviewed a range of projects al
programs.

nd

Did the AER adopt a line-by-line approach to substig
expenditure?

Yes — adjustments were made to specific capex
categories.

Yes - adjustments were made to specific opex
categories.

Did any AER substitute compriskfferentexpenditure?

No.

No.

Did the AER consider the deliverability of expenadé?

Yes — In the draft decision, the AER stateehi
satisfied that the deliverability of the forecaapex
program would not be constrained by resource
availability, subject to the proviso that ActewAGL
could adequately finance its proposed capex
program.

On 18 February 2009, ActewAGL advised that it
was in a strong position to finance its proposed
capex program and that there were no current or
pending matters or circumstances of which it was
aware that would limit its ability to fund its
program.

In its final decision, the AER stated that it
considered that ActewAGL will be able to finance
and deliver its proposed capex program in the ne
regulatory control period.

No.

Xt

Was the reasonablenesgatfal expenditure explicitly considered
by the AER?

Yes — In its final decision, the AER states thas it
not satisfied that ActewAGL's total forecast cape

Yes — In its final decision, the AER states that
is not satisfied that this total opex forecast

allowance reasonably reflects the efficient casts,

proposed by ActewAGL reasonably reflects th

it

1%

172

and substitution of expenditure forecasts as theentiChapter 6 Rules.

The AER’s 2009 determination for ActewAGL was reachder the Transitional Provisions. However thengitional Provisions reflected the same provisionelation to the assessment
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a realistic expectation of the demand forecast and opex criteria under clause 6.5.6(c) of the
cost inputs a prudent operator in the circumstancegfansitional chapter 6 rules, including the opex
of ActewAGL would require to achieve the capex| objectives.
objectives as provided for in the capex criteria at
clause 6.5.7(c) of the transitional chapter 6 rules
Did the AER discuss an expenditure range? No. No.
Did the AER adopt sampling, and apply the outcorpeaditure | No. No.
adjustments to projects which were not explicidyiewed?
Did the AER (or its consultants) adopt benchmarRing No. No.
If so, were substituted values based on benchnstirtkates? NA NA
Did the AER adopt other in-house assessment apipesanodels?| No. No.
Did the AER employ consultants to review the DNSBgécasts? | Yes. Yes.
Did the AER elicit further substantiating eviderioemn the DNSP? No. No.
What was the total % adjustment made to expendituszasts by | Initial proposal — 4 per cent reduction. Initial proposal — 13 per cent reduction.
the AER? (ie, AER Final Decision compared with NsSiitial Revised proposal — 8 per cent reduction. Revised proposal — 5 per cent reduction.
and revised proposals)
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Appendix C. Review of the Jurisdictional Decisions — Electricity TNSPs

C.1 Powerlink (Queensland) — Draft Decision, Novemb  er 2011*"
Powerlink Powerlink
Capex Opex

Did the AER adopt a line-by-line approach to apmiythe
‘reasonably reflects’ criteria assessing expendfur

Yes — the AER reviewed a number of specific
forecast capex projects. The AER also undertook
top-down assessment of Powerlink’s capex
governance framework, asset management polic
etc.

Yes — the AER reviewed a range of opex expe
&ategories and subcategories. The AER also
examined key documents, processes and
egssumptions.

nse

Did the AER adopt a line-by-line approach to substig
expenditure?

Yes — the AER made adjustments to specific
projects and cost categories.

Yes — the AER made adjustments to specific
opex categories as well as substituting its own
base year.

Did any AER substitute compriskfferentexpenditure?

No.

No.

Did the AER consider the deliverability of expenadé?

Yes — its consultant (EMCa) was required to
consider the deliverability of Powerlink’s capex
program in its technical review.

Yes — for example, via delivery strategies.

Was the reasonablenesgatfal expenditure explicitly considered
by the AER?

Yes — the AER stated that it “does not accept the
forecast total capex of $3488 million proposed by
Powerlink for the next regulatory control period.
The AER is not satisfied the proposed forecast tg
capex reasonably reflect the capex criteria”.

Yes — the AER stated that it “is not satisfied th
the total forecast opex proposed by Powerlink
reasonably reflects the opex criteria, having

taegard to the opex factors” and that it “is sagidf
that the adjusted total controllable opex...
reasonably reflects the opex criteria, taking int
account the opex factors”.

At

O

Did the AER discuss an expenditure range?

Yes AHR noted that its substituted capex
forecast is “the minimum adjustment necessary f

Generally, no — however, when determining th

Powerlink to meet the National Electricity Rules

prself insurance forecast, the AER calculated the

12

expected annual loss based on the average

173

Note: The AER’s 2007 determination for Queenslaasl heen excluded, as it was not undertaken undautinent Chapter 6A Rules.
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(NER) criteria” and that the “minimum adjustmen
to Powerlink’s proposed forecast capex required
meet the capex objectives is $1128 million ($201
12)".

incidences and averages losses per year.
to
n-

Did the AER adopt sampling, and apply the outcorpeaditure
adjustments to projects which were not explicidyiewed?

Yes — the AER reviewed a sample of projects an
conducted a top-down assessment. On this basis
made broader adjustments to load-driven capex,
for efficiency

1 The AER also reviewed a sample of projects tp
, imform its view.

eg,

Did the AER (or its consultants) adopt benchmarRing

Yes — the AER undertook benchmarking analysis
relation to Powerlink’s non-load driven (eg,
replacement) capex and non-network capex
(including IT capex).

iies — the AER benchmarked Powerlink’s ope
with that of other TNSPs in order to set the ba
opex.

e

If so, were substituted values based on benchnstirk&tes?

No — the AER found that Powerlink’s exjieme
was consistent with that of other TNSPs.

No — the AER found that Powerlink’s
expenditure was similar to that of other TNSPs.

Did the AER adopt other in-house assessment appesaoodels?

Yes — For example, EMCa and the AERRdad a
$45 million efficiency adjustment to Powerlink’s
forecast capex. This adjustment was determined
reducing Powerlink’s forecast capex by 1 per cen
the second year of the regulatory control periodl g
two per cent thereafter.

Yes — Powerlink used a hybrid approach
(calculates a build up of costs for a base year)
bgstablish its routine maintenance forecast,
t however, the AER determined that a base year
napproach was appropriate.

to

Did the AER employ consultants to review the NSBiecasts?

Yes.

Yes.

Did the AER elicit further substantiating eviderioem the NSP?

Not applicable — Draft Decision

Noplecable — Draft Decision

What was the total % adjustment made to expendityithe AER?

Draft Decision — 32 per cent reduction

Draft Decision — 8 per cent reduction.
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Transend Networks
Capex

Transend Networks
Opex

Did the AER adopt a line-by-line approach to apmiythe
‘reasonably reflects’ criteria assessing expendur

Yes — the AER reviewed a sample of augmentati
easement and replacement projects.

categories and subcategories.

pY,es — the AER reviewed a range of opex expe

nse

Did the AER adopt a line-by-line approach to substig
expenditure?

Yes — the AER noted that “although Transend hasYes — the AER made adjustments to specific

prepared its forecast capex proposal on a detaile
project-by-project basis, and the AER has for the
most part assessed expenditure in this way, the
AER’s conclusions relate to a total forecast cape
allowance.”

dopex categories.

Did any AER substitute compriskfferentexpenditure?

No.

No.

Did the AER consider the deliverability of expenadé?

Yes — a number of stakeholders questioned
Transend’s capex program, however, following
advice from Transend's Board, the AER was
satisfied that Transend is well placed to deliher t
capex program.

No.

Was the reasonablenesgatfal expenditure explicitly considered
by the AER?

Yes — the AER stated that it “is not satisfied ttés
total capex forecast proposed by Transend

reasonably reflects the capex criteria under claus
6A.6.7(c)” and that it “is satisfied that the amedd
ex ante capex allowance of $604 million over the

next regulatory control period, reasonably reflects over the next regulatory control period

the capex criteria, taking into account the capex
factors.”

Yes — the AER stated that it “is not satisfied th
this total opex forecast proposed by Transend
ereasonably reflects the opex criteria under clay
6A.6.6(c)” and that it “is satisfied that the
amended total forecast opex of $254.3 million

reasonably reflects the opex criteria, taking int
account the opex factors”.

Did the AER discuss an expenditure range?

No.

No.

Did the AER adopt sampling, and apply the outcorpeaditure
adjustments to projects which were not explicidyiewed?

No — the AER reviewed a sample of projects.
However it is not obvious whether the AER made
adjustments to the unreviewed capex projects.

Generally, no — however WorleyParson
physically inspected a random sample of
Transend’s assets in order to assess its
maintenance practices.

se

O
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Did the AER (or its consultants) adopt benchmarRing

Yes — Transend engaged PB to undertake a
benchmark assessment of its unit rates. With rag
to its consultant’s review of PB’s analysis, theRAE
concluded that these costs were reasonable. Fur
the AER undertook benchmarking analysis to
provide a high-level ‘sense check'’.

Yes — the AER undertook benchmarking ’L
aahalysis, which it combined with WorleyParson’s

analysis.
ther

If so, were substituted values based on benchnsirtkates?

No — the AER concluded that the unisrate
reasonably reflect the efficient costs that a pntide

No — the AER concluded that Transend’s opex
was similar to other TNSPs.

TNSP would require to achieve the capex objectives
Did the AER adopt other in-house assessment apipesamodels?| No. No.
Did the AER employ consultants to review the NSBrecasts? Yes. Yes.
Did the AER elicit further substantiating eviderioem the NSP? Yes — further information was reqeesind No.

submitted to the AER with regard to renewal
projects.

What was the total % adjustment made to expendituszasts by
the AER? (ie, AER Final Decision compared with NSiRitial
and revised proposals)

Initial proposal — 11 per cent reduction.
Revised proposal — 15 per cent reduction.

Initial proposal — 9 per cent reduction.
Revised proposal — 10 per cent reduction.
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TransGrid
Capex

TransGrid
Opex

Did the AER adopt a line-by-line approach to apmiythe
‘reasonably reflects’ criteria assessing expendur

Yes — the AER reviewed a sample of TransGrid’s
network and non-network projects.

Yes — the AER reviewed a range of opex expe
categories and subcategories.

nse

Did the AER adopt a line-by-line approach to substig
expenditure?

Yes — the AER made adjustments to specific
projects and cost factors.

Yes — the AER made adjustments to specific
opex categories.

Did any AER substitute compriskfferentexpenditure? Yes — the AER agreed with PB thedrassformer No.
should be re-used rather than purchasing a new pne.

Did the AER consider the deliverability of expenadd? Yes — in response to delivery concerns due to | No.
economic uncertainty raised by the EUAA, the AER

sought clarification from TransGrid regarding any
matters and circumstances that may affect itstgbi

to obtain finance to deliver the capex programss (th

was discussed in a section of the AER'’s final
decision entitled ‘deliverability of the capex
progran’).

Was the reasonablenesgatfal expenditure explicitly considered
by the AER?

Yes — the AER stated that it “is not satisfied ttés
total capex forecast proposed by TransGrid
reasonably reflects the capex criteria under claus
6A.6.7(c) of the NER” and that it “is satisfied tha
the amended capex allowance of $2405 million o
the next regulatory control period, reasonably
reflects the capex criteria, taking into accouet th
capex factors.”

Yes — the AER stated that it “is not satisfied th

this total opex forecast proposed by TransGrid
ereasonably reflects the opex criteria under clay

6A.6.6(c) of the NER” and that it “is satisfied
véinat the amended total forecast opex allowanc
$758 million over the next regulatory control
period, reasonably reflects the opex criteria,
taking into account the opex factors.”

se

e of

Did the AER discuss an expenditure range?

No.

No.

Did the AER adopt sampling, and apply the outcorpeaditure
adjustments to projects which were not explicidyiewed?

Yes — the AER made a proportionate adjustment
the unreviewed capex projects.

tdNo.
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Did the AER (or its consultants) adopt benchmarRing

Yes — PB used benchmarking to assess both

TransGrid’s business IT proposals and base unit
costs including instrument transformers and circu
breakers.

Yes — PB assessed the efficiency of TransGrid’s
base year costs with consideration to the ITOMs
itbenchmarking study (an international
benchmarking study which “benchmarks the
maintenance and asset management activities
high-voltage transmission utilities (about 25
transmission organisations from Australia, New
Zealand, USA, Europe, UK and Scandinavia)”).

of

If so, were substituted values based on benchnstirk&tes?

No — following their analysis, PB’s dat n
recommend any adjustment to TransGrid’'s
expenditure

No — the AER was satisfied that TransGrid’s
base year was representative of efficient
expenditure from which to project its forecast
opex requirements.

Did the AER adopt other in-house assessment apipesanodels?

No.

No.

Did the AER employ consultants to review the NSBrecasts?

Yes.

Yes.

Did the AER elicit further substantiating eviderioen the NSP?

Yes — in its draft decision, the Adi&not accept a
contingent project proposed by TransGrid due to
concerns with the project scope and trigger.

In its revised proposal, TransGrid stated thaad h
resolved the planning and approval uncertainties
associated with stage one of the project.

In the AER’s final decision, it states that having
reviewed TransGrid's proposal and PB’s analysis
is satisfied that the capex proposal of $35 million
reasonably reflects the capex criteria, includhmgy t
capex objectives.

Yes — in its final decision, the AER reinstated an
allowance for self insurance of environmental
contamination risk

it

What was the total % adjustment made to expendituszasts by
the AER? (ie, AER Final Decision compared with NSiRitial
and revised proposals)

Initial proposal — 6 per cent reduction.
Revised proposal — 4 per cent reduction.

Initial proposal — 11 per cent reduction.
Revised proposal — 6 per cent reduction.
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C.4  ElectraNet (South Australia) — April 2008

Review of the Jurisdictional Decisions — Electricity TNSPs

ElectraNet
Capex

ElectraNet
Opex

Did the AER adopt a line-by-line approach to apmiythe
‘reasonably reflects’ criteria assessing expendur

Yes — the AER reviewed a sample of ElectraNet’
network and non-network projects.

5 Yes — the AER reviewed a range of opex expe
categories and subcategories.

Did the AER adopt a line-by-line approach to substig
expenditure?

Yes — the AER made adjustments to specific
projects and cost categories.

Yes — the AER made adjustments to specific
opex categories.

Did any AER substitute compriskfferentexpenditure?

No.

No.

Did the AER consider the deliverability of expenadd?

Yes — in its draft decision (in a sectionttedi

‘deliverability of the capex progran’), the AER
concluded that ElectraNet had the potential to
deliver the capex proposal, however, it suggestec
that ElectraNet should defer three proposed praj¢

No.

1
eCt

Was the reasonablenesgatfal expenditure explicitly considered
by the AER?

Yes — the AER stated that it “is not satisfied tifdg
total capex forecast proposed by ElectraNet
reasonably reflects the capex criteria under claus
6A.6.7(c)” and that it “is satisfied that the amedd
ex ante capex allowance of $650 million over the
next regulatory control period, reasonably reflects
the capex criteria, taking into account the capex
factors.”

Yes — the AER stated that it “is not satisfied th

this total opex forecast proposed by ElectraNe
ereasonably reflects the opex criteria under clag

6A.6.6(c)” and that it “is satisfied that the

amended total forecast opex of $299 million o
5 the next regulatory control period, reasonably
reflects the opex criteria, taking into account th
opex factors”.

Did the AER discuss an expenditure range? No. No.
Did the AER adopt sampling, and apply the outcorpeaditure | No — the AER reviewed a sample of projects, No.
adjustments to projects which were not explicidyiewed? however SKM concluded that there were no issues

likely to be systematic and so it appears that the
AER did not make adjustments to the unrevieweg
capex projects.

nse

At
t
Ise

er
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Review of the Jurisdictional Decisions — Electricity TNSPs

Did the AER (or its consultants) adopt benchmarRing No. Yes — SKM undertook benchmark analysis on
ElectraNet’s controllable opex and Econtech
used benchmark analysis in the determination|of
ElectraNet’s labour costs escalators.

If so, were substituted values based on benchnstirkates? n/a No — the AER accepted that ElectraNet’s costs
were reasonable.

Did the AER adopt other in-house assessment apipesanodels?| No. No.

Did the AER employ consultants to review the NSBrecasts? Yes. Yes.

Did the AER elicit further substantiating eviderioem the NSP?

Yes — in its draft decision the AERsidered that
ElectraNet should defer three proposed Electricit
Transmission Code (ETC) driven projects. The A
sought advice from the ESCOSA on the deferral
these projects.

In its revised proposal, ElectraNet accepted the
deferral of two of the three projects, however, it
considered that the deferral of the third was not
feasible.

The AER accepted that the third project could no
be deferred in its final decision.

The AER also accepted ElectraNet's revised
proposal for two contingent proposals after not
approving of the cost of these projects in itstdraf
decision.

t

y maintenance costs in its draft decision. Follow
EfRe new information provided by ElectraNet,
oboth SKM and the AER determined that

Yes — the AER adjusted ElectraNet's proposed

ElectraNet’'s estimates were reasonable given|that
the “new information clarifies the processes used
by ElectraNet to formulate the scope of the opgx
projects, as well as indicating that there is anly
limited likelihood of further errors in the
estimates.”

Further, in its draft decision the AER noted that a
number of maintenance projects could be mor
correctly classified as capital works. However,
following additional information from

ElectraNet, the AER and SKM accepted that the
protection systems should not be capitalized.

D

What was the total % adjustment made to expendituszasts by
the AER? (ie, AER Final Decision compared with NSiitial
and revised proposals)

Initial proposal — 17 per cent reduction.
Revised proposal — 10 per cent reduction.

Initial proposal — 8 per cent reduction.
Revised proposal — 1 per cent reduction.
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C.5 SP AusNet (Victoria) — January 2008

Review of the Jurisdictional Decisions — Electricity TNSPs

SP AusNet
Capex

SP AusNet
Opex

Did the AER adopt a line-by-line approach to apmiythe
‘reasonably reflects’ criteria assessing expendur

Yes — the AER reviewed a number of specific
forecast capex projects.

Yes — the AER reviewed a range of opex expense
categories and subcategories.

Did the AER adopt a line-by-line approach to substig
expenditure?

Yes — the AER made adjustments to specific
projects and cost categories.

Yes — the AER made adjustments to specific
opex categories.

Did any AER substitute compriskfferentexpenditure?

Yes — SP AusNet proposed to undettaksformer
replacements in their initial and revised proposal,
However, the AER and PB concluded that the
transformer replacements could be deferred give
the availability of spare units ready to be plaied
service.

Yes — with regards to the power cables repair
project forecast, the AER agreed with PB that |t
was not necessary to test each joint after they
nwere removed. The AER removed the costs

relating to these tests from the project’s forecast

Did the AER consider the deliverability of expenadé?

No.

No.

Was the reasonablenesgatfal expenditure explicitly considered
by the AER?

Yes — the AER stated that “[u]nder cl. 6A.6.7(d) @
the NER the AER must not accept SP AusNet’'s
total proposed forecast capex of $860.42m, as it
not satisfied that it reasonably reflects the capex
criteria taking into account the capex factors” and
that the AER’s final decision “provides SP AusNe
with sufficient allowance to meet the capex
objectives over the forthcoming regulatory contro
period”.

f Yes — the AER stated that “is not satisfied that
the total opex forecast proposed by SP AusNet
sreasonably reflects the efficient costs of
achieving the opex objectives...” and that it “is
satisfied that the [AER’s] revised forecast of

t $979.29m ($2007-08) for the forthcoming peric
reasonably reflects the opex criteria, taking int
account the opex factors.”

da

O

Did the AER discuss an expenditure range?

No.

Yes —in order to determine the annual self-
insurance allowance for power transformers, the
AER took the average of the forecast in SP
AusNet'’s original proposal and its draft decisign.

Did the AER adopt sampling, and apply the outcorpeaditure
adjustments to projects which were not explicidyiewed?

No — PB concluded that “is not possible for it to
extrapolate findings from the detailed project

reviews to the balance of SP AusNet'’s forecast
capex allowance without undertaking a detailed

No.

bottom-up review of individual projects.”
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Did the AER (or its consultants) adopt benchmarRing

Yes — PB undertook benchmarking analysis with
regards to 70 individual base unit costs of SP
AusNet’s.

Yes — the AER used benchmarking to determi
the cost of management fees.

ne

If so, were substituted values based on benchnstirk&tes?

Yes — PB determined that SP AusNet's@ammiom
costs exceeded the benchmark and the AER agr
with PB in its final decision that it should rejétte
additional $0.69m of control building costs incldd
in SP AusNet’s revised cost estimate on the basi

that it exceeds its benchmark control room costs’].

No — it appears that the AER based its final
pekcision on SP AusNet's actual management {
expenditure as opposed to a benchmarked
P estimate.

D

Did the AER adopt other in-house assessment apipesaoodels?

No.

Yes — in order to determine the savings in
maintenance costs, the AER “implemented a
methodology recommended by PB. This
approach involved calculating the annual foreg
capex as a portion of the RAB replacement co
reducing this ratio by 30% to account for
expected maintenance savings, and then appl
this ratio in SP AusNet's opex model”.

ast
st,

ying

Did the AER employ consultants to review the NSBrecasts?

Yes.

Yes.

Did the AER elicit further substantiating eviderioen the NSP?

Yes — in its draft decision, the Ak&S not
satisfied with the proposed replacements of the
220kV and 66kV switchyards for the redevelopmg
of Brooklyn Terminal Station project.

SP AusNet provided “substantial amount of new
supporting material” in its revised proposal angl th
AER accepted that SP AusNet had now justified
need to replace the 220kV circuit breakers andte
of the 18 66kV circuit breakers.

Yes —in its draft decision the AER did not acc
SP AusNet’s maintenance forecast. However,
erfibllowing the provision of further information in
SP AusNet’s revised proposal the AER “now
satisfied that the NW contract savings assume|
SP AusNet's revised maintenance forecasts, g
heP AusNet's forecast taxes reasonably reflect
gfPex criteria, taking into account the opex

factors”.

2pt

din
nd
the

What was the total % adjustment made to expendituszasts by
the AER? (ie, AER Final Decision compared with NSiRitial
and revised proposals)

Initial proposal — 10 per cent reduction.
Revised proposal — 10 per cent reduction.

Initial proposal — 5 per cent reduction.
Revised proposal — 10 per cent reduction.
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1

Introduction

On 29 September 2011, the Australian Energy Regulator (AER) submitted a rule change
proposal to the Australian Energy Markets Commission (AEMC) in respect of the National
Electricity Rules (NER) and the National Gas Rules (NGR) (AER Rule Change
Proposal).

The AER Rule Change Proposal covers a range of matters related to economic regulation
of gas and electricity networks, including:

the framework for assessment of capital and operating expenditure forecasts under
the NER;

capital expenditure incentive schemes applying to electricity network businesses;
the rate of return framework applying to gas and electricity businesses; and
the regulatory decision making processes under the NER.
The Energy Networks Association (ENA) has asked Gilbert + Tobin to review specific
aspects of the AER Rule Change Proposal dealing with the decision making processes
under the NER and prepare a report which addresses the following questions:
whether the evidence from recent AER decision-making processes under the NER
supports the AER’s contentions as to the problems with the NER in this respect;

and

to the extent that there is evidence of problems with the existing provisions of the
NER, whether the AER Rule Change Proposal properly addresses these problems.

The specific matters we have been asked to review are:
submissions received during a determination process;
changes to expenditure factors related to the decision-making process;
identification and use of confidential information; and
correcting for material errors.

The remainder of this report addresses the above questions in respect of these four
process-related matters.

This report has been prepared by Catherine Dermody, a Partner in Gilbert + Tobin’s
Competition & Regulation group. Catherine provides advice in relation to electricity, gas
and telecommunications regulation, and has advised both regulators and regulated
entities in regulatory determination processes and merits reviews of those processes.
Prior to working at Gilbert + Tobin, Catherine spent six years at the Australian
Competition and Consumer Commission involved in infrastructure regulation and two
years as a legal advisor at the Office of Gas and Electricity Markets in the United
Kingdom.

In preparing this report Catherine has been assisted by Geoff Petersen and Samuel
McSkimming, lawyers in the Competition & Regulation group at Gilbert + Tobin.

Gilbert + Tobin
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2 Submissions during the regulatory process
2.1 The current framework

The NER currently requires consultation on a regulatory proposal submitted by a network
service provider (NSP) and on a draft decision by the AER.' As part of these consultation
processes the AER must invite submissions from any person, including the NSP. The
AER is to invite submissions on the regulatory proposal and draft decision within a
specified timeframe, which must be no earlier than 30 business days from the date of the
proposal or draft decision. The AER must have regard to any submissions received
within the specified timeframe and may (but is not required to) have regard to late
submissions.”

In addition to making written submissions, the NSP may (but is not required to) submit a
revised proposal within 30 days of the AER’s draft decision. In submitting a revised
proposal the NSP is limited to making revisions required to address matters raised in the
AER’s draft decision. Clause 6.10.3 (and similarly clause 6A.12.3) relevantly states:

@) In addition to making written submissions, the Distribution Network Service
Provider may, not more than 30 business days after the publication of the
draft distribution determination, submit a revised regulatory proposal to the
AER.

(b) A Distribution Network Service Provider may only make the revisions referred
to in paragraph (a) so as to incorporate the substance of any changes
required to address matters raised by the draft distribution determination or
the AER's reasons for it.

The AER may invite submissions on a revised proposal but is not required to.?
2.2 AER Rule Change Proposal

The AER Rule Change Proposal states that the existing rules have undermined the
incentives for NSPs to provide complete proposals including their best available
information. The AER submits that NSPs have been making substantial submissions
subsequent to their proposal or revised proposal, containing information which otherwise
should have formed part of their proposals.4

The AER considers that this creates two problems:5

it denies the opportunity for other stakeholders to consider this further information
when making submissions to the AER; and

once all of the prescribed consultation requirements are adhered to, the AER is left
with less (or arguably insufficient) time to assess any revised regulatory or revenue
proposal, take into account submissions and make a final determination.

! NER, clauses 6.9.3, 6.10.2, 6A.11.3, and 6A.12.3.
2 NER, clauses 6.10.1 and 6A.12.1.
® NER, clause 6.10.3(e).

* AER, Economic Regulation of Transmission and Distribution Network Service Providers: AER’s Proposed Changes to the
National Electricity Rules — Rule Change Proposal, September 2011, p 85.

® AER, Economic Regulation of Transmission and Distribution Network Service Providers: AER’s Proposed Changes to the
National Electricity Rules — Rule Change Proposal, September 2011, p 87.
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The AER acknowledges that there are circumstances in which it is appropriate for an
NSP to make a submission after lodging its revised proposal, including where there are
common issues across several proposals that are being considered concurrently by the
AER. In other circumstances however, the AER argues that NSPs should be precluded
from making submissions after lodging their revised proposal.

The AER’s proposed solution has two limbs:

First it is proposed that submissions by NSPs be restricted to circumstances where
there are concurrent proposals being assessed and an NSP wishes to address
material differences between its own proposal and that of another NSP being
considered concurrently.® All other submissions by an NSP that do not form part of
its proposal or revised proposal must not be taken into account by the AER.

Secondly it is proposed that the AER’s discretion to consider late or out-of-scope
submissions be removed.” Rather than retaining discretion to consider such
submissions, the AER proposes that the NER be amended so that it must not
consider any late or out-of-scope submission (this would include an NSP
submission that does not form part of its proposal or revised proposal, as referred
to in the first point).

2.3 Assessment of the AER Rule Change Proposal

The NER as currently drafted appears to contemplate at least four circumstances in
which an NSP may need to make further submissions to the AER, after submission of its
regulatory proposal:

having reviewed a proposal lodged contemporaneously by another business, the
NSP may need to make a submission on that proposal in order to contextualise
differences between its proposal and that lodged by the other business (this is
allowed by clauses 6.9.3 and 6A.11.3);

following the AER’s draft decision, the NSP may need to make revisions to its
proposal in order to incorporate the substance of issues raised in the AER’s draft
decision (contemplated by clauses 6.10.3 and 6A.12.3);

the NSP may need to otherwise respond to the AER’s draft decision where it does
not wish to incorporate the substance of issues raised by the AER (contemplated
by clauses 6.10.2 and 6A.12.3); and

the NSP may need to respond to further consultation initiated by the AER after the
draft decision, where the AER has undertaken new analysis which it seeks to rely
on in its final determination (this is currently contemplated by clauses 6.5.6(e)(3),
6.5.7(e)(3), 6A.6.6(e)(3) and 6A.6.7(e)(3), although the AER now proposes to
remove these provisions — refer to section 3).

The AER’s proposal would operate to foreclose NSP submissions in the third and
potentially the last of these circumstances®, while maintaining scope for submissions in
the other two circumstances. The AER appears to consider that the only legitimate

® AER proposed clause 6.9.3(c) and 6.10.2(c).
" AER proposed clause 6.14.1.

8 As noted in section 3 below, one effect of the AER’s proposed amendments would be to remove the requirement to publish
(and therefore consult on) new analysis that is to be relied on in making a final determination. Whilst the AER may potentially
still do this it would not be required to (refer to section 3 below for further discussion of this issue).
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reason for an NSP lodging a further submission (beyond its proposal and / or revised
proposal) is where it is commenting on differences between its proposal and that lodged
by another NSP.

(@) The experience so far with the existing rules

The experience so far indicates that NSPs may need to make further submissions in a
range of circumstances, not limited to the one circumstance contemplated by the AER. A
review of submissions by Distribution Network Service Providers (DNSP) made after
lodgement of their revised proposal is presented in Table 1. This review indicates that:

. The most common reason for DNSPs making further submissions is to respond to
matters raised in the draft decision that are not the subject of revisions to the
DNSP’s regulatory proposal. In many cases DNSPs do not incorporate all of the
revisions proposed by the AER in its draft decision and wish to make further
submissions in support of their original proposal in light of the AER’s reasons for its
draft decision. The AER’s draft decision will often state reasons for rejecting the
NSP’s original proposal and include or refer to evidence which the AER considers
supports its decision. DNSP submissions made subsequent to the draft decision
will typically respond to the AER’s reasons and supporting materials and set out
why the DNSP has not revised its proposal in light of the AER’s draft decision.
This is an important part of the regulatory process as it allows the AER’s evidence
(including any expert evidence) and reasons for rejecting the NSP proposal to be
properly tested. In a number of cases, this has exposed flaws in the AER’s
evidence and/or resulted in a change in AER approach between draft and final
decisions.®

. While DNSPs appear to have generally endeavoured to provide further
submissions at the same time as their revised proposal, this has proved difficult in
many cases. For most DNSPs, the six-week timeframe for responding to the draft
decision and revision of the regulatory proposal runs over the Christmas / New
Year period.lO This may create some obvious difficulties in collection of information
and preparation of the revised proposal. Therefore it appears that as a practical
matter DNSPs have often provided an initial submission with their revised proposal
on the due date for the revised proposal, followed by a further supporting
submission on the due date for submissions on the draft decision.

. Some DNSP submissions are to provide new information that has come to light
after submission of the regulatory proposal. Examples of this include the
submissions made by the Victorian DNSPs subsequent to submission of their
revised proposals in relation to the outcomes of the Victorian Bushfire Royal
Commission.”* The royal commission had delivered its final report just ten days
after the due date for revised proposals.

® For example in making distribution determinations for Victoria, the AER made substantial amendments to its energy sales
forecasts between its draft and final decisions, in response to submissions made by NSPs. The NSPs accepted some of the
adjustments made to their forecasts in the draft decision (specifically the moderation of presumed impacts of energy efficiency
measures) but also pointed out flaws in the methodology relied on by the AER. A number of these flaws (in particular the
AER’s reliance on out of date VENCorp data) were acknowledged by the AER in its final decision, resulting in a substantial
downward adjustment of its energy sales forecasts for Victoria (AER, Final decision: Victorian electricity distribution network
service providers distribution determination 2011-2015, October 2010, p 147).

1 For DNSPs in New South Wales, Queensland, South Australia and Tasmania, the AER’s draft decision is published at the
end of November and their revised proposal is due around the second week in January. Only in Victoria does this process
occur in the middle of the calendar year.

" Citipower / Powercor, Victorian Bushfire Royal Commission — Implications of Final Report for the EDPR, 19 August 2010.
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. Several submissions made subsequent to a revised proposal were to address
matters raised in stakeholder submissions. In some cases stakeholders have
raised significant new issues or proposed alternative methodologies for calculation
of various inputs (e.g. the Energy Users Association of Australia have proposed
alternative methodologies for determining the cost of debt and greater use of
benchmarking in assessment of expenditure forecasts).”> DNSPs have sought to
respond to these submissions in order to address the matters put against their
regulatory proposals.

. Some submissions have been made in response to new material or analysis
introduced by the AER late in the process (i.e. after the draft decision). In some
cases the AER has consulted formally on this new analysis, while in other cases it
has not. Examples of where the AER has and has not consulted on new analysis
are set out in section 3.

Table 1: Submissions by DNSPs made after submission of revised regulatory proposal

DNSP Date Content of submission Permitted under
AER proposal?

Energy 16 Feb Response to draft decision and provision of further No
Australia 2009 information in support of revised proposal. This
included a submission and expert report in response
to the AER’s decision to withhold agreement to the
proposed averaging period, a decision which the
Tribunal ultimately found to be in error.*?

Energy 16 Feb Addressing differences between EA and other NSP Yes
Australia 2009 submissions.
Energy 6 March Responding to other stakeholder submissions. No™

Australia 2009

Country 16 Feb Response to draft decision, including updating of No
Energy 2009 forecasts that had not been updated in time for the
revised proposal.

Integral 16 Feb Response to draft decision and provision of further No
2009 information in support of revised proposal (including
updates for impact of global financial crisis on
WACC and sales forecasts).

ActewAGL | 16 Feb Further detail on mechanism for recovery of direct No
2009 costs associated with ACT feed-in tariff scheme.

2 For example: Energy Users Association of Australia, Submission to the Australian Energy Regulator on its Draft Decision on
the Revenue and Price Proposals by the Victorian Electricity Distributors for the Period 2011-2015, August 2010; Bruce
Mountain, Analysis of the Australian Energy Regulator’s assessment of the Debt Risk Premium in its Draft Decision on price
controls for the period 2010/11 to 2015/16 for the Victorian electricity distributors: A report to the Energy Users Association of
Australia, August 2010.

'3 Application by EnergyAustralia and Others [2009] ACompT 8.
* The AER notes that the proposed rules would not restrict NSPs’ ability to make submissions on submissions from other
stakeholders into the transmission or distribution determination process (AER, Economic Regulation of Transmission and

Distribution Network Service Providers: AER’s Proposed Changes to the National Electricity Rules — Rule Change Proposal,
September 2011, p 89), however it is not clear that this would necessarily be permitted under the AER’s proposed drafting.
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DNSP Date Content of submission Permitted under
AER proposal?
Energex 15 Feb Response to draft decision and provision of further No
2010 information in support of revised proposal.
ETSA 15 Feb Response to stakeholder submissions on ETSA’s No
Utilities 2010 original proposal in relation to network utilisation.
ETSA 15 Feb Submission and expert report in relation to debt No
Utilities 2010 raising costs (foreshadowed in revised proposal that
ETSA had engaged PwC to evaluate debt raising
costs).
Citipower / | 19 Aug Submission in relation to findings of the Victorian No
Powercor 2010 Bushfire Royal Commission, which delivered its final
report on 31 July 2010, 10 days after the date for
revised proposals.
Citipower / | 6 Aug Expert report from PwC re close out of S factor No
Powercor 2010 scheme
Citipower / | 19 Aug Submission and witness statement in relation to No
Powercor 2010 debt raising costs, including correction to figures in
revised regulatory proposal.
Jemena 19 Aug New information on three issues: (i) bushfire pass No
2010 through event (information from the Royal
Commission report dated 31 July 2010); (ii) new
electricity safety regulations developed in
consultation with Energy Safe Victoria ; and (i) the
value of imputation credits (a new expert report on
multicollinearity).
UED 20 Aug Expert reports in relation to sales forecasts and No
2010 gamma (multicollinearity).
Citipower / | 24 Sep Response to expert report on DRP submitted by the No
Powercor/ | 2010 Energy Users Association of Australia in response to
Jemena / the AER draft decision.
UED/
SPAusnet
Jemena 24 Sep Response to submissions from other stakeholders No
2010 (including submissions from the Minister for Energy
and Resources and the Streetlight Group of
Councils, both interveners in the subsequent merits
review proceedings).
Citipower / | 11 Oct Response to AER consultation on hew approach to Only if AER
Powercor/ | 2010 determining the debt risk premium. AER ultimately chooses to
Jemena / changed its approach following this consultation, consult (see
UED/ recognising some of the points made in section 3)
SPAusnet submissions.
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Under the AER Rule Change Proposal, almost all of the DNSP submissions listed in
Table 1 would have been precluded (or at least the AER would likely have been
precluded from given any consideration to them). The one exception to this would have
been EnergyAustralia’s submission addressing differences between its proposal and
those of the other NSW DNSPs.

Additionally, the AER Rule Change Proposal would have precluded submissions at the
time of the revised proposal, to the extent that those submissions supported positions in
the original proposal (i.e. to the extent that the DNSP was not revising its proposal to
incorporate the substance of matters raised in the AER draft decision). DNSPs would
have been prevented from responding to any reasoning or evidence relied on by the AER
in coming to its preliminary decision and would have been limited to revising their
proposal in accordance with the decision.

(b)  Restriction of circumstances in which submissions may be accepted by the AER

Given the range of circumstances in which submissions have been made (and may be
made in future), the AER Rule Change Proposal would seem overly prescriptive and
unduly restrictive in this regard.

The submissions listed above are entirely appropriate given the circumstances and would
be likely to assist the AER in making its decision. Where new and relevant information
comes to hand it is appropriate that the NSP have an opportunity to identify this and allow
the AER to take it into account. Restricting the AER’s ability to take into account new or
updated information will reduce the quality of decision-making. In this regard it is noted
that the AER often “updates” various inputs just prior to the making of its final decision,
which we understand sometimes occurs without consultation with the relevant NSP or
other stakeholders.

Moreover, as a matter of procedural fairness, an NSP should be entitled to respond to
reasoning and evidence put against its proposal by other stakeholders. The
determination to be made by the AER is based on the NSP’s costs and other business
information. To the extent that other stakeholders are making submissions as to the
appropriate level of costs for the NSP, the NSP itself should have an opportunity to
respond to these submissions. Exposing the AER’s analysis and evidence to scrutiny by
the NSP (and other stakeholders) allows its probative value to be properly tested, and
ensures that only the most robust analysis and evidence is relied upon in making a
determination. On the other hand opacity of analysis and evidence creates a risk that
decisions will be based on flawed evidence and at the very least reduces confidence in
the robustness of decision-making.

To the extent the AER perceives there are deficiencies in the NER that are resulting in
less consultation and time for the AER to make its decision, reducing the opportunity for
NSPs to put forward relevant information in the determination process is not the right
response. Such an approach will almost certainly exclude submissions which are justified
and prevent the AER from having regard to highly relevant and useful information.

If there is an issue with misuse of the opportunity to provide submissions on the draft to
withhold information from the original submission, then the solution is to include a
discretion to give less weight to late or out-of-scope submissions where there is no
sufficient justification for their lateness. This would allow the AER to have regard to
submissions where they are relevant but justifiably late or out-of-scope, while giving little
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or no weight to late material that ought to have been included with the NSP’s regulatory
proposal.

The discretionary model currently applies under the NER", and therefore there appears
to be no need for amendment. Nonetheless, in section 2.4 an alternative model is set out
which could also operate to address the concerns raised by the AER with the current
framework.

(c)  Preclusion of NSP submissions on the draft decision (other than revisions)

As noted above, one effect of the AER Rule Change Proposal is to prevent NSPs from
making submissions on the AER’s draft decision. The NSP may revise its proposal to
incorporate the substance of any changes required to address matters raised by the draft
determination or the AER'’s reasons for it (as it can under the existing rules) but it would
be precluded from making submissions on other matters.

The AER appears to consider that the existing framework which allows for submissions in
response to the draft decision undermines NSP incentives for full upfront disclosure. ™
However NSPs cannot be expected to pre-empt or foresee what will be put against their
proposal so in effect cannot be given an incentive to respond to the “unknown” in their
original proposals. The opportunity for NSPs to respond to the draft decision is not simply
another opportunity to put material in support of their original proposal, Rather, it is to
allow NSPs to consider and assess the reasoning and evidence relied upon by the AER
in its draft decision and identify any deficiencies or errors.

Moreover NSPs continue to face incentives to fully disclose all relevant information as
early as possible in the process as this ensures that it will be given proper weight by the
AER. As the AER has discretion to give less weight to late information, NSPs withholding
information run the risk of this being given less weight (or no weight) by the AER in its
decision-making. A further incentive is in the merits review provisions in the NEL. To the
extent that an NSP conducts itself in a manner that results in the making of a decision of
the AER being delayed, this is a ground on which the Tribunal may refuse to grant leave
to apply for merits review.

Once again, as a matter of procedural fairness, an NSP must be provided with an
adequate opportunity to respond to matters put against its regulatory proposal. Allowing
the NSP to respond provides for exposition of errors or deficiencies in the AER’s
reasoning and evidence and ensures that only the most probative analysis is relied on in
making the final determination. It is in the AER’s draft decision that the NSP will see for
the first time the AER’s reasons (and the material upon which those reasons are based)
for not accepting any elements of the regulatory proposal. To ensure that the final
decision is appropriate and properly considered, it is important that an NSP is provided
with the opportunity to respond to the matters raised in the draft decision beyond those
aspects where it revises its proposal.

'® Currently, the AER may have regard to late submissions, but is not required to (NER, clauses 6.14(a), 6A.16(a)).

® AER, Economic Regulation of Transmission and Distribution Network Service Providers: AER’s Proposed Changes to the
National Electricity Rules — Rule Change Proposal, p 85.

7 National Electricity Law, section 71H(2)(a)(ii).
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Precluding any further submission by the NSP (other than revisions to its proposal)
potentially diminishes the robustness of the regulatory process, a point that was
recognised by the AEMC in its rule determination establishing Chapter 6A:*®

The Commission considers that well designed procedural requirements assist in
compelling the regulator to administer the regulatory regime in an appropriate
manner and for the business to put forward a complete and thorough Revenue
Proposal. In this instance, an appropriate manner includes providing opportunities
for regulated businesses and interested stakeholders to make submissions to the
regulator, and provide an opportunity for full and thorough analysis of the
submissions and the regulator’s decision. This manner of transparent decision
making is conducive to reducing regulatory risk, reducing the probability of error and

decreasing the administrative costs of regulation.

The existing provisions of Chapter 6A (which allow for NSP submissions on the draft
decision) were drafted with this in mind and also recognising the recommendations of the

MCE Expert Panel on Energy Access Pricing.*

2.4 Alternative solutions to issues raised by the AER

The AER Rule Change Proposal seeks to address two problems that it says are created

by NSPs making substantial submissions late in the process:

the ability for other stakeholders to consider and make meaningful submissions is

potentially compromised; and

the timeframe for AER decision-making is compressed where substantial new

information is provided subsequent to the regulatory proposal.

These are legitimate matters which warrant consideration. However for the reasons set
out above what has been proposed by the AER may not be a proportionate solution and

may in fact operate to reduce the efficacy and robustness of the decision-making
process. An alternative process that would appear to address the AER’s perceived

concerns (if the AER’s concerns are well founded) while promoting the robustness of
decision-making would be to augment the consultation process and include greater scope
for stakeholder participation and / or safeguards to ensure that the AER has sufficient

time to consider all submissions.

An alternative means of promoting greater stakeholder involvement would be to introduce

a process of submissions and cross-submissions on the draft decision and revised

regulatory proposal. Under this model, provision for submissions on the draft decision
and revised proposal by all stakeholders (including the NSP) would remain and there
would additionally be an opportunity for cross-submissions shortly after this. Cross-
submissions could be limited to responding to matters raised in primary submissions and

could therefore be due a short time after primary submissions (say, two weeks

afterwards). This model is used as a matter of practice by the New Zealand Commerce

Commission.

Introducing a process of submissions and cross-submissions would potentially improve

the robustness of the regulatory process by:

8 AEMC, Rule Determination: National Electricity Amendment (Economic Regulation of Transmission Services) Rule 2006 No.

18, 16 November 2006, p 110.
% Expert Panel on Energy Access Pricing, Report to the Ministerial Council on Energy, April 2006, p 89.
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allowing all stakeholders (including the NSP) to consider and respond to the
reasoning and evidence presented in the AER draft decision;

allowing stakeholders to consider and comment on both the NSP’s regulatory
proposal and any further submissions made by the NSP in response to the draft
decision; and

allowing the NSP to respond to any submissions made by third parties on its
regulatory proposal.

We note that this may require some adjustment to the decision-making timeframe, as an
extra two weeks (or similar period) would be required for cross-submissions. However
such an adjustment would be relatively minor, and would be justified given the benefits in
terms of the robustness of the regulatory process.

Finally, it is important to note that augmenting the consultation process in this way would
not alleviate the need for AER discretion in treatment of late submissions. There may still
be circumstances in which further submissions are necessary, and the AER should
maintain discretion to deal with such late submissions on a case-by-case basis.

However, the fact that cross-submissions are available to respond to matters raised in
other stakeholder submissions may potentially bear on the AER’s exercise of its
discretion, particularly if a late submission relates to matters that should have been dealt
with in cross-submission.

3 Process-related changes to expenditure factors
3.1 The current framework

In each of clauses 6.5.6, 6.5.7, 6A.6.6 and 6A.6.7, certain factors are listed which the
AER must have regard to in deciding whether forecast expenditure satisfies the relevant
criteria. These expenditure factors include three matters that are referred to by the AER

as “process factors”:?°

(a) the information included in or accompanying the building block proposal;
(b) submissions received in the course of consulting on the building block proposal;

(c) analysis undertaken by or for the AER and published before the distribution
determination is made in its final form.

A number of other expenditure factors appear in clauses 6.5.6, 6.5.7, 6A.6.6 and 6A.6.7
(referred to by the AER as “substantive factors”). These other factors and the AER’s
proposed changes to them are not considered as part of this report.

3.2 The AER Rule Change Proposal

The AER proposes that the “process factors” be moved from clauses 6.5.6 and 6.5.7,
(6A.6.6 and 6A.6.7 for transmission) to Part E of Chapter 6 (6A) which deals with the
decision-making process more generally. However, what the AER proposes is not a

% NER, clauses 6.5.6(e), 6.5.7(¢), 6A.6.6(e) and 6A.6.7(e). These three factors are referred to as “process factors” in the AER
Rule Change Proposal (AER, Economic regulation of transmission and distribution network service providers: AER’s Proposed
Changes to the National Electricity Rules — Rule Change Proposal, September 2011, p 34).
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3.3

direct transposition of these process factors into Part E, but rather an augmentation and
transposition.

It is proposed that the process factors be placed in clause 6.10.1 and 6.11.1 (6A.12.1 and
6A.13.1 for transmission) in the following amended form:

Subject to the Law and rule 6.14, the AER must:

@) consider any written submissions made in accordance with rule 6.9;
(b) consider any regulatory proposal submitted under rule 6.8 or 6.9;
(c) have regard to analysis undertaken by or for the AER

The AER states that the movement of these factors removes the ambiguity that was
created by co-location of procedural and substantive matters in the list of expenditure
criteria.

Additionally, the AER considers that substantive amendment to the third process factor is
required to remove the requirement for any AER analysis to be published prior to the
distribution determination being made. The AER states that this requirement has the
potential to make the decision making process unworkable within prescribed timeframes
as it creates a cycle of publishing analysis which leads to further submissions and
analysis.

Assessment of the AER Rule Change Proposal

When the “process factors” were drafted into the NER, the AEMC highlighted the
importance of listing key inputs into the decision-making process and improving the
transparency of the regime through prior publication of key AER analysis. The AEMC
noted:*

In relation to the comments on the specific criteria set out in the Proposed Rule, the
Commission does not concur with the view that explicitly requiring the AER to
consider the information contained in the Revenue Proposal and in submissions is
unnecessary. Both the Revenue Proposal and submissions are key inputs into the
regulator’'s assessment, and so should be referenced directly in the list of
assessment criteria. The Commission also notes that the reference to ‘published’
analysis is intended to ensure that analysis conducted by, or on behalf of, the
regulator is made available for public scrutiny, improving the transparency of the
overall regime.

As was observed by the AEMC, transparency is a critical feature of good regulatory
practice as it promotes confidence in the regime and provides for better quality decision
making. Exposing analysis and reasoning to public scrutiny allows its probative value to
be properly tested, and ensures that only the most robust analysis and evidence is relied
upon in making a determination. On the other hand opacity of analysis and evidence
creates a risk that decisions will be based on flawed evidence and at the very least
reduces confidence in the robustness of decision-making. It follows from this that if
transparency is to be removed from any part of the decision-making process, there would
need to be substantial offsetting benefits to justify this.

2L AEMC, Draft Rule Determination: Draft National Electricity Amendment (Economic Regulation of Transmission Services) Rule
2006, 26 July 2006, p 55.
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The AER suggests that the requirement to publish analysis prior to making a
determination has the potential to make decision making processes unworkable.
However, the AER does not refer to any specific problems encountered in recent
processes, and our review of recent decisions does not reveal any problem with the
requirement for publication and transparency of analysis.

In one case where the AER has been required to undertake further analysis, it has had
sufficient time to publish and consult on this prior to making its determination. This was
the case of the Victorian electricity distribution price review where the AER changed its
approach to estimating the debt risk premium late in the process (after submission of
revised proposals) in light of new information.” The AER was able to consult on its new
approach and take into account submissions prior to making its distribution
determinations for the Victorian DNSPs.?®* The AER ultimately changed its approach to
determining the debt risk premium from that foreshadowed in its consultation, recognising
some of the points made in submissions.

This can be contrasted with a situation where the AER has relied on new analysis and
evidence in making a final determination, but has not published or consulted on this prior
to issuing its determination. In making distribution determinations for South Australia and
Queensland, the AER relied on two expert reports in relation to gamma (the assumed
utilisation of imputation credits) which were not published or consulted on prior to the final
decision being made. On review of the AER’s gamma decision, the Tribunal ultimately
found errors in the AER'’s interpretation of these expert reports.”* Had the AER consulted
prior to making its decision on the basis of these expert reports, these errors of
interpretation may have been identified.

Thus, the experience so far demonstrates the benefits of transparency in terms of
exposing errors or deficiencies in reasoning and ensuring that only the most probative
evidence is relied on in decision-making. As the requirement for transparency does not
appear to have caused difficulties so far (the AER only identifies potential for problems in
future), it should be maintained in the NER.

4

Claims for confidentiality

The current framework
(8) Confidentiality claims in a regulatory proposal

In its regulatory proposal, a DNSP is required to provide an:

22 Shortly after the Victorian DNSPs submitted their revised proposals, a number of events occurred which caused difficulties for
the AER in applying its previously foreshadowed approach to determining the DRP. This included the cessation of publication
of fair value curves by CBASpectrum (upon which the AER had previously relied as a source of data) the emergence of new
information from recently issued bonds and the handing down of a decision on the debt risk premium by the Australian
Competition Tribunal in the merits review proceedings brought by ActewAGL (AER draft approach for measuring the debt risk
premium for the Victorian Electricity Distribution Determinations, 27 September 2010).

% |t is apparent from the AER’s final decision that it did take into account the submissions it received. Following consideration of
these submissions, the AER materially changed its approach to determining the debt risk premium from that foreshadowed in
its consultation (the AER decided that instead of placing equal weight on the Bloomberg fair value curve and the APT bond
yield, it would place 75% weight on Bloomberg and 25% weight on the APT bond).

 Application by Energex Limited (No 2) [2010] ACompT 7, at [97]-[98]. The AER had relied on passages from one of these
expert reports (a report by Professors McKenzie and Partington) to support its approach to determining the value of imputation
credits. This approach involved averaging estimates from two different types of studies, an approach which the Tribunal
concluded had no logic to it (Application by Energex Limited (No 2) [2010] ACompT 7, at [95]). The Tribunal stated that the
passages relied on by the AER cannot underpin the its specific approach to the determination of theta.

Gilbert + Tobin

20641549_4.doc page | 12



...indication of the parts of the proposal (if any) the Distribution Network Service

Provider claims to be confidential and wants suppressed from publication on that
25

ground.

Although there is not an equivalent provision for Transmission Network Service Providers
(TNSP) in Chapter 6A or in relation to the submission of a revised proposal by a DNSP,
to the extent a NSP does not want the AER to disclose information on the ground that it is
confidential, as a matter of practicality, the NSP would need to identify this information.”®

Once information is so identified, the AER must take all reasonable measures to protect
that information from unauthorised use or disclosure.?” The AER is however, permitted to
disclose information to the Australian Competition and Consumer Commission (ACCC),
the AEMC, the Australian Energy Market Operator (AEMO), or any consultant engaged
by those bodies.?® It is also authorised to disclose information in connection with the
exercise of its statutory obligations,”® where it has obtained written consent,* in
connection with court or tribunal proceedings,*" or to afford a party procedural fairness.*

Further, the AER has a power to disclose confidential information where it considers that
the public benefit of so doing outweighs any detriment to the person that provided the
information.® It is therefore open to the AER, where it considers that the integrity of a
public consultation process may be undermined by confidentiality claims, and an NSP
refuses to consent to disclosure, to release information on public benefit grounds. It is
also open to the AER to disclose information that is not genuinely confidential, given the
clear public interest in transparency.

(b)  Confidentiality claims in consultation submissions

Under the NER, the AER is required to consult publicly on a NSP’s regulatory proposal,34
with any person being able to make a submission. It is open to a person making a
submission to identify as confidential certain material in their submission, with the AER
not being authorised to publish that material,* subject to the circumstances set out above
where disclosure is authorised.*® As with confidential information in a regulatory
proposal, the AER is able to disclose confidential information in a submission on public
benefit grounds or with written consent.

Further, where confidential information is received in a submission, the AER is explicitly
authorised to:

® NER clause 6.8.2(c)(6).

%% Section 44AAF of the Competition and Consumer Act 2010 (Cth) would then apply to this information (section 18 of the
National Electricity Law).

2" Competition and Consumer Act 2010 (Cth), s 44AF(1); National Electricity Law, s 18

%8 Competition and Consumer Act 2010 (Cth) s 44AF(3) ; National Electricity Law, s 18

# National Electricity Law, section 28W.

% National Electricity Law, section 28X.

3 National Electricity Law, section 28Y.

% National Electricity Law, section 28Y.

* National Electricity Law, section 28ZB.

¥ NER clauses 6.9.3 and 6A.11.3.

* NER clauses 6.14(d), 6A.16(d) and section 44AAF of the Competition and Consumer Act 2010 (Cth).
* NER clauses 6.14(f), 6A.16(f) and section 44AAF of the Competition and Consumer Act 2010 (Cth).
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4.2

... give such weight to [that] confidential information ... as it considers appropriate,
having regard to the fact that such information has not been made publicly
available.*

There is not an equivalent provision with respect to confidential information received in a
regulatory proposal.

The AER Rule Change Proposal

The AER claims that it does not have the ability to determine the weight that should be
afforded to information in a regulatory proposal in light of what it considers to be the
opportunity for stakeholders to scrutinise and comment on the information.*

The AER further submits that the current rules do not permit the AER to determine the
weight that should be given to information which is subject to a claim for confidentiality.

...the current rules do not provide for the AER to exercise its judgment determining
the weight that is to be given to confidential information in a regulatory or revenue
proposal.*®

This, the AER claims, is inconsistent with the position with respect to submissions and
that the Rules should therefore be amended in order to provide the AER with the same
discretion to apply the weight that it considers to be appropriate to confidential information
as it has under the NER in relation to confidential information in stakeholders’
submissions.”® The AER submits that such an amendment would improve the balance to
be struck between confidentiality and transparency by providing an incentive on NSPs to
restrict confidentiality claims.*

In its supporting materials the AER does not identify a particular instance where it would
have exercised a power to determine the weight given to confidential information in a
regulatory proposal. In lieu of that, we have reviewed the AER’s electricity distribution
and transmission determinations to identify examples where the AER has been referred
to any restriction on its ability to test the veracity of confidential information due to
confidentiality restrictions, and has considered itself “unable to determine the weight” that
should be afforded to that information. More broadly, we have reviewed the AER’s past
decisions to determine whether the AER has previously found that an NSP has made
excessive confidentiality claims.

¥ NER clauses 6.14(e) and 6A.16(e).

* AER, Economic regulation of transmission and distribution network service providers: AER’s Proposed Changes to the
National Electricity Rules — Rule Change Proposal, p 18.

¥ AER, Economic regulation of transmission and distribution network service providers: AER’s Proposed Changes to the
National Electricity Rules — Rule Change Proposal, p 90.

0 AER, Economic regulation of transmission and distribution network service providers: AER’s Proposed Changes to the
National Electricity Rules — Rule Change Proposal, p 91.

“1 AER, Economic regulation of transmission and distribution network service providers: AER’s Proposed Changes to the
National Electricity Rules — Rule Change Proposal, p 18.
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(@) The AER can already determine the weight that should be afforded to information
in a regulatory proposal

A review of regulatory determinations has not revealed any instances where the AER has
lacked “the ability to determine the weight that should be afforded to ... information [in a
regulatory proposal]”.42

This is unsurprising, as the AER, being a decision-maker whose role includes assessing
the relative weight to be given to a whole range of material and evidence, is able to
determine the weight that it will give to that information submitted to it in a regulatory
process. While the AER lacks an explicit statutory power to determine the appropriate
weight to be given to information that is subject to a claim for confidentiality, it is clearly
open to the AER to weight that information (regardless of its source) by reference to
whether it is satisfied that the information has been thoroughly tested and is thus reliable.

It follows that where an obligation of confidence prevents the AER being able to test
evidence provided to it in a regulatory proposal, it is open to the AER, subject to the
dictates of procedural fairness and reasonableness, to give that evidence less weight or
to reject it. This is not something that requires legislative authority, but is an obvious and
necessary part of any decision-making process where the veracity of information needs to
be established.”® In short, if the AER cannot be satisfied that certain information is
accurate or relevant due to restrictions on its use, it is clearly open to the AER to give it
less probative value. This is apparent in the AER’s past practice and in certain of its
decision-making guidelines.

For example, in at least two prior revenue determinations, NSPs have sought to rely on
energy demand forecasts prepared by the National Institute of Economic and Industry
Research (NIEIR). On both occasions, the AER found that, due to its inability to assess
the proprietary NIEIR methodology, it could not be satisfied that the model was
probative.** The AER did not suggest in either case that this approach was not open to
the AER. By way of further example, in a number of decision-making guidelines, the AER
indicates as a matter of general principle that as the AER may be restricted from testing
the veracity of information that is subject to a claim for confidentiality “it may be necessary
to give less weight to the information in making its decision”.*

The ability of the AER to appropriately weight information that is subject to a claim for
confidentiality and that the AER considers it is unable to test is not equivalent to what is
now proposed in the AER Rule Change Proposal. For the reasons given below, the
AER’s proposed change will substantially alter the calculus it applies when assessing
confidential information.

“2 AER, Economic regulation of transmission and distribution network service providers: AER’s Proposed Changes to the
National Electricity Rules — Rule Change Proposal, p 18.

“ 1t is a requirement that the AER make its decision on the basis of probative material; that is, upon material that tends logically
to show the existence or non-existence of facts relevant to the issue to be determined. Failure to comply with this requirement
may amount to a judicially reviewable error of law: Australian Broadcasting Tribunal v Bond (1990) 170 CLR 321 at 358. There
is not, nor there could be, a requirement for the AER to make its decision on the basis of unreliable (and therefore, not
probative) material. Further, where the material on which the AER proposes to base its decision has any probative value, the
relative weight to be placed on that material is a matter for it: R v Deputy Industrial Injuries Commissioner; Ex parte Moore
[1965] 1 QB 456 at 488 (per Diplock LJ); Sloane v Minister for Immigration Local Government & Ethnic Affairs (1992) 37 FCR
429 (per French J). It would therefore appear to be open for the AER to appropriately weight information where it was unable
to satisfy itself as to the veracity of the information.

“ AER, Queensland Distribution Determination 2010 — 11 to 2014-15: Final Decision, May 2010, p 61; SA decision, p.58 AER,
South Australia Distribution Determination 2010 -11 to 2014-15: Final Decision, May 2010, pp 58, 66.

5 AER. Regulatory Test Dispute Resolution Guidelines, November 2007, pp 21 — 22; see also, AER, Access Arrangement
Guideline, March 2009, p 35.
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(b)  There is no evidence that excessive claims of confidentiality are undermining the
regulatory process

We have not been able to identify a (public) example of the AER indicating that
confidentiality claims were excessive, and exercising its powers to require the disclosure
of that material.*

Indeed, the sole instance where we have identified the AER voicing concerns as regards
the provision of confidential information (and then, not in a regulatory proposal) was with
respect to a confidential dataset that the AER erroneously made public. In the course of
the NSW Distribution Determination, EnergyAustralia provided information to the AER in
response to certain information requests, from which the AER derived a schedule of
prices that was disclosed in a draft supplementary decision.”” EnergyAustralia claimed,
and the AER accepted, that this material was confidential and its disclosure had breached
the provisions of the National Electricity Law, and it was subsequently removed from the
public record.*® There does not seem to have been any question that the relevant
information was reliable, given that the AER had sought to rely on it, and equally, no
question that the material was in fact confidential, given that the AER accepted
EnergyAustralia’s request for confidentiality.

Nevertheless, the AER indicated that:

The AER considers that in the absence of competitive pressures, the NSW DNSPs
should give greater consideration to their customers in an effort to ensure that they
understand the basis on which their prices have been developed and to allow them to
make informed submissions to the AER.

In the absence of full disclosure of information, the AER considers that the next best
option is ensuring regulatory accountability through transparency of its own
regulatory processes. The AER is hopeful that this will provide customers a degree
of comfort that the information the AER has relied upon is both credible and
consistent.*

There is no question that confidentiality claims ought not to undermine the integrity of a
public and transparent decision-making process. However, in this instance, it is notable
that the AER did not invoke its power to require EnergyAustralia to disclose the
information, nor did it indicate that confidentiality claims limited its ability to assess the
data provided.

4.3 Assessment of the AER Rule Change Proposal

There is a clear difference between a person voluntarily making a submission to a
regulator which is required by law to conduct a public consultation process, and a person
being compelled by statute to disclose business information to a public authority. In the
former case, the expectation of confidentiality is attenuated by the voluntary nature of the
disclosure, whereas in the latter it is naturally heightened by the increased commercial
risks and sensitivities associated with compelling the production of business records.

“® It is possible that the AER has privately indicated that NSPs that it would so were confidentiality claims not withdrawn.
47 AER, New South Wales Distribution Determination 2009-10 to 2013-14: Final Decision, 28 April 2009, p 336.
“8 AER, New South Wales Distribution Determination 2009-10 to 2013-14: Final Decision, 28 April 2009, p 336.
49 AER, New South Wales Distribution Determination 2009-10 to 2013-14: Final Decision, 28 April 2009, p 336.
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Such risks are particularly acute in the context of revenue determinations, given the
requirement that regulatory proposals contain sensitive, forward-looking cost and revenue
data. Itis for this reason that the regulatory framework contains strong protections with
respect to information that is compulsorily provided to the AER, which necessarily differ
from the position with respect to information that is volunteered to the AER by a third

party.

It follows that the Rule Change Proposal cannot be described as an uncomplicated
amendment to make the NER internally consistent. There are important and necessary
differences in the NER between the treatment of information that is voluntarily disclosed
and information that is compulsorily disclosed.

(@) The AER Rule Change Proposal would undermine the quality of decision-making

As stated above, the AER has an ability to appropriately weight information where it forms
a view that the information is not reliable or relevant. That particular ability is an inherent
part of fact-finding and regulatory decision-making, and does not require explicit
authorisation in the NER. A clear basis on which the AER might find that information is
unreliable is that it is not been able to thoroughly test it by way of market inquires due to
confidentiality restrictions.

The AER Rule Change Proposal goes beyond this particular ability however, by
permitting the AER to give information less weight even where it has not formed a view
that the information is unreliable. In particular, the proposed amendment to the Rules
reads:

The AER may give such weight to confidential information ... in a regulatory proposal
or ... in a revised regulatory proposal, as it considers appropriate, having regard to
the fact that such information has not been made publicly available.

This provision would appear to give the AER an unconfined discretion to assign weight to
confidential information in a regulatory proposal. The power would potentially be
extremely broad, and would go beyond the AER giving weight to information in the
context of assessing whether the material is reliable and other circumstances
concomitant with good decision-making. It would be open to the AER, for example, to
rely on this provision to disregard relevant considerations due to their status as
confidential, not because the AER had reason to believe they lacked relevance, reliability
or probity.

Such a broad discretion to give less weight to information for the sole reason that it was
subject to a claim for confidentiality would be undesirable and has the potential to
undermine the integrity of the AER’s decision-making processes. It ought reasonably to
be expected that the AER would have regard to all relevant information provided to it by
an NSP, and would give weight to that information on the basis of its probative value. Itis
not desirable that the AER would give weight to relevant information based on other
considerations, including broader considerations about the public interest in
transparency. It would, in our view, compromise the ability of the AER to reach a correct
and preferable decision under the NER for it to disregard or give less weight to probative
information, regardless of the merit of its reasons for doing so.

(b)  The AER Rule Change Proposal is disproportionate to deal with perceived
concerns that there are excessive claims for confidentiality

That we are cautious about supporting a Rule Change Proposal that would allow the AER
to disregard relevant, reliable or probative data, is not to say that we do not share the
AER'’s view that there is a clear public interest in transparent decision-making. Rather,
our point is simply that allowing the AER to disregard valuable information and thereby
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potentially compromise the quality of the relevant decision cannot be the least cost way to
maximise transparent decision-making.

It is first worth noting, as above, that on a review of the AER’s decisions, we have not
found any support for the view that excessive confidentiality claims are undermining
transparency.

That said, to the extent that there is a problem, facilitating greater reliance by the AER on
its existing powers to compel the disclosure of confidential information would clearly be a
superior alternative to the AER Rule Change Proposal. Those powers allow the AER to
disclose information when it is in the public interest for it to do so. This directly addresses
the relevant problem (that is, transparency), unlike the AER Rule Change Proposal that
only indirectly encourages disclosure and only then by altering in uncertain ways the
character of the AER’s substantive decision-making processes.

Further options open to the AER would include developing systems for limited disclosure
to third parties, including greater use of confidentiality rings and/or third party non-
disclosure agreements. Such limited disclosure regimes are commonly used by
regulators in other industries, including the ACCC. For example in telecommunications,
the ACCC typically negotiates with carriers for limited release of confidential information
to third parties, subject to those third parties executing appropriate confidentiality
undertakings.50 To our knowledge, the AER has never approached electricity NSPs and
sought to implement such a solution.

The above position is consistent with previous public statements by the AER. The AER
has previously recognised that it is inappropriate to apply a fixed rule to the weighting of
information that is subject to a claim for confidentiality and that it is possible to put in
place regimes for the limited disclosure of such information where that is appropriate.
Referring to an earlier decision of the ACCC in respect of TransGrid, the AER noted:**

As a general rule, the AER does seek to disclose submissions relating to a regulatory
decision to interested parties. However, the AER cannot adopt an inflexible rule of
rejecting (or accepting) confidential submissions in every case. It must consider the
merits and the consequences of each claim of confidentiality. In its not unknown for
parties to submit information to a regulator on a confidential basis, or for the regulator
to accept information on that basis where a claim for confidentiality is properly made.
While procedural fairness will usually require that other interested parties are given a
reasonable opportunity to comment on the substance of the confidential submission,
this is usually managed through negotiation with the party making the confidential
submission on an appropriate mechanism for consultation.

While there may be cases where confidential material can be accepted without any
form of disclosure to interested parties, these are relatively rare. Equally, there may
be rare instances where a regulator simply cannot accept material submitted in
confidence. However, this was not such a case. There was a failure to properly
pursue options for accepting TransGrid’s submissions on a confidential basis and
establishing an appropriate mechanism for consultation. Had this been done, it is
likely that a regime could have been put in place to enable an appropriate degree of

% For example in its recent review of access pricing principles to apply to Telstra’s declared fixed line services, the ACCC
agreed a confidentiality regime with Telstra which allowed for limited release of Telstra’s confidential information. Under the
regime, third parties (including other carriers) who wished to gain access to Telstra’s confidential information were required to
provide confidentiality undertakings in favour of Telstra (<http://www.accc.gov.au/content/index.phtml/itemld/904344>).

! AER, TransGrid 2004/05 — 2008/09 Revenue Cap: Application by TransGrid for Revocation and Substitution, 13 February
2007, [5.4] - [5.5].
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disclosure to affected parties. Instead the ACCC declined to accept TransGrid’s
submissions and did not consider them in making its decision. This was an error...

As the AER correctly observes in the above quote, treatment of confidential information
necessarily involves balancing the interests of the party submitting the confidential
information, the interests of other stakeholders in being able to interrogate this
information and the robustness of the decision-making process. In these circumstances it
would seem appropriate for the AER to consider alternatives to simply discounting the
probative value of information submitted to it, to the extent that it perceives any problem
with the current arrangements for treatment of confidential information.

5 Correcting for material errors
5.1 The current framework
(@) Chapter 6
Under Chapter 6, the AER may (but is not required to) revoke a distribution determination
during a regulatory control period if it appears to the AER that the determination is
affected by a material error or deficiency of one or more of the following kinds:
a clerical mistake or an accidental slip or omission;
a miscalculation or misdescription;

a defect in form;

a deficiency resulting from the provision of false or materially misleading
information to the AER.>

If the AER revokes a distribution determination because the AER considers that the
determination is affected by a material error or deficiency, the AER is then required to
make a new distribution determination in substitution for the revoked determination, which
then applies for the remainder of the regulatory control period.53 The substituted
determination must only vary from the revoked determination to the extent necessary to
correct the relevant error or deficiency.

(b)  Chapter 6A

Under Chapter 6A the AER may only revoke a revenue determination during a regulatory
control period where it appears to the AER that:

the total revenue cap was set on the basis of information provided by or on behalf
of the relevant TNSP to the AER that was false or misleading in a material
particular; or

there was a material error in the total revenue cap.”

2 NER clause 6.13(a).
** NER clause 6.13(b).
* NER clause 6.13(c).
% NER clause 6A.15(a).
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If the AER revokes a revenue determination because it appears to the AER that the total
revenue cap was set on the basis of information that was false or misleading in a material
particular, the AER must make a new determination in substitution for the revoked
revenue determination to apply for the remainder of the regulatory control period.*®

If the AER revokes a revenue determination because it appears to the AER that there
was a material error in the total revenue cap, the substituted revenue determination must
only vary from the revoked revenue determination to the extent necessary to correct the
relevant error.”’

In drafting the provisions in Chapter 6A relating to the circumstances in which a
transmission determination could be revoked by the AER, the AEMC was cognisant of the
need to clearly set out the circumstances in which the AER could revoke and remake the
determination:®®

The Commission has maintained the view that the circumstances under which the
AER may revoke and remake a revenue cap determination should be clearly set out
in the Rules in order to increase the certainty and transparency associated with the
regulatory framework, and to maintain the incentives built into that framework.

The AEMC also explains the approach it has taken to the drafting of the provision that
sets out to the limitation on the AER in remaking the determination where the
determination has been revoked on the ground that it appears to the AER that the
determination was made on the basis of false or misleading information:*°

The Rule Proposal also clarifies that, where a revenue cap determination is revoked
as a result of a material error, the new revenue cap determination made by the AER
can only vary from the original determination by the amount necessary to correct the
error. In contrast, where the revocation is as a result of the provision of misleading
information by the TNSP, the new revenue cap determination is not limited to solely
adjusting for the impact of the misleading information. The Commission considers
the broader scope of the re-determination to be appropriate in these circumstances,
as it provides additional incentives on the TNSP to ensure that they do not provide
misleading information.

5.2 The AER Rule Change Proposal

The AER identifies what it considers to be three issues with the NER provisions dealing
with the correction of material errors. These are:

. that it is conceivable that a material error may arise from errors outside the scope
of the prescribed list of errors in Chapter 6;

. the ability in Chapter 6A for the final decision to be changed more than the extent
necessary to correct an error, where that error is caused by the provision of false
and misleading information, has the potential to undermine the finality of the
decision making process by reopening matters not necessary for the correction of
the error; and

% NER clause 6A.15(b).

" NER clause 6A.15(c).

%8 AEMC, National Electricity Amendment (Economic Regulation of Transmission Services) Rule 2006 No. 18: Rule
Determination, 16 November 2006, p 122.

% AEMC, Review of the Electricity Transmission Revenue and Pricing Rules — Transmission Revenue: Rule Proposal Report,
Draft National Electricity Amendment (Economic Regulation of Transmission Services) Rule 2006, February 2006, p 51.
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. in the event an error is to be corrected, the AER is not afforded a power to ‘amend’
a distribution determination or transmission determination, it is conceivable there
may be circumstances where it is more appropriate or preferable to do so rather
than to ‘revoke and substitute’ the entire distribution or transmission
determination.®°

In light of the perceived deficiencies the AER has identified with the NER provisions
dealing with the correction of material errors, the AER proposes changes that:

. remove the matters listed in Chapter 6 from which a material error may arise;

. provide for the AER to amend, in addition to revoke and substitute, distribution and
transmission determinations;

. require that all material errors only be corrected to the extent necessary.*

The AER submits that the proposed changes address the perceived deficiencies by
allowing the AER to deal consistently with the correction of material errors in Chapter 6
and Chapter 6A as well as:

J not limiting the matters a material error may arise from;
. requiring all material errors to be only corrected to the extent necessary;

. providing the AER with the flexibility to amend, instead of revoking and substituting,
a distribution or transmission determination, in circumstances where that is all that
is required to correct for the material error.®?

5.3 Assessment of the AER Rule Change Proposal
(@) Balance between finality and “correct” decisions

The NER must strike an appropriate balance between finality of the distribution or
transmission determination that is intended to apply for the length of the regulatory control
period and for those determinations to be “correct” at the time they are made.

The AER has previously commented: ®

Itis clear that a revenue cap in not to be re-opened lightly. The need for certainty is
recognised in clauses 6.2.2(j), 6.2.3(d)(5)(iii) and 6.2.4(d). Once a revenue cap is
established, it should not be subject to continued revision or re-agitation of issues. A
revenue cap is established through an extensive investigation of relevant issues and a high
degree of interaction with the TNSP. Numerous opportunities are provided to make
submissions to the regulator in a process that generally draws out the relevant material.
Once this process is completed, a revenue cap should not be re-opened on the basis of
further submissions or a re-stating of earlier arguments.

8 AER, Economic Regulation of Transmission and Distribution Network Service Providers: AER’s Proposed Changes to the
National Electricity Rules — Rule Change Proposal, September 2011, pp 95 — 96.

' AER, Economic Regulation of Transmission and Distribution Network Service Providers: AER’s Proposed Changes to the
National Electricity Rules — Rule Change Proposal, September 2011, p 96.

82 AER, Economic Regulation of Transmission and Distribution Network Service Providers: AER’s Proposed Changes to the
National Electricity Rules — Rule Change Proposal, September 2011, p 97.

% AER, TransGrid 2004/05 — 2008/09 Revenue Cap: Application by TransGrid for Revocation and Substitution, 13 February
2007, [5.10].
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(b)  Other avenues for the correction of error

In assessing the AER Rule Change Proposal it is also important to recognise the other
aspects of the framework that provide avenues through which errors or defects in
determinations (or the processes conducted in making those determinations) may be
addressed. These avenues include judicial review and merits review.

Merits review is available of AER network revenue or pricing determinations. Affected or
interested persons or bodies may apply to the Australian Competition Tribunal (Tribunal)
for review of a distribution or transmission determination on one or more of the following
grounds:

the AER made an error of fact in its findings of facts, and that error of fact was
material to the making of the decision;

the AER made more than one error of fact in its findings of facts, and that those
errors of fact, in combination, were material to the making of the decision;

the exercise of the AER’s discretion was incorrect, having regard to all the
circumstances;

the AER'’s decision was unreasonable, having regard to all the circumstances.®

Judicial review is also available of a distribution or transmission determination made by
the AER.®® The grounds for judicial review include:

that a breach of the rules of natural justice occurred in connection with the making
of the decision;

that procedures that were required by law to be observed in connection with the
making of the decision were not observed,

that the person who purported to make the decision did not have jurisdiction to
make the decision;

that the decision was not authorized by the enactment in pursuance of which it was
purported to be made;

that the making of the decision was an improper exercise of the power conferred by
the enactment in pursuant of which it was purported to be made;

that the decision involved an error of law;

that the decision was induced or affected by fraud;

that there was no evidence or other material to justify the making of the decision;
that the decision was otherwise contrary to law.

The provisions in the NER that provide for correction of error, merits review and judicial
review are not substitutable and it will be obvious from the above that they are directed at

% National Electricity Law sections 71B and 71C.
% Schedule 3, Administrative Decisions (Judicial Review) Act 1977 (Cth).
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the correction of different things. That said, parties may seek for the correction of the
same error through one or more of these avenues.

It is not clear from the AER Rule Change Proposal that the existing drafting in the NER is
deficient in that the AER does not identify any “error” in a distribution or transmission
determination that it considers it would have been appropriate to correct, but that it did not
have the power to do so.

The AER has exercised the power to revoke and remake a transmission determination on
numerous occasions under the relevant provision in the National Electricity Code. That
provision was expressed in terms that are similar to those in the current Chapter 6A.%° A
summary of the occasions on which the ACCC / AER exercised the power to revoke and
remake a transmission determination is set out below.

TransGrid: On 2 February 2007 the AER revoked and substitute TransGrid’s
2004/05 to 2008/09 revenue cap on the basis that it appeared to the ACCC that
there was a material error in the setting of the revenue cap. TransGrid had
submitted to the AER that material errors were made in the setting of its revenue
cap, in particular that the ACCC failed to consider a number of TransGrid’s
submissions in relation to the use of data from the CBASpectrum service in order
to determine the debt margin applicable to TransGrid. The AER determined that it
had made an error in declining to accept TransGrid’s submissions and in not
considering them in making its decision.®” The AER considered that it should
consider TransGrid’s submissions, and in so doing found that if it had considered
those submissions at the time of making the revenue cap this would have lead to
Tranngig’s debt margin being established on the basis of data from the Bloomberg
service.

EnergyAustralia: On 13 February 2007 the AER decided to revoke and substitute
EnergyAustralia’s 2004/05 to 2008/09 revenue cap. EnergyAustralia had
requested revocation of the revenue cap on a similar basis to that of TransGrid
described above. The TransGrid and EnergyAustralia revenue cap determinations
had in effect been conducted by the ACCC through a single process. The ACCC
determined that TransGrid’s submissions relating to the use of CBASpectrum were
relevant to the cost of debt for both TransGrid and EnergyAustralia and that the
ACCC's failure to have regard to these submissions was a material error in both
decisions.® For the same reasons set out in the AER’s decision to revoke
TransGrid’s revenue cap, the AER determined that EnergyAustralia’s revenue cap
should be re-opened and the debt margin set on the basis of estimates taken from
the Bloomberg service.™

Powerlink: As part of the process of reviewing a contingent project application
lodged by Powerlink in 2008, the AER identified an input error made in the post-tax
revenue model (PTRM) used to determining Powerlink’s expected maximum
allowed revenue. The AER considered that the revenue cap set for Powerlink on

® The differences include: that the ACCC required the prior written consent of the parties affected by any proposed subsequent
re-opening of the revenue cap, and also that the ACCC had the ability to revoke the revenue cap where there was a
substantial change in ownership of network assets within the business of the transmission network owner and / or transmission
network service provider following that change in ownership.

7 AER, TransGrid 2004/05 — 2008/09 Revenue Cap: Application by TransGrid for Revocation and Substitution, 13 February

2007, [5.5].

% AER, TransGrid 2004/05 — 2008/09 Revenue Cap: Application by TransGrid for Revocation and Substitution, 13 February

2007, [5.8].

% AER, Application by EnergyAustralia to Re-Open its 2004/05 — 2008/09 Revenue Cap: Decision, 21 December 2007, [4.12].
™ AER, Application by EnergyAustralia to Re-Open its 2004/05 — 2008/09 Revenue Cap: Decision, 21 December 2007, [5.1].
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14 June 2007 for the regulatory period 2007-08 to 2011-12 should be revoked and
a new revenue cap made for Powerlink for the remainder of the regulatory period.71

Murraylink Transmission Company: In 2004 Murraylink Transmission Company
(MTC) applied to the ACCC for the revocation and substitution of its revenue cap.
The ACCC decided to revoke MTC'’s revenue cap and to make a new revenue cap
in the form proposed by MTC, including because the ACCC: had made errors in
the determination such as deducting the allowance for spare static VAr
compensator equipment twice and misunderstanding (and therefore misapplying) a
contingency allowance provision; and had made errors in calculating the interest
during construction allowance.”

A review of the history of the application of the power to revoke and substitute for material
error under Chapter 6A and its predecessor provision in the National Electricity Code
does not indicate that there have been circumstances in which the ACCC / AER
considered that it would have been desirable to revoke and substitute a determination,
but it did not have the power to do so.

Similarly, a review of the distribution determinations made by the AER does not indicate
that there have been circumstances where the AER thought that a determination should
be revoked and substituted, but it did not have the power to do this. In this regard it may
be noted that there have been examples of where service providers have requested the
AER to exercise the power to revoke and substitute, but where the AER has declined to
do so. For example, in its October 2010 distribution determinations for the Victorian
distributors, the AER made a calculation error that was material to its decision on the debt
risk premium. Shortly after the AER published its final decision the distributors requested
that the AER correct the error pursuant to Rule 6.13. The AER declined to do this and
the relevant distributors ultimately sought merits review of this error. The AER made
submissions to the Tribunal that it accepted the distributors have established a ground of
review in relation to the calculation of the debt risk premium. The matter is yet to be
determined.

(c) Potential implications of the AER’s Rule change proposal if accepted

The AER Rule Change Proposal would appear to significantly expand the possible
matters that the AER could choose to correct through revocation and substitution of a
distribution or transmission determination. The AER Rule Change Proposal also removes
a number of safeguards around the power to revoke and substitute.

First, in relation to Chapter 6, the AER’s proposal to remove the kinds of material errors
or deficiencies that may be corrected through revocation and substitution obviously
expands the circumstances in which the AER may select to address through revocation
and substitution. The extent of these circumstances is unknown. It is also not limited to
material errors, but extends to “deficiencies”, and the precise nature of what may or may
not be considered a “deficiency” is not clear. The potential breadth of what may
constitute a “deficiency” is currently constrained in the existing provision because of the
list of the kind of deficiencies that may be corrected. The AER’s proposal, if accepted,
would remove that constraint and introduce significant uncertainty as to the potential
operation of the revocation and substitution power.

™ Letter from the AER (Mike Buckley, General Manager, Network Regulation North Branch) to Powerlink (Gordon Jardine, Chief
Executive), 8 July 2008.

" |etter from the ACCC (Sebastian Roberts, General Manager, Regulatory Affairs — Electricity) to Murraylink Transmission
Company (Stephane Mailhot), 7 April 2004.
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Second, in relation to both Chapter 6 and Chapter 6A, the AER’s proposal to introduce
the ability to “amend” a distribution or transmission determination where it appears to the
AER that it has been made on the basis of false or misleading information or there was a
material error or deficiency in the determination, this could have the effect of removing
safeguards that exist in the current provisions. In particular, the making of the new
distribution determination or transmission determination to apply for the remainder of the
regulatory control period would appear to be capable of merits review, whereas
“amendment” would not.

In terms of whether the AER requires “flexibility to amend””®, instead of revoking and
substituting a determination, it would appear from the examples given above that where
the AER has revoked and substituted determinations under the provisions that existed in
the National Electricity Code, the requirement to remake has not practically operated as a
significant barrier. Given the potentially significant consequences of the AER amending a
determination, it would seem appropriate that the correcting of that part of the
determination affected by error be subject to the same type of process that was involved
in the making of the original determination.

Finally, the AER proposes an amendment to Rule 6A.15 which would provide that to the
extent the AER revokes and substitutes a determination because the total revenue cap
was set on the basis of information provided by or on behalf of the relevant TNSP to the
AER that was false or misleading in a material particular, the substituted revenue
determination must only vary from the revoked determination to the extent necessary to
correct the relevant error. Under the existing provision of the NER, this explicit restriction
only applies to where the revocation and substitution was on the basis that there was a
material error or deficiency in the determination. As noted above, the AEMC viewed the
absence of the explicit restriction where the revocation and substitution was on the basis
of false or misleading information as part of the incentive framework in Chapter 6A
designed to encourage TNSPs to provide accurate information to the AER as part of the
determination process.

Even in the absence of an explicit provision restricting the AER to only varying the
revoked determination to the extent necessary to correct for issues arising from reliance
on false or misleading information, it is likely that the AER would be impliedly restricted in
this way given the broader national electricity objective and the revenue and pricing
principles. Relative to the other issues raised by the AER’s proposed amendments to the
revocation and substitution provisions in the NER, this issue does not appear to be of
particular importance.

™ AER, Economic Regulation of Transmission and Distribution Network Service Providers: AER’s Proposed Changes to the
National Electricity Rules — Rule Change Proposal, September 2011, p 97.
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