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Summary

Supporting consumer choices and facilitating competition

The Australian Energy Market Commission (Commission) has made a final rule that
facilitates competition in the emerging contestable energy services market through the
introduction of restrictions on distribution network service providers” (DNSPs) ability
to earn regulated returns on assets located “behind the meter”.1 The final rule also
improves the responsiveness of the distribution service classification framework to
technology changes in the market as well as improving clarity, transparency and
regulatory predictability for stakeholders in relation to the operation of the service
classification framework.

The final rule, which is a more preferable rule, is made in response to rule change
requests submitted by the COAG Energy Council and the Australian Energy Council
(AEC)? and is based on aspects of the proposal from both the COAG Energy Council
and the AEC. The rule change requests focus on the regulation of services provided by
assets capable of providing value streams in both the contestable and regulated
segments of the electricity sector. Both rule change requests sought to facilitate
competition in the emerging energy services market. The Commission consolidated the
rule change requests on 8 August 2017 and the draft determination was published on
29 August 2017.

Context for the Commission’s decision

A changing technological environment

The uptake of rooftop solar photovoltaic systems, battery storage, electric vehicles and
other technologies at the distribution level in Australia’s electricity system is having a
significant impact on the way that consumers use electricity. Technological innovation
is making the functions these devices perform smarter, cheaper and more accessible to
a wider range of users. This change is greatly expanding the choices that consumers
have to manage their energy needs - and it is likely to continue in the future.

Against this backdrop of change, it is important that the economic regulatory
framework remains robust and flexible, and continues to support the efficient
operation of the energy market. The Commission’s work program is contributing to the
market evolution in key areas by establishing and recommending frameworks that are
in the long-term interests of consumers. The key work program area that is most
relevant to this rule change request is the continual support for the development of the
contestable energy services market.

1 In this final determination, “behind the meter” refers to the location behind a retail customer’s

connection point.
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Placing consumers at the centre of decision making

The Commission considers that as a general rule, the best outcomes are achieved when
consumers make choices based on their own interests or values. Since the
Commission’s Power of Choice reform program started in 2012, the Commission’s
review recommendations and rule determinations have focused on increasing the
ability of consumers to control how they use electricity and manage costs.

The Commission considers that the best way to support consumers” ability to express
their preferences and make meaningful choices is through robust, well-functioning and
competitive markets. This final rule follows this overarching philosophy of placing
consumers in the centre of the decision making process by facilitating competition in
the growing energy services market. In addition to facilitating competition in the
energy services market, the Commission also considers it is important that DNSPs are
able to access the services provided by new technologies offered by the market when
providing network services. However, DNSPs must access these services in a way that
does not risk distorting competition in the energy services market.

Overview of the final rule

The key features of the final rule are summarised below.

With respect to the introduction of restrictions on DNSPs earning a regulated return on
assets located behind a retail customer’s connection point, the final rule:

. prohibits a DNSP from including in its regulatory proposal and regulatory asset
base, capital expenditure for assets that are located behind a retail customer’s
connection point (a ‘restricted asset’), except in certain limited circumstances (e.g.
where the expenditure is for the refurbishment of such an asset or where the
Australian Energy Regulator (AER) has provided an exemption from the
prohibition)3

. in general terms, defines a restricted asset as a piece of equipment that is
electrically connected to a retail customer’s connection point at a location that is
on the same side of the connection point as the customer’s meter (i.e. the opposite
side from which electricity is being supplied from the distribution network to the
connection point), but excludes network devices* or assets at a connection point
where the retail customer is the DNSP>

The AEC is an industry body representing generators and retailers.

See new definition of ‘restricted asset’ in Chapter 10 under the final rule; See rule 6.4B under the
final rule.

See amended definition of ‘network device” in Chapter 10 under the final rule.

See new definition of ‘restricted asset’ under Chapter 10 under the final rule.
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requires the AER to have regard to the likely impacts on the development of
competition in markets for energy related services when determining whether to
grant an exemption®

requires, if the DNSP wishes to seek an exemption, the DNSP to submit an
exemption application along with its regulatory proposal or, in the case of an
exemption in respect of a cost pass through or reopening of a distribution
determination for capital expenditure, at the same time as making the application
for the cost pass through or reopening’

provides that the DNSP must include in any exemption application, details of
(among other things) a description of the asset or class of asset to which the
proposed exemption would apply (including location and anticipated cost),
details of the standard control services that would be provided by the asset and
an assessment by the DNSP of the likely impacts of the exemption on
competition in markets for energy related services8

requires the AER to develop and publish guidelines (the Asset Exemption
Guidelines), which set out the AER’s approach to granting exemptions from the
prohibition?

requires the AER to provide reasons for any departure it makes from the Asset

Exemption Guidelines when determining whether to grant an exemption19

provides for transitional arrangements for the application of the Asset Exemption
Guidelines and the implementation of the asset restrictions aspect of the final

rule for certain jurisdictions.1

With respect to the process for classifying distribution services, the final rule:

requires the AER to develop and publish guidelines (the Distribution Service
Classification Guidelines) that set out the AER’s proposed approach to (among
other things) determining whether to classify a distribution service as a direct
control service and how it distinguishes between distribution services and the

operating and capital inputs that are used to provide such services!2

requires the AER to provide reasons for any departure it makes from the
Distribution Service Classification Guidelines when classifying a distribution

serviceld

o NN O

11
12
13

See clause 6.4B.1(b) under the final rule.

See clause 6.5.7(b)(5), 6.6.1(c1) and 6.6.5(b1) under the final rule.
See clause 6.4B.1(b) under the final rule.

See clause 6.4B.1(c) under the final rule.

See clause 6.2.8(c) under the final rule.

See clause 11.104.4 under the final rule.

See clause 6.2.3A under the final rule.

See clause 6.2.8(c) under the final rule.

Summary iii



. removes the existing requirements under clauses 6.2.1(d) and 6.2.2(d) that the
AER must, when classifying a distribution service, not depart from a previous
classification or the previously applicable regulatory approach (as the case may
be) when classifying a distribution service, unless that different classification is
“clearly more appropriate”

. amends the existing threshold that must be satisfied before the AER can change a
service classification or control mechanism formulae between a framework and
approach paper and the distribution determination - the existing threshold of
“unforeseen circumstances” has been changed to “a material change in

circumstances” 14

. provides the AER with discretion to change the form of control mechanism from
that set out in the relevant framework and approach paper if it considers it
necessary as a result of a change in service classification1®

. provides for transitional arrangements, amongst other things, in the application
of the Distribution Service Classification Guidelines for certain jurisdictions.16

The Commission’s reasons for the final determination

Restrictions on DNSPs’ ability to earn regulated returns on assets located “behind
the meter”

Safequarding competition in an emerging market

The Commission considers consumers’ ability to make choices in relation to energy
services is best met through a robust and competitive market.

However, such a market can only develop if all market participants are able to compete
on a level playing field. In the Integration of Energy Storagel” report, the Commission
highlighted three types of actions from DNSPs that have the potential to weaken
competition to the detriment of consumers. These actions are:

. the ability to cross-subsidise a competitive service from its regulated activities

. the ability to use information gained through the provision of regulated services
to gain advantage in competitive markets

. the ability to restrict competition in a competitive market by restricting access to
infrastructure or providing access on less favourable terms than to its affiliate

The Commission considers that the ring-fencing requirements that have been recently
introduced by the AER will be effective in addressing the first two behaviours.

14 See clause 6.12.3(b) and (c1) under the final rule.
15 See clause 6.12.3(c) under the final rule.
16 See clause 11.104.3 under the final rule.

17 AEMC, Integration of Energy Storage - Regulatory Implications, Final Report, p. 11.
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However, on the third issue, the Commission is concerned that additional safeguards
need to be introduced to limit DNSPs” ability to exert control and impact competition
in the energy services market.

Commission’s concerns about DNSPs’ potential to distort competition

As both COAG Energy Council and the AEC have stated in their rule change requests,
new technologies that are becoming prevalent in the energy market are capable of
providing multiple value/revenue streams - both in the regulated and non-regulated
segments of the electricity market. It is important that DNSPs are able to access the
services provided by these new technologies in order to provide network services more
efficiently, but they must do so in a way that does not risk distorting competition in the
energy services market.

In most cases, the assets embodying these technologies are not capable of providing the
multiple value/revenue streams simultaneously. Therefore, an entity that has control
of such assets will need to make decisions regarding trade-offs, both at the time of
operating these assets and at the time of investment (e.g. choosing the capabilities of
the asset that is installed). In an increasingly connected energy sector, the Commission
considers that the concept of efficiency must be considered not only in one part of the
sector (e.g. distribution networks), but across the entire energy sector. The Commission
considers that if DNSPs are in control of such assets, they may favour network benefits
at the expense of maximising the value across the electricity system as a whole.

Further, the nature of the assets is such that once installed at a customer’s premises, the
customer is not likely to install additional assets of the same type. The Commission is
therefore concerned that DNSPs, with their incumbent status as monopoly operators of
distribution networks, are able to adversely affect the level of competition in the
energy services market through the ability to install (and operate) these assets and
recover the costs of those assets through regulated revenues.

The Commission therefore considers that it is important to limit DNSPs” ability to own
and operate these assets to prevent adverse outcomes in the competitive energy
services market.

Improvements to the processes of classifying distribution services
Promoting responsiveness in a changing environment

It is important the regulatory framework is responsive to the rapidly changing
environment. The final rule promotes the regulatory framework’s responsiveness to
changes through the removal of the provisions in the National Electricity Rules (NER)
preventing the AER from departing from previous service classification unless a
different classification is clearly more appropriate. It allows the AER to classify services
based on their characteristics and the relevant tests in the law and rules, not be
restricted by a previous classification decision. The final rule also provides the AER
with additional flexibility to respond to changes by lowering the threshold for the AER
to change service classification during a determination process from “unforeseen
circumstances” to “a material change in circumstances”.
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Improving clarity, transparency and regulatory predictability

As distribution service classification is a key aspect of the regulatory determination
process, the final rule’s requirement on the AER to publish a distribution service
classification guideline will provide stakeholders with clarity, transparency and
regulatory predictability on the service classification process. The final rule retains the
AER'’s discretion to make service classification on a DNSP by DNSP basis so that
service classification decisions are appropriate to the circumstances faced by the
relevant DNSP.

Changes between the Commission's draft and final determination

The final rule amends clause 6.12.3(c) to allow the AER to change the form of control
mechanism for a service between the framework and approach (F & A) paper stage and
the final determination if it is as a result of a change in distribution service
classification made in accordance with clause 6.12.3(b). The AER is still required to
maintain the form of control mechanism as set out in the F & A paper in all other
circumstances.

As a change of service classification will most likely necessitate a change in the form of
control mechanism, not amending the current clause will significantly limit the
effectiveness of the Commission’s decision to lower the threshold that applies to the
AER'’s ability to change its service classification between the F & A paper stage and the
final determination.
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1 The rule change requests

11 Overview of the rule change requests

The Commission received two rule change requests on the issue of contestability of
energy services. This section provides a brief overview of the rule change requests.
Sections 1.2 and 1.3 provide further detail on each of the rule change requests.

1.1.1 COAG Energy Council's rule change request

On 2 September 2016, the COAG Energy Council submitted a rule change request to
the Commission. The request seeks to:

. promote the development of competitive markets for new technologies that are
capable of providing services in both regulated and contestable markets!8

. amend provisions in Chapter 6 of the National Electricity Rules (NER) to
improve clarity, transparency and regulatory predictability, and to allow for the
timely reclassification of distribution services!?

COAG Energy Council submitted this rule change request in response to issues
identified by the Commission in its Storage Report in relation to storage technologies.20
Nonetheless, the solutions proposed in the rule change request go beyond storage

technologies and are broadly relevant to new and emerging technologies.?

1.1.2  The Australian Energy Council’s rule change request

On 20 October 2016, the Australian Energy Council (AEC) - an industry body
representing generators and retailers - submitted a rule change request seeking to
require distribution network service providers (DNSPs) to procure certain services,
such as demand response and network support, from third parties instead of owning
assets that provide such services. To achieve this, the AEC proposed to change the
provisions in the NER relating to distribution service classification. The AEC also
proposed a number of changes to Chapters 5 and 6 of the NER to require DNSPs to
procure such services from third parties or ring-fenced affiliates.

1.2 COAG Energy Council rule change request

COAG Energy Council asked the Commission to consider the following policy issues
and solutions in relation to its rule change request. It also asked the Commission to

18 COAG Energy Council, Rule change request - Contestability of energy services, p. 3.
19 ibid.

20 http:/ /www.aemc.gov.au/Markets Reviews Advice/Integration of storage/Final/ AEMC
Documents/ AEMC Integration of Energy Storage Final report

21 COAG Energy Council, Rule change request - Contestability of energy services, p. 5.
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consider any other relevant changes which may be in line with the policy solutions
sought by COAG Energy Council.22

1.2.1 Procurement of inputs that are capable of providing multiple value
streams in both the regulated and contestable spheres

Current arrangements and background, and rationale for the rule change request

COAG Energy Council noted that new technologies are currently expanding the
choices consumers have to meet and manage their energy needs.2? It noted that these
new technologies have the capability to provide multiple services/revenue streams
across the electricity sector.24

COAG Energy Council noted that these new technologies could be provided by
regulated network businesses or alternatively, by a range of companies, such as
retailers or other third party providers, that coordinate and monetise multiple value
streams from a single asset.??

COAG Energy Council also noted that the Hilmer reforms focus on separating out the
competitive elements from the “natural monopoly” elements of the electricity sector.
New technologies that result in assets that provide multiple services across the
regulated and unregulated elements of the electricity sector therefore challenge the
existing separation between regulated and unregulated services.20

Solutions proposed

In light of the above, COAG Energy Council proposed that technologies which provide
multiple value streams in both the regulated and contestable markets should be
contestable services under the regulatory framework, unless it can be established that a
competitive market is unlikely to efficiently and effectively deliver the service. COAG
Energy Council stated that it is anticipated that this would only occur in a few
exceptional circumstances.2”

1.2.2 Service classification processes

Approach to service classification and the classification guidelines
Current arrangements and background

Distribution service classification is the first step in the economic regulatory
framework for DNSPs under the NER because it determines which services will be

22 ibid, p. 4.
23 ibid, p. 6.
24 bid.
25 ibid.
26 ibid.
27 ibid, p.3.
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economically regulated and in what form. This is a key input into DNSPs’ regulatory
proposals and the AER’s distribution determinations.

The Australian Energy Regulator (AER) commences the distribution service
classification process at the Framework and Approach (F & A) stage of each DNSP’s
distribution determination. The AER makes distribution determinations on a DNSP by
DNSP basis and as such, distribution determinations occur on different time lines in
different jurisdictions.

As a result of these arrangements, stakeholders wishing to make submissions in
relation to the AER’s proposed approach to distribution service classification at the F &
A stage would need to make submissions in relation to each F & A paper for each
DNSP’s distribution determination, even where these submissions may relate to the
same service.

Rationale for the rule change request

COAG Energy Council considered that the current business by business approach to
service classification has resulted in a lack of transparency and certainty around the
AER'’s approach to service classification.28 Furthermore, COAG Energy Council stated
that the current F & A process attracts little engagement from stakeholders as it is
conducted very early in the determination process when stakeholders are ill-prepared
to participate and/or there may be limited understanding amongst some stakeholders
that this process underpins service classification.2?

Solutions proposed

COAG Energy Council proposed that the AER be required to develop and maintain a
service classification guideline (classification guideline) which sets out the AER’s
standard approach to applying the service classification framework.30 It proposed that
the development of, and any amendment to, the classification guideline be subject to
the distribution consultation procedure already provided for in the NER so that there is
broad consultation on the guideline.3l COAG Energy Council proposed that the
classification guideline be binding unless the AER considers an alternative approach is

clearly more appropriate.32
Reclassification of services
Current arrangements and background, and rationale for the rule change request

Service classifications are first determined as part of the F & A process approximately
two years before the commencement of a regulatory control period. The AER may
change a service classification between the F & A stage through to when a final

28 ibid, p. 15

29 ibid.
30 ibid.
31 ibid.
32 ibid.
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determination is issued, but the NER do not allow for the reclassification of services
within a regulatory control period. As a result, services are “locked in” for the duration
of a regulatory control period, which is a minimum of five years. The effect of these
processes and provisions is that service classifications can be set for a period of up to
seven years.33

Given the duration of this period, COAG Energy Council considered that service
classifications may not reflect market conditions and the emergence or potential for
competition in relation to the service towards the end of a regulatory control period.34
As a result, COAG Energy Council stated that the current regulatory framework does
not allow for the timely reclassification of services given the pace of technology change
highlighted in its rule change request. COAG Energy Council considered that this
leads to ‘regulatory’ lag, the effect of which negatively impacts the development of
competition in the new and emerging energy services market.3?

Solutions proposed

COAG Energy Council proposed that the NER be amended to specify the
circumstances in which within-period classification decisions may be appropriate and
the process involved, while recognising that there are significant potential complexities
and flow on implications of changing service classifications within a regulatory
period.3¢ Nonetheless, COAG Energy Council considered that, despite these
complexities, there is considerable potential benefit for consumers from removing or
reducing the ‘regulatory lag’ associated with classification decisions.3” Furthermore,
COAG Energy Council noted that the Commission may wish to consider addressing a

within-period mechanism in the proposed classification guideline.38

1.2.3 Definitions

Current arrangements and background and rationale for the rule change request

A “distribution service” is defined in the NER as “a service provided by means of or in
connection with a distribution system”.39 COAG Energy Council considered that this
definition is very broad, which has resulted in a lack of clarity in relation to the
boundaries of a DNSP’s regulated service.40 Specifically, COAG Energy Council
reiterated what the Commission noted in its Integration of Storage Report*] that the
words “in connection with” appear to imply that the service does not itself need to

33 This is based on a regulatory control period of five years.
34 ibid, p. 16.

3% ibid.

3 ibid.

37 ibid.

38 ibid.

39 NER, Chapter 10, glossary.

40

COAG Energy Council, Rule change request Contestability of energy services, p. 11.

41 AEMC, Integration of Energy Storage - Regulatory Implications, Final Report, 2015.
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utilise assets that fall within the scope of the distribution system, and that it potentially
allows for services provided behind- the-meter to be defined as a distribution service.42

COAG Energy Council also noted that the definitions of standard control service and
alternative control service do not refer to the characteristics of the service;43 instead
they refer to either the manner in which the DNSP can recover the costs associated
with providing that service, or having that classification because they are not classified
as another type of service. COAG Energy Council considered that this approach is
potentially contributing to a lack of clarity in relation to the definitions and what
services are captured, as well as their practical application.44

Solutions proposed

COAG Energy Council did not propose a specific solution in respect of the issues
raised in relation to the definition of a distribution service. It considered that a spatial
approach has some logic however may be overly simplistic in the context of current
market developments where services are capable of being provided remotely and a
focus on the physical asset may be inconsistent with the service-based approach to

regulation favoured by COAG Energy Council 45

Nonetheless, it has requested that the Commission consider changes to the definitions
and related provisions in response to a number of issues set out in their rule change

request.#6 This is discussed in detail in Chapter 4 of this final determination.

1.2.4  Principles in classifying services

Current arrangements and background

The service classification process occurs over a number of stages. A service must first
be a distribution service within the meaning contained in the NER in order for it to be
subject to economic regulation. If it is a distribution service, the AER must have regard
to the factors set out in clause 6.2.1(c) of the NER in classifying a distribution service as
a direct control service or a negotiated distribution service. The factors set out in clause
6.2.1(c) of the NER include consideration of the form of regulation factors, which are
set out in section 2F of the National Electricity Law (NEL). The AER must then have
regard to the factors set out in clause 6.2.2(c) of the NER in further classifying a direct
control service as either a standard control service or an alternative control service.

Certain parts of clause 6.2.1 and 6.2.2 of the NER require the AER to consider previous
service classifications and/or previous regulatory approaches when classifying
distribution services. Clause 6.2.2(c)(3) of the NER requires the AER to consider any
regulatory approach applicable to a service immediately before the commencement of

42 jpid.

43 ibid, p.13.
4 ibid, p.13.
45 ibid, p. 12.
46 ibid, p. 14.
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the distribution determination for which the classification was made. Clauses 6.2.1(d)
and 6.2.2(d) of the NER provide that when the AER is classifying a distribution service
and a direct control service, respectively, that has previously been classified (e.g. in a
previous regulatory control period), then there should be no departure from the
previous classification unless a different classification is “clearly more appropriate”.
Similarly, if there has been no previous classification, then the classification should be
consistent with the previously applicable regulatory approach, unless a different
classification is “clearly more appropriate”.

Rationale for the rule change request

COAG Energy Council stated that clauses 6.2.1 (d), 6.2.2(c)(3) and 6.2.2(d) of the NER
restrict the AER’s discretion to reclassify services, maintaining a bias towards
favouring the status quo.*” COAG Energy Council considered that the wording in
these clauses is therefore contrary to the policy aim of promoting the development of
effective competition over and above the economic regulation of services.48

Solutions proposed

COAG Energy Council did not make any specific proposals to change the factors in
section 2F of the NEL, but requested that the Commission analyse whether the form of
regulation factors remain appropriate in the context of a changing energy market.4?
COAG Energy Council proposed changes to the wording of clauses 6.2.1(d) and
6.2.2(c)(3) and (d) to remove prescription around the AER’s consideration of services
that had been previously regulated.>0 Nonetheless, COAG Energy Council did not
specified what this exact wording should be.

1.3 The AEC rule change request

1.31 Current arrangements

This section provides a high level overview of the existing arrangements for the
regulation of standard control services, the distribution planning framework and the
separation of direct control services from other services. For further explanation of
these arrangements, Chapters 4 and 5 of the Consultation paper provide a detailed
explanation.

Incentive regulation

Where services are classified by the AER as standard control services through the
distribution service classification process they are then subject to the economic
regulatory framework under Chapter 6 of the NER.

47 ibid.
48 ibid.
49 ibid, p.13.
50 ibid, p. 14.
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The key feature of economic regulation of standard control services provided by
DNSPs in the National Electricity Market (NEM) is that it is based on incentives. The
total revenue requirement is locked in at the start of each regulatory period. It is based
on the AER’s estimate of the efficient costs that a DNSP would incur to meet its
reliability standards and other regulatory obligations.

If a DNSP spends less than the estimated efficient cost, it will retain the difference for
the remainder of the regulatory control period. This incentivises it to operate more
efficiently and reduce costs. Conversely, if the DNSP spends more than the estimated
efficient costs, it will not be allowed to recover the additional spending during the
remainder of the regulatory control period.

Under this approach, funding is not approved for DNSPs’ specific projects or
programs. Rather, a total revenue requirement is set, which is based on forecasts of
total efficient expenditure. Once a total revenue is set, it is for the DNSP to decide
which suite of projects and programs are required to deliver services to consumers
while meeting its regulatory obligations.

The existing framework provides DNSPs with discretion to provide standard control
services by using any combination of:

. network or non-network options

. operating or capital expenditure

. a wide variety of technologies

. assets that are positioned in many locations, including “behind” or “in-front of

the meter”
. in-house or procuring the services from third parties or related entities.
Planning framework

In addition to the incentive-based regulatory framework, DNSPs must meet planning
requirements under Chapter 5 of the NER. Two key components of the Chapter 5
planning arrangements in the NER are the requirements for DNSPs to:

. Undertake a regulatory investment test for (major) distribution (RIT-D) projects.
This is additional to the AER’s assessment of efficient capital expenditure for the
regulatory control period. Currently, the RIT-D applies for projects where
expenditure exceeds $5 million. This process is designed to test whether the
DNSPs’ proposed investment is the most efficient solution (e.g. whether it is the
most efficient way to meet the applicable reliability standards) and give
providers of non-network solutions an opportunity to propose alternative
approaches.

. Undertake an annual planning review and publish a distribution annual
planning report (DAPR) setting out the outcomes of the annual planning
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review.51 DNSPs must also publish a system limitation report that is
complementary to the DAPR using a template prepared by the AER.52

Separation of direct control services from other services

The arrangements for the separation of DNSPs’ provision of direct control services
from its provision of other services operate in tandem. In particular:

. Service classification is the basis for the application of ring-fencing, cost
allocation and asset sharing arrangements.

. The AER’s cost allocation guideline and a DNSP’s cost allocation methodology
(CAM) form the basis for the allocation and attribution of its costs between its
distribution services. The obligations in the AER’s ring-fencing guideline
complement the obligations in the cost allocation guideline by requiring DNSPs
to also allocate costs between distribution services and other services which
DNSPs provide.

. The shared asset guideline adjusts the level of revenue a DNSP can recover from
its standard control services. It modifies a DNSP’s cost allocation where its cost
allocation methodology no longer accurately reflects how its assets are used.

. The AER’s ring-fencing guideline:

—  Addresses the risk of a DNSP cross-subsidising other services with revenue
earned from distribution services. The guideline does this by, amongst
other requirements, requiring legal separation between a DNSP and an
affiliated entity seeking to provide non-distribution services.

—  Addresses the risk of a DNSP using its provision of direct control services
to favour its provision of negotiated services or unclassified distribution
services, or an affiliated entity’s service provision over potential
competitors” services. The guideline does this by imposing “behavioural”
obligations on DNSPs, including restrictions on sharing and co-locating
staff and information, and on co-branding.

1.3.2 Rationale for the rule change request

The AEC rule change request starts from the position that competition, where practical,
is the best mechanism for providing services to customers at an efficient cost. It does so
by offering customers a choice of services and encouraging innovation to continuously
improve services. Regulation is seen as a second-best approach.>3

51 NER, clause 5.13.1(d) and 5.13.2(b).

52 NER, Schedule 5.8.

53 AEC, Rule change request Contestability of energy services demand response and network

support, p. 1.
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The AEC considered the NER do not reflect this principle because it is not clear that the
NER provide for the competitive delivery of an emerging class of energy services. The
AEC characterised these services as those that typically operate “behind the meter”.
They benefit the customers on whose premises they are located, but can also offer
benefits to the network (e.g. peak demand reduction, voltage support). The AEC
identified embedded generation, storage and demand management tools as such
services.>

The AEC considered that the NER are unclear as to whether DNSPs and TNSPs can
directly supply and/or own the assets that deliver these services. It seeks to clarify the
issue by requiring that such assets must be procured from third parties or (properly)
ring-fenced affiliates.>®

In addition to addressing this core principle, the AEC highlighted a number of other
issues that it considers exist within the current network regulatory framework,
including;:

. DNSPs are biased towards capital expenditure approaches over operating
expenditure approaches®®

. DNSPs are biased towards in-house approaches over outsourced approaches®”
. DNSPs are biased towards their own ring-fenced affiliates over third party
providers>8

1.3.3 Solution proposed in the rule change request

The AEC rule change request took a three-step approach to solving the issues
identified.

1.  To achieve the primary focus, restrict networks from using capital expenditure to
provide certain services:>?

. these services would include, but not be restricted to “behind the meter”
services, for example network support and demand management

. implement this restriction through creation of a new service classification
type named “contestable services”

. require contestable services to only be procured through operating
expenditure
54 ibid, p.1.
5 ibid, p.1.
56 ibid, p. 4.
57 ibid, p. 4.
58 ibid, p. 10.
59 ibid, p.1.
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The AEC has not proposed how the contestable services classification would
operate within the distribution service classification framework.

2. To address the secondary issues identified, which the AEC considers would
likely result in DNSPs using traditional network solutions instead of using opex
to procure ‘behind the meter’ services:®0

. lower the regulatory investment test for distribution (RIT-D) threshold to
$50,000, with some form of shortened RIT-D process applying to these
investments

. make the outcome of the RIT-D binding on DNSPs through prohibition of
capital expenditure not approved under a RIT-D being rolled into the
regulatory asset base

3. Require DNSPs to publish all relevant information, so that third parties can
compete for contestable services on an equal basis with DNSPs’ ring fenced
affiliates.61

1.4 Relevant background

This section outlines the context for the two rule change requests in terms of:
. changes in the energy sector

. changes to the rules and regulations that govern the sector

1.4.1  Market developments

The electricity supply chain has changed substantially in recent years and is continuing
to change. The previous supply model of one-way flows from large generators through
transmission and distribution networks to customers is changing to a model of bi-
directional flows. Customers have increasing opportunity to change their electricity
demand, and to supply electricity, in response to price signals.

This changing environment is a key reason for the AEC and COAG Energy Council
rule change requests. In particular, the requests highlight a lack of clarity of the
regulatory treatment of an increasing number of assets located on customers’” premises
that are capable of providing multiple value streams in both regulated and
unregulated markets.

1.4.2 Recent reviews

The above changes to the energy sector have been considered in recent reviews by both
COAG Energy Council and the Commission.

60 ibid. p.6.
61 ibid, p.9.
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Scenario analysis

In 2015, the COAG Energy Council commissioned Synergies to undertake scenario
analysis of how the economic regulatory framework would deal with different
potential technology changes in the future. The scenario analysis identified a number
of potential barriers to development of competition in unregulated markets, where
those services would act as an alternative to investment in the network. In particular,
the analysis questioned whether the current arrangements would be able to reclassify
services from regulated to contestable fast enough to keep pace with market
developments.©2

Integration of storage

The Commission is conducting a work program focused on new technologies. The
program explores whether the existing regulatory framework is flexible and resilient
enough to respond to changes in the availability and cost of new energy technologies.
As part of this work program, the Commission investigated the regulatory implications
of the growing take-up of energy storage in Australia’s energy markets.

On 3 December 2015 the Commission published its final report on the Integration of
Energy Storage, which recommended that:63

. storage devices located “behind the meter” that a DNSP seeks to use for network
support should generally be sourced from the contestable market (i.e. contracted
from a third party or ring-fenced business)

. DNSPs should only be allowed to own storage “behind the meter” through an
effectively ring-fenced affiliate that separates contestable market activities from
the provision of the regulated service

. the same prohibition on DNSPs investing in storage technology “on their
network” (as part of the regulated service) should not apply because the existing
incentives in the framework should lead DNSPs to select the most efficient
service delivery option for the provision of network services

The Commission recommended that the COAG Energy Council task the Commission
with reviewing what changes to the NER would be required to give effect to these
recommendations.

15 The rule making process

Commencement and consolidation

On 15 December 2016, the Commission published notices advising of its
commencement of the rule making process and consultation in respect of each of these

62 Policy Advice to the COAG Energy Council, Electricity Network Economic Regulation: Scenario

Analysis, June 2015.
63 AEMC, Integration of Energy Storage - Regulatory Implications, Final Report, p.iv.
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rule change requests.%4 A consultation paper identifying specific issues for
consultation was also published. Submissions closed on 9 February 2017.

Submissions to the consultation paper (first round consultation) closed on 9 February
and the Commission received 19 submissions. Issues raised in first round submissions
are discussed and responded to throughout the main body of the draft determination.
Issues that are not addressed in the body of the draft determination are set out and
addressed in Appendix A of the draft determination. For completeness, the table is
replicated as Appendix A.1 of this final determination.

The Commission held a public forum on 25 January 2017 to discuss the rule change
requests and key issues raised in submissions. Presentations from the forum are
available on the Commission's website.

On 8 August 2017, the Commission decided to consolidate the COAG Energy Council
and AEC rule change requests under section 93 of the NEL in order to deal with
overlapping issues between the two requests.

Draft rule and determination

On 29 August 2017, the Commission published a draft rule determination on this rule
change request. The Commission also published a consultation paper on the proposed
savings and transitional rules on 19 September 2017. Submissions on both the draft
determination and the consultation paper on the draft savings and transitional rule
closed on 31 October 2017.

The Commission received 17 submissions to its draft determination (second round
consultation). The Commission considered all issues raised by stakeholders in
submissions. Issues raised in submissions are discussed and responded to throughout
this final determination. Issues that are not addressed in the main body of this
document are set out and addressed in Appendix A.

The Commission held a public forum on 27 September 2017 to discuss key aspects of
the draft determination. Key stakeholders also made presentations at the public forum.
Presentations from stakeholders and the Commission's staff are available on the
Commission's website.

64 This notice was published under s.95 of the NEL.
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2

2.1

Final rule determination

The Commission’s final rule determination

The Commission’s final rule determination is to make a more preferable rule (the final

rule) that improves clarity, transparency and regulatory predictability under the
distribution service classification process for stakeholders, and facilitates competition
in the contestable energy services market through the introduction of restrictions on
DNSPs’ ability to own and control assets “behind the meter”.65

The final rule is based on aspects of the proposals from both the COAG Energy Council
and the AEC.

The Commission did not make a rule in relation to the following:

Certain aspects of COAG Energy Council’s rule change request in relation to
service classification definitions, in particular:

—  New technologies that are capable of providing multiple services/revenue
streams should generally be classified as contestable services (i.e.
unclassified under the regulatory framework).6¢ The Commission
considers that this request is better addressed by the new restriction on
DNSPs’ ability to own and control assets, which is based on a proposal in
the AEC rule change.

—  Reclassification of services within a regulatory control period.®” The
Commission considers that the costs of this change would outweigh the
benefits.

In relation to the AEC’s rule change request:

—  Creation of a new contestable services classification.®8 The Commission
considers that this request is better addressed by the new restriction on
DNSPs’ ability to own and control assets.

—  Changes to the RIT-D to ensure competitive non-network solutions are
considered for the widest practical range of investment decision, changes to
the planning framework for DNSPs to subject DNSPs to additional
“standard access obligations” in relation to solutions at or near supply

points, and changes to include new principles on cost allocation.®® The

65

66
67
68
69

In this final determination, “behind the meter” refers to a location behind a retail customer’s
connection point.

COAG Energy Council, Rule change request Contestability of energy services, p. 14.
ibid, p. 16.

AEC, Rule change request Contestability of energy services, pp. 3-5.

ibid, pp. 6-10.

Final rule determination 13



Commission considers that these issues are less material in light of the new
restriction on DNSPs’ ability to own and control assets, and that any
additional changes to address these issues should be assessed as part of a
broader review of the overarching design of the incentive regime, which
the Commission will undertake as part of its 2018 electricity network
economic regulatory framework review.

The Commission’s reasons for making this final determination are set out in Chapters 3
to 6.

This chapter outlines:

. the rule making test for changes to the NER and Commission’s consideration of
the final rule against the national electricity objective (NEO)

. the assessment framework used by the Commission when considering the rule
change request

. the Commission’s consideration of the final rule against its strategic priorities.

Further information on the legal requirements for making this final rule determination
is set out in Appendix B.

2.2 Rule making test

This section outlines the rule making tests that the Commission must apply when
making a determination.

From 1 July 2016, the NER, as amended from time to time, apply in the Northern
Territory, subject to derogations set out in regulations made under the Northern
Territory legislation adopting the NEL.70 Under those regulations, only certain parts of
the NER have been adopted in the Northern Territory.”! As the proposed rule relates
to parts of the NER that apply in the Northern Territory, the Commission has assessed
the final rule against additional elements required by Northern Territory legislation.
The additional tests are also set out in the sections below.

2.2.1 The National Electricity Objective

Under the NEL the Commission may only make a rule if it is satisfied that the rule will,
or is likely to, contribute to the achievement of the national electricity objective (NEO).
This is the decision making framework that the Commission must apply.

70
71

National Electricity (Northern Territory)(National Uniform Legislation)(Modifications) Regulations

For the version of the Electricity Rules that applies in the Northern Territory, refer to:
http:/ /www.aemc.gov.au/Energy Rules/National electricity rules/National Electricity Rules
(Northern Territory).
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The NEO is:72

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

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

(b)  the reliability, safety and security of the national electricity system”
Additional test for Northern Territory

The National Electricity (Northern Territory) (National Uniform Legislation) Act 201573
allows for an expanded definition of the national electricity system in the context of the
application of the NEO to rules made in respect of the Northern Territory. The
Commission must regard the reference in the NEO to the “national electricity system”
as a reference to whichever of the following the Commission considers appropriate in
the circumstances having regard to the nature, scope or operation of the proposed rule:

(@) the national electricity system;
(b) one or more, or all, of the local electricity systems;
(c) all the electricity systems referred to above.

For this final determination, the Commission has determined that the reference to the
national electricity system is “all the electricity systems referred to above”.

2.2.2 Revenue and pricing principles

In addition to having regard to the NEO, the Commission must take into account the
revenue and pricing principles in making a rule with respect to (among other things)
the regulation of revenue earned, or that may be earned, by DNSPs from provision of
services that are the subject of a distribution determination.”# The Commission has
taken into account the revenue and pricing principles in making this final
determination - see Appendix B for detailed discussion.

2.2.3 Making a more preferable rule

Under section 91A of the NEL, the Commission may make a rule that is different
(including materially different) to a proposed rule (a more preferable rule) if it is
satisfied that, having regard to the issue or issues raised in the rule change request, the

72 Section 7 of the NEL.
73 Section 32A.

74 Refer to section 88B and Items 25 and 26] of Schedule 1 of the NEL. The revenue and pricing
principles are set out in section 7A of the NEL.
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more preferable rule will or is likely to better contribute to the achievement of the
NEO. The Commission’s reasons for making a more preferable rule are set out in
section 2.4 below.

2.2.4  Making a differential rule - additional Northern Territory test

The National Electricity (Northern Territory) (National Uniform Legislation) Act 2015
provides the Commission with the ability to make a differential rule that varies in its
terms between the national electricity system and the Northern Territory’s local
electricity system. The Commission may make a differential rule if, having regard to
any relevant Ministerial Council of Energy (MCE)7> statement of policy principles,
determine that a differential rule will, or is likely to, better contribute to the
achievement of the NEO than a uniform rule. A differential rule is a rule that:

(a) varies in its term as between:
(i)  the national electricity system; and
(i) one or more, or all, of the local electricity systems; or
(b)  does not have effect with respect to one or more of those systems,

but is not a jurisdictional derogation, participant derogation or rule that has effect with
respect to an adoptive jurisdiction for the purpose of s. 91(8) of the NEL.

The Commission has considered whether a differential rule is required for the
Northern Territory electricity service providers and concluded that it is not required in
this instance. This is because the Commission considers that the final rule will be able
to operate in the Northern Territory without special arrangements.

2.3 Assessment framework

In assessing the rule change request against the NEO the Commission has considered
the following principles:

. Facilitating competition in the provision of energy services. In assessing this
rule change request, the Commission considered whether changes to the
regulatory framework would facilitate competition in the energy services market.
The energy market has seen significant growth in the range of technology and
energy services options in recent years. This growth is likely to continue as the
energy market continues to evolve. Where competition is effective, energy
services providers will have strong incentives to provide products and services
that consumer’s value.

75 The MCE is a legally enduring body comprising the Federal, State and Territory Ministers
responsible for Energy. On 1 July 2011 the MCE was amalgamated with the Ministerial Council on
Mineral and Petroleum Resources. The amalgamated council is now called the COAG Energy
Council.
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. Promote clarity, transparency and regulatory predictability in the distribution
service classification framework. The distribution service classification
framework should provide clarity, transparency and regulatory predictability on
how distribution services are classified by the AER. The Commission considered
whether there is a need for greater transparency and regulatory predictability in
the distribution service classification process in a rapidly changing environment.

. Balance between responsiveness and regulatory and administrative burden.
The Commission considered whether the potential solutions to the issues raised
in the rule change requests provide a balance between a responsive regulatory
framework and regulatory and administrative burden. Any change to the
regulatory framework should not impose unnecessary administrative and
compliance cost on the AER, DNSPs and third parties providing energy services.

2.4 Summary of reasons for making a more preferable rule

2.4.1 Key features of the final rule

Having considered the rule change request against the assessment framework set out
in Section 2.3 and having considered the NEO, the Commission decided to make a
more preferable rule. The final rule is published with this final determination.

The key features of the final rule are summarised below.
The process for classifying distribution services
With respect to the process for classifying distribution services, the final rule:

. requires the AER to develop and publish guidelines (the Distribution Service
Classification Guidelines) that set out the AER’s proposed approach to (among
other things) determining whether to classify a distribution service as a direct
control service and how it distinguishes between distribution services and the
operating and capital inputs that are used to provide such services”®

. requires the AER to provide reasons for any departure it makes from the
Distribution Service Classification Guidelines when classifying a distribution
service”’

. removes the existing requirements under clauses 6.2.1(d) and 6.2.2(d) that the

AER must, when classifying a distribution service, not depart from a previous
classification or the previously applicable regulatory approach (as the case may
be), unless that different classification is “clearly more appropriate”

. amends the existing threshold that must be satisfied before the AER can change a
service classification or control mechanism formulae between a framework and

76
77

See clause 6.2.3A under the final rule.

See clause 6.2.8(c) under the final rule.
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approach paper and the distribution determination - the existing threshold of
“unforeseen circumstances” has been changed to “a material change in

circumstances”78

provides the AER with discretion to change the form of control mechanism from
that set out in the relevant framework and approach paper if it considers it

necessary as a result of a change in service classification”?

provides for transitional arrangements, amongst other things, in the application

of the Distribution Service Classification Guidelines for certain jurisdictions.80

Introduction of a restriction on DNSPs earning a regulated return on assets located

behind a retail customer’s connection point

With respect to the introduction of a restriction on DNSPs earning a regulated return
on assets located behind a retail customer’s connection point, the final rule:

prohibits a DNSP from including in its regulatory proposal and regulatory asset
base, capital expenditure for assets that are located behind a retail customer’s
connection point (a “restricted asset”), except in certain limited circumstances
(e.g. where the expenditure is for the refurbishment of such an asset or where the
AER has provided an exemption from the prohibition)81

in general terms, defines a restricted asset as a piece of equipment that is
electrically connected to a retail customer’s connection point at a location that is
on the same side of the connection point as the customer’s meter (i.e. the opposite
side from which electricity is being supplied from the distribution network to the
connection point), but excludes network devices82 or assets at a connection point
where the retail customer is the DNSP83

requires the AER to have regard to the likely impacts on the development of
competition in markets for energy related services when determining whether to

grant an exemption34

requires, if the DNSP wishes to seek an exemption, the DNSP to submit an
exemption application along with its regulatory proposal or, in the case of an
exemption in respect of a cost pass through or reopening of a distribution

78 See clause 6.12.3(b) and (c1) under the final rule.

79 See clause 6.12.3(c) under the final rule.

80 See clause 11.104.3 under the final rule.

81 See new definition of “restricted asset” in Chapter 10 under the final rule; See rule 6.4B under the
final rule.

82 See amended definition of “network device” in Chapter 10 under the final rule.

83 See new definition of “restricted asset” under chapter 10 under the final rule.

84 See clause 6.4B.1(b) under the final rule.
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determination for capital expenditure, at the same time as making the application
for the cost pass through or reopening®®

. provides that the DNSP must include in any exemption application, details of
(among other things) a description of the asset or class of asset to which the
proposed exemption would apply (including location and anticipated cost),
details of the standard control services that would be provided by the asset and
an assessment by the DNSP of the likely impacts of the exemption on
competition in markets for energy related services8¢

. requires the AER to develop and publish guidelines (the Asset Exemption
Guidelines), which set out the AER’s approach to granting exemptions from the
prohibition8”

. requires the AER to provide reasons for any departure it makes from the Asset

Exemption Guidelines when determining whether to grant an exemption88

. provides for transitional arrangements for the application of the Asset Exemption
Guidelines and the implementation of the asset restrictions aspect of the final

rule for certain jurisdictions.89

2.4.2 Changes between the draft and final rule

Additional amendment to clause 6.12.3

The final rule amends clause 6.12.3(c) to allow the AER to change the form of control
mechanism for a service between the F & A paper stage and the final determination if it
is as a result of a change in service classification made in accordance with clause
6.12.3(b). The AER is still required to maintain the form of control mechanism as set
out in the F & A paper in all other circumstances.

As a change of service classification will most likely necessitate a change in the form of
control mechanism, not amending the current clause will significantly limit the
effectiveness of the Commission’s decision to lower the threshold that applies to the
AER'’s ability to change its service classification between the F & A paper stage and the
final determination.

Minor drafting changes

The final rule also incorporates minor drafting changes from the draft rule that do not
affect the Commission’s policy position on the final rule.

85 See clause 6.6.1(c1) and 6.6.5(b1) under the final rule.

86 See clause 6.4B.2(c) under the final rule.
87 See clause 6.4B.1(c) under the final rule.
88

See clause 6.2.8(c) under the final rule.
89 See clause 11.104.4 under the final rule.
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2.4.3 Reasons for making this decision

The Commission's reasons for making a more preferable rule

Having regard to the issues raised in the rule change requests and in submissions, the
Commission is satisfied that the final rule will, or is likely to, better contribute to the
achievement of the NEO than the proposed rules for the following reasons:

. Facilitating efficient competition

—  The Commission considers that in an increasingly connected energy sector,
the final rule will contribute to the achievement of efficiency not only in
one part of the sector (in this case, the distribution network), but across the
entire energy sector. The restrictions on DNSPs controlling assets “behind
the meter” are likely to deliver long term benefits to consumers as the
decision on investment in technologies are made based on benefits to the
entire supply chain. Given the emerging state of the energy services market
and the possibility that it will grow to include as yet undefined services, the
final rule enshrines the principle that open contestability and competition
as the most efficient way of discovering and valuing new services.

—  The Commission considers that an absolute prohibition on all “behind the
meter” investment is not likely to be in the long term interest of consumers
as there may be situations where such investment may be the most efficient
solution for a network issue and that investment is not capable of
providing benefits to the contestable market.?0 The final rule therefore
provides the AER with the ability to grant exemptions in certain
circumstance. In deciding whether to grant an exemption, the AER must
have regard to the exemption’s likely impact on the development of
competition in markets for energy related services

. Balances the development of energy services market with the need for DNSPs’
service discretion. The final rule adapts the principle of incentive regulation and
service discretion to a rapidly changing market. Under the final rule, DNSPs
retain a significant degree of service discretion. The final rule does not create a
blanket prohibition on network businesses using new technologies and energy
management services to efficiently provide monopoly distribution services.
Under the final rule, distribution businesses are able to procure these services
from ring-fenced affiliates or third parties through operating expenditure to
support their provision of distribution services and recover those costs through
regulated revenues where it is efficient to do so.

. Providing clarity, transparency and regulatory predictability on service
classification. Distribution service classification is a key aspect of the regulatory
determination process. The final rule’s requirement on the AER to publish a

90 In its rule change request, the AEC proposed the introduction of an absolute prohibition on direct

“behind the meter” investment by network service providers. See page 6 of the AEC’s rule change
request.
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distribution service classification guideline will provide stakeholders with clarity,
transparency and regulatory predictability on the service classification process.
The final rule retains the AER’s discretion to make service classification on a
DNSP by DNSP basis so that service classification decisions are appropriate to
the circumstances faced by the relevant DNSP.

. Balance between responsiveness and regulatory and administrative burden.

—  The final rule promotes the regulatory framework’s responsiveness to
changes through the removal of the provisions in the NER that require the
AER to maintain an existing service classification from a previous
regulatory control period. It allows AER to classify services based on their
characteristics and the relevant tests in the law and rules, not a previous
classification decision.

—  The final rule’s restriction on a distribution business’s ability to control
assets “behind the meter” is likely to require changes to the AER’s and
distribution businesses’” processes in relation to the regulatory
determination process. However, the Commission considers that
embedding these requirements within the existing regulatory
determination process is likely to limit the administrative burden on both
the AER and distribution businesses. Further, the Commission considers
that the additional regulatory burden is outweighed by the benefits derived
from facilitating the development of a competitive energy services market.

—  Currently, clause 6.12.3(b) requires the AER, when making distribution
determinations, to maintain its classification of distribution services as set
out in the relevant framework and approach paper unless it considers
unforeseen circumstances justify a departure. The final rule lowers the
threshold from “unforeseen circumstances” to “a material change in
circumstances”. The Commission considers this provides the AER with
additional flexibility to respond to changes in a changing environment.

The Commission’s reasons for not making a rule on certain aspects of the rule
change requests

In relation to COAG Energy Council’s request that new technologies that are capable of
providing multiple services/revenue streams should generally be classified as
contestable services (i.e. unclassified under the regulatory framework) and the AEC's
request to create an “energy related” or “contestable services” service classification, the
Commission’s reasons for not making such a rule are as follows:

. The proposed solutions do not address the issue of control. As discussed in the
consultation paper, the service classification framework classifies services
provided by network businesses to network users, and not inputs to those
services that are procured by network businesses. As many new and emerging
technologies are likely to be inputs to services, changes to service classification as
proposed by COAG Energy Council and the AEC would not achieve their stated
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objectives of preventing distribution businesses from investing in (and by
extension, controlling) assets that are located “behind the meter”.

The proposed solutions potentially create an adverse outcome. As discussed in
the consultation paper, distribution businesses are not able to use regulated
revenues to recover the cost of services that are not classified as direct control
services. Accordingly, if a technology was able to be classified as “unclassified”
or “contestable”, the service classification framework would prevent a DNSP
from using regulated revenue to recover the cost of investing in the asset (capex)
as well as the cost of procuring such an asset from the contestable market (opex),
even though such an asset may provide the most efficient solution to a network
problem. This outcome appears to be the opposite of what the COAG Energy
Council and AEC were seeking to achieve, which was to encourage DNSPs to
procure these services from the competitive market. It has the potential to create
adverse incentives for distribution businesses to undertake inefficient poles and
wires expenditure instead of procuring non-network solutions using new
technologies.

In relation to COAG EC’s proposal to allow reclassification of services within a

regulatory control period, the Commission’s reason for not making such a rule is as
follows:

While the Commission acknowledges that changing market environment has
seen the emergence of new technologies that may lead to a need to reclassify
services more frequently, it considers the cost of reclassification within a
regulatory control period significantly outweighs the benefits. Allowing for
within period reclassification would reopen large parts of the distribution
determination, a process which would be lengthy and involve a significant
investment of resources by DNSPs and the AER. Reclassification within a
regulatory control period would also have significant implication on DNSPs’
planning and business decisions. The Commission therefore considers that this
request would not be in the long term interest of consumers.

In relation to the AEC’s proposal to change the RIT-D and planning framework and

introduction of new principles to cost allocation, the Commission’s reasons for not

making such a rule are as follows:

The Commission considers that these issues are less material in light of the final
new restriction on DNSPs’ ability to own and control assets.

The Commission considers the AEC’s proposed changes to the RIT-D, planning
framework, cost allocation and shared asset mechanism are designed to address
perceived biases exhibited by DNSPs under the existing regulatory framework.
These biases relate to the incentives provided to DNSPs through the incentive
regulation framework and are separate from the core focus of the rule change
requests - the introduction of contestable frameworks for services related to
“behind the meter” (and other specific) assets.
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The Commission has recently made a number of changes to the RIT-D and
planning framework through the replacement expenditure planning
arrangements and local generation network credits rule changes.

The Commission therefore considers that any additional changes to RIT-D and
the planning framework need to be assessed within a broad review of the
overarching incentive design, not within a rule change request targeted at
contestability of energy services. Accordingly, the Commission does not consider
it is appropriate to make changes to the NER relating to these issues within this
rule change request. The Commission will be undertaking this analysis in its 2018
electricity network economic regulatory framework review.

If changes to address these additional issues were made as part of this rule
change, that would require considerable additional work to investigate the most
appropriate solution. That would delay the implementation of this rule change
and mean that it could not be implemented in time for the next round of AER
distribution determinations.
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3 Reasons for imposing restrictions on DNSPs' ability to
own and control assets "behind the meter"

This chapter discusses the Commission’s reasons for imposing restrictions on DNSPs
earning a regulated return on assets located behind a retail customer’s connection
point. It is intended to provide the context for the Chapters 4, 5 and 6 of the final
determination. It also provides the context in which the final rule determination is
made, views expressed by the proponents and stakeholders, and discusses the
Commission’s positions on issues raised in the rule change requests.

3.1 Context for the Commission’s decision

3.1.1 The changing technological environment

The past decade saw significant changes in the way the electricity was produced and
used in Australia. The NEM has moved from large-scale, centralised electricity
generation to greater amounts of smaller, distributed generation. Technologies such as
solar photo-voltaic (PV) and battery storage are also becoming cheaper and better, and
as a consequence, more widespread and viable at a small scale.

Between 2009 and 2015, the installed capacity of small-scale solar PV in the NEM
increased from 0.14 GW to 4.24 GW - a more than thirty-fold increase, with the
majority of this capacity installed in the residential sector. Battery technologies also
saw rapid growth in recent years, with total battery storage capacity growing from a
negligible level in 2014 to 59 MW in 2016.

The changes described above are not a passing fad - they are expected to continue in
the future. There is expected to be a large future demand for distributed energy

resource technologies, such as solar PV, energy storage and electric vehicles.”!

A significant quantity of these technologies are also expected to be deployed “behind
the meter”. For example, recent reports published by the Australian Energy Market
Operator (AEMO) indicate that:

. embedded solar PV uptake is forecast to triple by 2030, with 16 GW of installed
capacity across the NEM, which equates to approximately 50 per cent of
projected average daytime demand?2

. by 2035-36, nearly 4 GW of this rooftop PV capacity is expected to have
integrated battery storage, providing 6.6 GWh of energy storage potential?3

91 This expected uptake is driven by factors such as the falling costs and increasing functionality of

these technologies, more sophisticated information and control technologies, fast and cheap
computing platforms, and changing consumer attitudes to electricity supply.
92 AEMO, National Electricity Forecasting Report 2016.

93 AEMO, National Electricity Forecasting Report 2016.
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. the number of electric vehicles will significantly increase, from around 2,000
vehicles currently to around 255,000 in 2030, providing a total charging load of

around 1,800MW .94

A significant distinguishing feature of the growth in distributed energy resources is
that they are capable of providing multiple value streams and providing benefits to
participants across the entire electricity supply chain. Figure 3.1 below provides some
examples of the multiple value streams that can be provided by distributed energy
resources. It is also important to note that distributed energy resources are able to be
deployed at different levels of the energy network.

Figure 3.1 The multiple value streams of distributed energy resources
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As part of the Commission’s Distribution Market Model research project® and the 2017
Electricity Network Economic Regulatory Framework Review,% the Commission has

94 AEMO, Emerging technologies information paper 2015.

95 The diagram should be read from the outer edges inwards. The coloured concentric circles in the
centre illustrate where the distributed energy resource is connected. The grey areas indicate where
the physical location of a distributed energy resource means it cannot provide particular services.
For example, a battery storage system connected at the distribution or transmission level cannot
help an individual consumer reduce their reliance on the grid.

9 For more information on this project, go to: http:/ /www.aemc.gov.au/Markets Reviews
Advice/Distribution Market Model.

Reasons for imposing restrictions on DNSPs' ability to own and control assets "behind the meter" 25



examined the growth, penetration and use of distributed energy resources in the
Australian context.

Appendix 2 of the 2017 Electricity Network Economic Regulatory Framework Review report
provides some examples of how distributed energy resources and the new
technologies associated with them have been adopted by consumers, retailers and
network businesses. The report also examined some of the new services and business
models that have emerged from the growth of distributed energy resources.

3.1.2 The Commission’s overarching philosophy: making decisions that
support consumer choice

Against this backdrop of change, it is important that the economic regulatory
framework remains robust and flexible, and continues to support the efficient
operation of the energy market. The Commission’s work program is contributing to the
market evolution in key areas by establishing and recommending frameworks that are
in the long-term interests of consumers. The key work program area?® that is most
relevant to this rule change request is the continual support for the development of the
contestable energy services market.

The Commission considers that as a general rule, the best outcomes are achieved when
consumers make choices based on their own interests or values. Since the
Commission’s Power of Choice reform program started in 2012, the Commission’s
review recommendations and rule determinations have focused on increasing the
ability of consumers to control how they use electricity and manage costs.

In the context of supporting the development of the energy services market, the
Commission considers that the best way to support consumers’ ability to express their
preferences and make meaningful choices is through robust, well-functioning and
competitive markets. It is in this context that the Commission has considered the rule
change requests submitted by COAG Energy Council and the AEC.

3.2 The proponents' views

3.2.1  Overall aim of the rule change requests

The rule change requests were submitted in the context of the changing environment
discussed in Section 3.1 above and seek to promote the development of the competitive
energy services markets.

Both COAG Energy Council and the AEC considered that competitive markets are the
most efficient way of delivering services to customers and regulation should only

97 For more information on this review, go to: http:/ /www.aemc.gov.au/Markets Reviews

Advice/ Electricity Network Economic Regulatory Framework.

98 Other key areas under the Commission’s work program are: the integration of energy and emission

reduction policy, redesigning the east coast gas market to free up gas trading and promoting
systems security as the market transitions to new technologies and renewables.
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apply where competition is not effective.?” Both COAG Energy Council and the AEC
held concerns that it is unclear whether the NER appropriately provides for the
competitive delivery of an emerging class of energy services.

3.2.2 Additional issues raised by the AEC

In addition to concerns about the service classification framework, the AEC is also
concerned with the issues described in the following paragraphs.

DNSPs will not appropriately value non-network value streams

The AEC considered that if DNSPs own assets capable of providing value to both
DNSPs and contestable markets, networks will not value non-network value streams
appropriately. For example, the entity that owns assets that are capable of providing
multiple value streams would need to consider both “network peak” and “energy
peak” when deciding the type of asset or technology to invest in. The AEC considered
that DNSPs are not the best parties to make investment decisions in such assets.

The AEC considered the DNSPs’ inability to value non-network value streams justifies
the adoption of a different procurement model for certain inputs to network services.
Such a model would need to be designed to incentivise efficient investment in demand
response and network support, and would require networks to source inputs to
network services from entities in the contestable market that are independent of the
DNSPs.100

DNSPs will use their monopoly position to obtain advantages in contestable
markets

The AEC was concerned with the possibility that DNSPs will utilise their monopoly
power in network service provision to inappropriately favour affiliated businesses or
otherwise distort competition in contestable markets. Specifically, the AEC was
concerned that networks would restrict access to information to disadvantage third
party providers of network inputs and game incentive schemes to favour an affiliate.

To this end the AEC considered that the provision of cost reflective tariffs by networks
would resolve these issues by providing transparent price signals to third party
providers regarding the value of particular inputs to network services, and therefore
resolve concerns regarding the favouring of affiliates. However, it will take some time
to implement fully cost reflective tariffs.101

99 COAG Energy Council, Rule change request Contestability of energy services, p. 3; AEC, Rule
change request Contestability of energy services network support and demand response, p. 1.
100 ibid, pp. 4,7, 9.

101 ibid, pp. 11, 13.
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Networks are fixated on growing their RAB

The AEC considered that DNSPs are “fixated on growing the RAB”. Furthermore, the
AEC believes that the shared asset guideline provides a further incentive for networks
to invest in assets that can provide value to both network services and unregulated

services.102

3.2.3

Solutions proposed by COAG Energy Council and the AEC

To address their concerns, COAG Energy Council and the AEC proposed two
categories of changes to the NER:

Service classification framework

COAG Energy Council: ensuring that, as a general rule, the service
classification framework reflects the policy position that technologies that
are prevalent in competitive markets and capable of providing multiple
value streams should be classified as contestable services under the
regulatory framework, unless it can be established that the competitive
market is unlikely to efficiently and effectively deliver the servicel03

AEC: creation of a new service classification called “energy-related
services” or “contestable services” to support the development of a
competitive energy services market!104

Restricting DNSPs direct investment in “behind the meter” assets. In addition
to the creation of a new service classification, the AEC also proposed to exclude
DNSPs from direct investments in “behind the meter” assets. To prevent DNSPs
from using traditional network solutions instead of procuring energy services
from the competitive market, the AEC also proposed the following
complimentary measures:

lower the RIT-D threshold to $50,000, with some form of shortened RIT-D
process applying to these investments

make the outcome of the RIT-D binding on DNSPs through prohibition of
capital expenditure not approved under a RIT-D being rolled into the
regulatory asset base

require DNSPs to publish all relevant information, so that third parties can
compete for contestable services on an equal basis with DNSPs’ ring fenced

affiliates.
102 ibid, p. 4.
103 coac Energy Council, Rule change request Contestability of energy services, p. 3.
104 AEC, Contestability of energy services network support and demand response, p. 4.
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COAG Energy Council’s rule change request also identified issues in relation to the
process of service classification. Accordingly, it proposed changes that would improve
the transparency and regulatory predictability of the service classification process.
Chapter 7 provides a detailed discussion on the Commission’s analysis and
conclusions relating to COAG Energy Council’s proposals on the service classification
process.

3.3 Stakeholders' views - submissions on consultation paper

This section outlines the views of stakeholders on issues relating to DNSPs ability to
invest in assets “behind the meter” during first round consultation (submissions on
consultation paper). Stakeholders” views on changes to the service classification
process are discussed in Chapter 7.

3.3.1 Retailers

Retailers generally considered that allowing network service providers (NSPs) to make
investments in assets that are capable of providing contestable services was
tantamount to allowing NSPs to actually provide contestable services.195 Furthermore,
retailers considered that the cost allocation mechanism and shared asset guideline are
sufficiently manipulable that DNSPs will be able to effectively cross-subsidise their
ring-fenced affiliates when making investments in assets that provide value streams

across regulated and unregulated segments of the electricity sector.106

Retailers also considered that the current regulatory framework encourages DNSPs to
preference the use of capital expenditure over operating expenditure.197 The current
framework is also seen to be focused on efficient network expenditure and fails to
appropriately consider the impact of particular incentive schemes on competition in
contestable markets.108

3.3.2 The AER

The AER considered that ring fencing can only be used to enforce functional and legal
separation between regulated and contestable services, and is not suited to requiring
networks to source inputs from another entity. It also noted that as part of the process
of preparing the AER'’s recent ring-fencing guideline, “it became apparent that
interactions between regulated and contestable business activities are becoming more
complex” 109

105 Submissions to the Consultation paper: AGL, p. 1; Red Energy & Lumo Energy, p. 1; Origin Energy,
p- 3.

106 AGL, Submission to the Consultation paper, p. 4.

107 submissions to the Consultation paper: AGL, p. 5; Origin Energy, p. 7.

108 AGL, Submission to the Consultation paper, p. 5.

109

AER, Submission to the Consultation paper, p. 1.
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3.3.3 DNSPs

DNSPs considered that investments in “behind the meter” assets by DNSPs are likely
to only have a minor impact on contestable markets, and that fears of an exercise of
market power in contestable markets are unfounded. DNSPs considered that network
investment will only ever be relevant to a minority of such assets.110 Further, DNSPs
submitted that they do not seek to inappropriately increase the size of their RABs

through investment in contestable components.111

DNSPs considered that they should retain service delivery discretion in relation to
whether to invest in assets located “behind the meter” or pay third parties for inputs
provided by such assets. DNSPs considered that service delivery discretion is an
important principle within the service based incentive regulatory framework in the
NER.112 For example the ENA proposed a number of principles for assessing the rule

change requests, including:113

. Reliance on flexible incentives to drive efficient expenditure solutions.
Commercial incentives to drive efficient outcomes will outperform and deliver
more flexible outcomes that benefit customers than inflexible, pre-designed
regulatory ‘fixes” or narrow prohibitions on service inputs.

. Regulatory interventions in network service delivery should be the minimum
necessary to address clearly established problems. This principle matches the
Hilmer Committee’s competition principles relating to government interventions
in infrastructure service markets.

Furthermore, DNSPs submitted that it can be difficult to enter contracts that deliver
particular outcomes or quality of service with third parties and that it is therefore
sometimes more efficient for a DNSP to provide particular inputs itself. DNSPs
considered that even when it is possible to write contracts that ensure procured inputs
are of a particular quality, DNSPs believe that writing contracts where a counter party
bears all of the risk of non-delivery may not be efficient, or may itself deter other
parties from providing inputs to a regulated network service.114

DNSPs also noted that the current planning framework does not prohibit efficient
utilisation of assets that provide multiple value streams, and that networks are
currently capable of realising multiple value streams efficiently. DNSPs cited evidence
relating to the ownership of load control,115 or other assets in front of the meter.116

110 Ausgrid submission to the Consultation paper, p. 2.

1T ibid, p. 16.

112" sybmissions to the Consultation paper: Ausgrid, p. 15; SA Power Networks, Citipower &
Powercor, p.3; United Energy, p.2; Energy Queensland, p.8; AusNet Services, p.2; Endeavour
Energy, p.10.

113

ENA, Submission to the Consultation paper, p. 3
114 ipid, p. 9.

115
116

Ausgrid, Submission to the Consultation paper, p. 4.

AusNet Services, Submission to the Consultation paper, p. 4.
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Energy Networks Australia (ENA) also argued that any rule change in this space
should focus on the efficiency of network service delivery. To this end, the ENA
argued that the Commission should not sacrifice efficiency in network service delivery
in exchange for the promise of competition. It noted that competition should be
considered a means to an end, specifically the efficient delivery of network services.117

3.4 Analysis: the Commission's reasons for restricting DNSPs' ability
to own and control "behind the meter" assets

3.4.1 Enabling a competitive energy services market

In Section 3.1 above, the Commission explained that against the backdrop of change,
the Commission’s recent reforms and rule determinations have focused on increasing
the ability of consumers to control how they use electricity and manage costs. In the
context of this rule change request, the Commission considers consumers” ability to
make choices in relation to energy services is best met through a robust competitive
market.

However, a robust competitive market can only develop if all market participants are
able to compete on a level playing field. In the Integration of Energy Storagel1® report,
the Commission highlighted three types of actions from DNSPs that have the potential
to weaken competition to the detriment of consumers. These actions are:

. the ability to cross-subsidise a competitive service from its regulated activities

. the ability to use information gained through the provision of regulated services
to gain advantage in competitive markets

. the ability to restrict competition in a competitive market by restricting access to
infrastructure or providing access on less favourable terms than to its affiliate.

The Commission considers that the ring-fencing requirements that have been recently
introduced by the AER will be effective in addressing the first two behaviours.
However, on the third issue, the Commission is concerned that additional safeguards
need to be introduced to limit network businesses” ability to exert control and impact
competition in the energy services market.

3.4.2 Why is the Commission concerned about DNSPs’ ability to exert
control?

As both COAG Energy Council and the AEC have stated in their rule change requests,
new technologies that are becoming prevalent in the energy market are capable of
providing multiple value and revenue streams - both in the regulated and
non-regulated segments of the electricity system. It is important that network

117
118

ENA, Submission to the Consultation paper, pp. 7-8.
AEMC, Integration of Energy Storage - Regulatory Implications, Final report, p. 11.
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businesses are able to access the services provided by these new technologies in order
to provide network services efficiently, but they must do so in a way that does not risk
distorting competition in the energy services market.

In most cases, the asset embodying these technologies is not capable of providing the
multiple value and revenue streams simultaneously. Therefore, an entity that has
control of such assets will need to make decisions regarding trade-offs, both at the time
of operating these assets and at the time of investment (for example, choosing the
capabilities of the asset that is installed) in these assets. In an increasingly connected
energy sector, the Commission considers that the concept of efficiency must be
considered not only in one part of the sector (for example, distribution networks), but
across the entire energy sector. The Commission considers that if DNSPs are in control
of such assets, they may favour network benefits at the expense of maximising the
value across the electricity system as a whole.

Further, the nature of the assets is such that once installed at a customer’s premises, the
customer is not likely to install additional assets of the same type (for example, a
customer is unlikely to install a second battery storage unit). The Commission is
therefore concerned that DNSPs, with their incumbent status as monopoly operators of
distribution networks, are able to adversely affect the level of competition in the
energy services market through the ability to install (and operate) these assets and
recover the costs of those assets through regulated revenues.

35 The Commission's decision - draft determination

In the draft determination, the Commission considered that it is important to limit
DNSPs’ ability to own and control “behind the meter” assets that can provide
contestable energy services to prevent adverse outcomes in the competitive energy
services market.

However, the Commission also concluded that changes to the service classification
framework proposed in the rule change requests are not likely to address the issues
raised in the rule change requests. The Commission considered that the proposed
changes to the service classification framework do not address the issue of DNSP
control and potentially create adverse outcomes. This was discussed in Chapter 4 of the
draft determination.

The Commission considered that a rule that restricts DNSPs” ability to earn regulated
returns on assets located behind a retail customer’s connection point is a more effective
and more proportionate response to the issues raised by COAG Energy Council and
the AEC. Importantly, the draft rule did not restrict DNSPs’ ability to utilise new
behind-the-meter technologies in order to deliver regulated network services more
efficiently, it simply requires DNSPs to procure those services from third-parties or
from their own ring-fenced affiliates rather than owning and controlling the assets.
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3.6 Stakeholders' views - submissions to draft determination

3.6.1 Retailers

Retailers were generally supportive of the draft rule. Some retailers argued that it was
essential that DNSPs be allowed to procure services from behind the meter assets,
while also not being allowed to supply or own their own behind the meter assets.
Importantly retailers were sceptical of the ability of existing rules to simultaneously
allow DNSPs to own or operate behind the meter assets, while still preserving
competitive neutrality in the provision of energy services. Lastly, some retailers also
noted that the long-run dynamic benefits of a competitively provided energy services
market would outweigh any increase in inefficiency in the provision of network
services.

Some retailers argued that it was essential to continue to allow DSNPs to procure
services from behind the meter assets, and that it was important that the rule change

not serve as an impediment to such procurement.!1?

Red Energy/Lumo Energy argued that without the draft rule, DNSPs would operate
behind the meter assets to favour the provision of network benefits over other uses and
that networks were likely to foreclose competition in the energy services market.120
Some retailers believed that without the draft rule, DNSPs could cross-subsidise a
third-party affiliate that provided contestable energy services.121 Red Energy/Lumo
Energy in particular, argued that the cost allocation guidelines and corresponding cost
allocation mechanisms were manipulable, such that DNSPs would be able to

circumvent current safeguards designed to prevent cross-subsidies.122

Some retailers also argued that allowing DNSPs to supply or own assets behind the
meter would not preserve competitive neutrality in the market for the provision of
energy services.123 Red Energy/Lumo Energy argued that the draft rule preserved

competitive neutrality in the provision of energy services.124

The AEC also argued that that the dynamic benefits of competition in the provision of
energy services from behind the meter assets would ultimately outweigh any
short-term efficiency gains associated with allowing DNSPs to directly invest in behind

the meter assets.12> Correspondingly, the AEC believes that using the "impacts on the

119 AEC, Submission to the draft determination, p. 1, Origin Energy, Submission to the draft
determination, p. 1, AGL, Submission to the draft determination, p. 2.

120 Red Energy/ Lumo Energy, Submission to the draft determination, p. 2.

121 Red Energy/ Lumo Energy, Submission to the draft determination, p. 2, Simply Energy,
Submission to the draft determination, p. 1.

122 Red Energy/ Lumo Energy, Submission to the draft determination, p. 2.

123 AEC, Submission to the draft determination, p- 1, Red Energy/Lumo Energy, Submission to the
draft determination, p. 1, Simply Energy, Submission to the draft determination, p. 1.

124 Red Energy/ Lumo Energy, Submission to the draft determination, p. 1.

125

AEC, Submission to the draft determination, p. 2.
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development of competition" as the relevant standard for exemptions from the
restriction on investment in behind the meter assets is appropriate.126

EnergyAustralia also argued that under the existing regulatory framework, DNSPs
faced fundamentally different incentives from entities operating in a competitive
market, as monopoly regulation was "imperfect". As a result, Energy Australia argued
that there was no equivalence between the incentives faced by a DNSP and other firms
in a competitive market.127

3.6.2 The AER

The AER considered the proposed approach as a move to "regulate assets (rather than
just services)" and noted that this constituted a significant change in regulatory
approach. It expected that the matter would require continuous monitoring as
technology changed.128

3.6.3 DNSPs

The submissions from DNSPs criticised several aspects of the Commission's approach
in the draft determination.

Firstly, DSNPs argued that the rule was not technology neutral.12 Ausgrid cited the
specific example of how under the draft rule, it would be permitted to provide load
control services through a network device, but not using a battery located behind the

meter.130

DSNPs were also critical of the fact that the draft rule limits their service delivery
discretion.131 Several DNSPs also argued that the draft rule moved the regulatory
framework from a service-based regulatory model to an asset-based regulatory model,
and that this would lead to a less efficient delivery of network services to
consumers.132 Furthermore, the ENA argued that any potential benefits arising from

improvements in competition were unlikely to be well defined or identifiable.133

DSNPs were also critical of the fact that the draft rule sought to address a problem
pre-emptively as any competition issues associated with DNSP ownership of behind

126 AEC, Submission to the draft determination, p. 2.

127 Energy Australia, Submission to the draft determination, p. 3.

128 AER, Submission to the draft determination, p. 3.

129 ENA, Submission to the draft determination, p. 1, Ausgrid, Submission to the draft determination,
p- 2, SAPN, Submission to the draft determination, p. 1.

130 Ausgrid, Submission to the draft determination, p. 2.

131 ENA, Submission to the draft determination, p. 1, Essential Energy, Submission to the draft
determination, p. 3, Energy Queensland, Submission to the draft determination, p. 5.

132 ENA, Submission to the draft determination, p. 2, Ausgrid, Submission to the draft determination,
p- 2, SAPN, Submission to the draft determination, p. 1, Energy Queensland, Submission to the
draft determination, p. 6.

133

ENA, Submission to the draft determination, p. 1.
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the meter assets were yet to arise. As a result, it was not possible to determine whether
the draft rule was proportionate to the issues it seeks to address.134

Several DNSPs went further, and argued that the issues identified in the draft rule
determination were already dealt with by existing regulatory obligations.13> For
example, Energy Queensland argued that the issues were dealt with through
ring-fencing arrangements, the cost allocation obligations on DNSPs and the shared

asset guideline.136
3.6.4 Other

The S&C Electric Company argued that the draft rule would result in a reduction in
competition by ensuring that services provided by behind the meter assets were
provided by retailers. In particular they argued that the levels of market concentration
associated with the Big Three retailers, which were also vertically integrated gentailers
indicated that it may not be desirable for behind the asset meter energy services to be
provided by such entities.137 They also argued that the concerns raised with respect to
the incentives faced by DNSPs would be more appropriately dealt with by assessing
revenue determinations on a total expenditure (totex) basis.138

The Total Environmental Centre (TEC) considered the draft rule is an excellent
response to issues raised but argued that the draft rule should have gone further and
that the Commission's justification for the draft rule warranted applying the restriction
on investment to assets both behind and in front of the meter.139

The Public Interest Advocacy Centre (PIAC) noted that a competitive energy services
market would not necessarily benefit all customers. In particular they were concerned
with the impact of contestability on customers in regions with low customer density
and with unengaged or disadvantaged customers.140 PIAC noted that in the existing
retail energy market, retailers were often reluctant to offer favourable market contracts
to customers in low customer density areas such as regional areas. PIAC was therefore
concerned that a similar dynamic would emerge in a contestable market for behind the
meter assets, with service providers being less willing to invest in finding customers
and installing assets in low customer density areas.141

134 ENA, Submission to the draft determination, p. 2, Ausgrid, Submission to the draft determination,
p- 1, AusNet Services, Submission to the draft determination, p. 1, Essential Energy, Submission to
the draft determination, p. 3, SAPN, Submission to the draft determination, p. 1.

135 Essential Energy , Submission to the draft determination, p. 1, SAPN, Submission to the draft
determination, p. 1, Energy Queensland, Submission to the draft determination, p. 4, AusNet
Service, Submission to the draft determination, p. 1.

136 Energy Queensland, Submission to the draft determination, p. 4.

137 5&C Electric Company, Submission to the draft determination, pp. 1 -2

138 5&C Electric Company, Submission to the draft determination, p. 1.

139 TEC, Submission to the draft determination, p. 3.

140 PIAC, Submission to the draft determination, p. 5.

141 jpid.
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Furthermore, PIAC was concerned that particular segments of customers would be
incapable of benefiting fully from the competitive offers of a competitive market, either
due to their lack of engagement, social disadvantage or a combination of the two. In
particular disadvantaged consumers may remain financially unable to purchase
behind the meter resources in a competitive market, irrespective of their engagement
with the market.142

3.7 The Commission's decision - final determination

Having regard to the issues in the rule change requests, submissions from stakeholders
and the Commission’s concerns as described in Section 3.4.2 above, the final rule
retains the draft rule’s approach to restrict DNSPs’ ability to earn regulated returns on
assets located on a retail customer’s side of the connection point.

As explained in the draft determination, this approach is a more effective and more
proportionate response to the issues raised by COAG Energy Council and the AEC.
The Commission considers the final rule supports consumer choice by facilitating
competition in an emerging energy services market. As stated in Section 3.4.1, a robust
and competitive market can only develop if all market participants are able to compete
on a level playing field. The final rule safeguards competition in the energy services
market by limiting entities with monopoly power from exercising such power to
consumers’ detriment.

The Commission notes that Essential Energy’s submission to the draft determination
incorrectly claimed that one of the Commission’s staff said at the public forum held on
27 September 2017 that ‘the stated intention of the draft rule is to promote a
competitive behind-the meter market ahead of the achievement of efficiency prescribed
in the NEO'.143 This is not what the Commission’s staff said at the public forum. At
the public forum, some DNSPs argued that the draft rule would not promote efficient
investment in network services. The Commission’s staff responded by explaining that
the NEO refers to promoting efficient investment in, and efficient operation and use of,
“electricity services”, not “network services”, which means that the Commission must
consider efficiency not just in one part of the sector (i.e. distribution network services),
but the entire energy supply chain.144

Further, the final rule does not restrict DNSPs’ ability to utilise “behind the meter”
technology to deliver network services more efficiently, nor does it discriminate
between technologies as the restriction on DNSPs applies to all assets at a spatial level.

Details on the restriction and implementation of the final rule are discussed in further
detail in Chapters 5 and 6.

142 ipid, p. 6.
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Essential Energy, submission to draft determination, p. 3.

As discussed previously, this is best achieved by providing the ability for consumers to exercise
choice in a robust and competitive market where all service providers participate on a level playing
field.
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4 Service classification framework: defining the
boundaries and scope of DNSPs’ services

This chapter discusses the Commission’s analysis and conclusions in relation to both
COAG Energy Council’s and the AEC’s proposals relating to using the service
classification framework to limit DNSPs” involvement in contestable energy services
markets.

As discussed in Chapter 3, the Commission has concerns regarding the adverse impact
on the level of competition in the energy services market if DNSPs are able to own and
operate assets “behind the meter”. However, the Commission has concluded that the
changes to the distribution service classification framework proposed in the rule
change requests are not likely to achieve the intended outcomes of those requests.

Instead, the Commission considers that the aspects of the final rule, which is a more
preferable rule, discussed in Chapter 5 better address the issues raised by the
proponents.

4.1 Proponents' views

4.1.1 Issues the rule change requests seek to address

Both the COAC Energy Council and the AEC considered that competitive markets are
the most efficient way of delivering services to customers and regulation should only
apply where competition is not effective.145

The AEC considered that the advent of “behind the meter” technologies that have the
ability to provide demand response and network support services blurs the traditional
boundaries between what is a service that forms part of a DNSP’s monopoly
distribution service versus what is a service that should be determined by competitive
market forces.146 The AEC also considered that the definitions in the NER, and
particularly the definition of distribution service, are vague and imprecise. The AEC
stated that the effect of this on the application of the AER draft ring fencing
guidelinel4” is uncertain, and therefore subject to avoidance.148

Similarly, COAG Energy Council considered that new technologies that are capable of
providing multiple revenue streams have the potential to blur the boundaries between
“traditional” regulated network services and emerging “non-traditional” services.14?
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Rule change requests: COAG Energy Council, p. 3; AEC, p. 1.

AEC, Rule change request Contestability of energy services network support and demand
response, p. 2.

147 When the AEC submitted the rule change request, the AER had only published the draft ring
fencing guideline. The final ring fencing guideline was published on 30 November 2016.

148 AEC, Rule change request Contestability of energy services network support and demand
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COAG Energy Council further stated that it considers that current service classification
definitions lack sufficient clarity and this leads to the absence of regulatory certainty
with respect to the treatment of new technologies. COAG Energy Council considered
this could have detrimental impacts for investment in new technologies in both the
regulated and contestable market segments.150

COAG Energy Council considered one of the key contributors to the lack of clarity is
the broad definition of a “distribution service” in the NER. COAG Energy Council
noted that the “in connection with” nexus of the definition appears to imply that the
service does not itself need to utilise assets that fall within the scope of the distribution
system, and that it potentially allows for services provided behind-the-meter to fall
within the definition of distribution services.15

COAG Energy Council also considered the definitions of direct control services
(including standard control service and alternative control service) and negotiated
distribution service do not refer to the characteristics of the service, but instead refer to
the manner in which the DNSP can recover the costs associated with providing that
service. COAG Energy Council considered this approach is potentially contributing to
a lack of clarity in the definitions and their practical application.

COAG Energy Council noted the key challenge of accommodating new technologies
into the service classification framework is that the investment may be capable of
providing multiple services/revenue streams in both the regulated and contestable
market; and the need at the same time to ensure the regulatory framework continues to
provide strong separation of regulated and competitive services.152

4.1.2  Solutions proposed in the change requests

Solution proposed by the AEC

The AEC proposed that a new service classification called “energy-related services” or
“contestable services” be created. The aim of the new service classification would be to
support the development of a competitive market in services which are or should be
contestable,13 and to accelerate innovation and efficient investment.1>* The AEC did
not consider that the new service classification is or should be captured by the current
definition of unclassified services as the NER currently appears to define unclassified
services as residual services (services not classified as direct control services or

negotiated services).1%5

150 ibid, p. 10.
151 ibid, p. 11.
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153 AEC, Rule change request Contestability of energy services network support and demand

response, p. 3.
154 ibid, p. 4.

155 Ibid, p. 4. Note that “unclassified services” is not a service classification within the current service

classification framework. However, in practice, the AER have used the term “unclassified” to
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The AEC stated that the definition of “energy related” or “contestable” services would
preclude the AER from having a role in regulating the prices charged for contestable
distribution services. However, the AEC considered that the AER would have a role in
determining from time to time what services are to be included within this category of
services, as well as determining whether a NSP’s cost for procuring those services are
prudent and efficient.

The AEC considered clause 6.17.2(b)15¢ of the NER would be an appropriate place for
the new definition to be included.157

Solution proposed by COAG Energy Council

COAG Energy Council stated that its rule change request seeks to re-enforce the
competition principle that services should only be regulated where competitive market
forces cannot efficiently deliver those same services.158 It did not propose a particular
solution to the issues raised, but requested the Commission to consider changes to the
service classification definitions and related provisions to deliver the following
outcomes:

. implement the policy intent that new technologies that are becoming prevalent in
the contestable market and capable of providing multiple services/revenue
streams should as a general rule be classified as contestable services i.e.
unclassified under the regulatory framework

. reflect COAG Energy Council’s position that there should not be a blanket
prohibition on services provided by these new technologies being classified as
regulated where this can be reasonably justified (e.g. where the technology will
entirely be used for network support or where competition does not exist)

. ensure the standard control services definition (and/or associated rules) more
clearly reflect the intent that the relevant services (or allowable inputs to
standard control services) must have natural monopoly characteristics

. reflect the growing number and complexity of services in the electricity market,
including if possible the capability of new technology investments to provide
multiple services i.e. in both the regulated and contestable markets with a view to
enhancing certainty for market participants and new investors

. provide more clarity and certainty around how the AER interprets and applies
the service classification definitions and associated rules.1%?

denote distribution services that are not regulated. An example of such services is type 1-4
metering services.

156 This clause details the content requirement of the AER’s distribution ring fencing guidelines.

157 AEC, Rule change request Contestability of energy services network support and demand
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4.2 Stakeholders' views - submissions to the consultation paper

4.2.1 Changes to the service classification framework

A number of stakeholders noted that COAG Energy Council’s and the AEC’s proposed
solutions would not address the issues raised as the service classification framework
requires the AER to classify services rather than inputs to services:

. Ausgrid noted that changes to the approach to service classification are not the
appropriate means to address the proponents’ concerns as economic regulation is
based on services, not assets. Ausgrid also noted that the location of an asset is
not the key factor in determining whether it is associated with a service that is
either regulated or not regulated.160

. Endeavour Energy considered that the proponents have incorrectly identified the
service classification framework as the means of addressing the issues they have
raised. Endeavour Energy noted that some of the concerns raised by stakeholders
stem from the lack of understanding that it is services that are classified rather
than the underlying technology or assets.161

. The ENA stated that the focus of the classification process should be
appropriately classifying services delivered to customers, not inputs to services
provided to customers. This recognised the fact that asset-based definitions of
network services would be unworkable given the capacity of a range of existing
network assets to provide multiple services with different classifications.162

AGL supported the objective of the rule change proposals and the underlying principle
that, where feasible, contestability and the competitive delivery of services will
promote choice and lead to better price and service outcomes for consumers. AGL
stated that distributed energy resources (DER) that can be installed behind-the-meter
and have the potential to offer multiple value streams (including services that support
the management of the network) do not exhibit natural monopoly characteristics and
that they lend themselves to contestable provision by a service provider who can
provide service offers that optimise the various potential value streams available. AGL
was concerned that the current regulatory framework does not require DNSPs to draw
on competitive markets to deliver network support and demand management
solutions and a framework that allows DNSPs to directly deploy DER creates a barrier
to the development of well-functioning markets in DER related products and
services.163

The Total Environmental Centre (TEC) stated that it found no support in the NER for
the Commission’s assertion that the service classification framework only classifies

160 Ausgrid, submission to the Consultation paper, p. 2.

161 Endeavour Energy, submission to the Consultation paper, p. 7.
162 ENA, submission to the Consultation paper, p. 11.

163
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40 Contestability of energy services



services provided by DNSPs to customers.164 However, it argued that it is time to
reconsider the service classification regime and to come up with a more DER-friendly
approach - its submission provided two possible options. The TEC believed the service
classification regime should begin by identifying the services valued by consumers. It
considered that some of the services could only be best provided by monopoly
distributors while others could be provided through the competitive markets.165

4.2.2 Changes to the definition of distribution service

Stakeholders from various sectors of the market, including Endeavour Energy, Energy
Queensland, Red and Lumo, the AEC, Origin Energy and the AER, agreed that the
definition of a “distribution service” lacks clarity.

Both the AER and Origin Energy noted that the “in connection with” aspect of the
definition lacks clarity. The AER noted that this phrase could be interpreted very
broadly and that potentially almost any service provided with resources otherwise
used to provide distribution services could be considered to be a distribution
service.166 The AEC considered that in an evolving market and technological
environment, the lack of clarity in the definition does not promote regulatory certainty
or efficient market outcomes.167

Origin Energy stated that the lack of clarity in the definition could be resolved with a
more binding definition of the phrase “in connection with” and “distribution system’”
Furthermore, Origin Energy considered that a number of definitions underpinning the
classification framework need to be better defined to make clear where the distribution
system ends. Origin Energy considered that the definition of a distribution system
would not capture behind-the-meter technologies, as they are beyond the agreed point
of supply and therefore not part of the distribution system.168

However, stakeholders such as Endeavour Energy and Ausgrid stated that the
definition of a “distribution service” does not require an amendment. Ausgrid
considered that the current definitions are effective in providing clear guidance to the
market. Further guidance would only be required if the AER does not have the ability
to interpret the relevant terms contained within the NER, consistent with the long term
interests of customers and the objectives of the economic regulatory framework set out
in the NEL and NER. Ausgrid considered that the proponents do not provide sufficient
justification that the AER does not have this ability to s0.169
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Red and Lumo and Endeavour Energy noted that the Commission should consider
whether the “in connection with” aspect of the definition implies that there must be a
physical connection to the distribution system for a service to be classified as a
distribution service.170 Both stakeholders noted that the issue is being considered in
the Alternatives to Grid Supply rule change request, and that clarity on this issue could
be provided in that rule change request.171

4.3 Commission's position in the draft determination

In the draft determination, the Commission considered that a robust and competitive
market is the best mechanism to support consumer choice in the energy services sector.
The Commission’s position therefore aligned with that of COAG Energy Council and
the AEC that competitive markets are the most efficient way of delivering services to
customers and regulation should only apply where competition is not effective.

The Commission also set out its concerns regarding DNSPs” ability to exert control
(through ownership and operation of “behind the meter” assets) that could adversely
affect the level of competition in the energy services market and discusses the need to
curtail such actions. These concerns are discussed in Chapter 3 of the draft
determination.

After undertaking extensive analysis and having regard to the issues raised in the rule
change requests and in submissions, the Commission concluded that changes to the
service classification framework are not likely to be effective in addressing the
Commission’s, COAG Energy Council’s or AEC’s concerns regarding the regulatory
treatment of "behind the meter" assets and other new technologies and the boundary
between regulated and contestable services. The sections below set out the
Commission’s analysis in the draft determination on why the proposed changes to
service classification are unlikely to be effective in addressing the concerns raised by
the proponents and would not promote the NEO.

The Commission has decided that a more effective way to address the concerns raised
in the rule change requests is to place a new restriction on DNSPs’ ability to earn a
regulated return on assets located behind a retail customer’s connection point. Details
of this new restriction are set out in Chapter 5 and 6.

4.3.1 The service classification framework: clarification

The economic regulatory framework sets out a framework for determining which
services will be economically (price/revenue) regulated, which services will be subject
to a negotiate/arbitrate framework (negotiated services) and which services will
remain unregulated. This occurs through the distribution service classification process
set out in the NER.

170
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Submissions to the Consultation paper: Red and Lumo, p. 4; and Endeavour Energy, p. 6.
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The current incentive regulation framework regulates services provided by DNSPs.172
Where a service provided by a relevant DNSP is regulated, the DNSP has discretion in
relation to how the service is provided, so long as the DNSP chooses the most efficient
means to do s0.173 Therefore, under the current framework, inputs - that is, generally
speaking, the various components which a DNSP uses to provide a distribution service
(including assets used to provide the services) - cannot be classified under the NER.

Similarly, services provided to DNSPs by network users (for example, network support
provided by some large network users to the DNSP under a contract) are not services
that can be classified, as they are not a service provided by the DNSP to the
distribution network user.

In order to understand the purpose of service classification, and the implications of
changes to service classification, it is important to understand the role of service
classification in the broader economic regulatory framework for distribution networks.
Service classification is a key initial step in the process undertaken by the AER in
regulating distribution services under a distribution determination. Any changes to
service classification have significant flow-on effects for the application of the rest of
the regulatory framework, in particular in relation to the revenues that DNSPs can
recover and the prices they can charge for regulated services.

4.3.2 Services vs inputs

Services and inputs generally

The Commission discussed the distinction between services and inputs in detail in the
consultation paper and during the public forum on 25 January 2017.174

In some cases, the distinction between a service and an input is relatively clear. In
order to be a distribution service that can be classified by the AER, the service must be
provided by a DNSP to a customer. If something is provided by a customer or a third
party to a DNSP, then it is not a distribution service that can be classified, but it may be
an input that the DNSP uses to provide a distribution service.

The consultation paper gave the following examples of this distinction:17>

. It is the services provided by DNSPs to customers that are classified within
distribution service classification. The inputs that a DNSP uses in providing
distribution services to customers are not classified. Equivalently, services that

172" Clause 6.2.1(a) states that the AER may classify a distribution service to be provided by a DNSP as
a direct control service or a negotiated distribution service.

173 Having regard to definition of ‘distribution service” in the NER and its application throughout the
regulatory framework, the Commission considers that a distribution service is necessarily one that
is provided by a DNSP to a distribution network user.

174 See the consultation paper and forum presentations on the AEMC’s website.
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are provided to the DNSP as inputs to providing services to customers are not
classified. For example:

- To provide network services, a DNSP will usually need to trim trees
surrounding its network. The DNSP may procure a third party or related
entity to trim the trees, or use its own staff and assets to trim the trees.
Regardless of which approach is taken, tree trimming for the purpose of
maintaining the network is not a separate service that can be classified. This
is because it is not a service being provided to a customer, it is an input to
providing network services to customers.

—  If a customer owns a storage device and uses it to provide a DNSP with
network support, this cannot be classified because the customer is
providing the DNSP with a service, not the other way around. Similarly, if
a DNSP invests in storage assets and uses them to provide network
support, this is not a service that can be classified, because it is an input to
network services and not a separate service provided to a customer.

In some circumstances the distinction between a service and an input can be less clear.
This primarily arises where something is supplied by a DNSP to a customer, but it
would be possible to classify that thing as a separate service or as part of the standard
control service.

In these cases, the Commission considers that one of the key determinants of whether
an activity is a service is the concept of “distinctness” - that is, whether the activity in
question could provide value to specific customers if supplied separately from the core
service. The Commission considers that for an activity to be considered a service, it
must be possible to demonstrate that a customer would receive a benefit in return for
procuring that activity on a stand-alone basis. Using voltage support as an example, if
it is to be considered as a separate service from the core service of providing common
distribution service, the first consideration is whether voltage support, provided as a
stand-alone activity, would provide value to network users.

In these more difficult cases, the AER has an appropriate amount of discretion as to
what it considers to be a separate service as opposed to an input into another service.
In exercising that discretion, the AER is likely to bear in mind the role of service
classification in the broader regulatory regime as discussed above and whether the
benefits of separating something into a separate service outweigh the costs of doing so.

For example, type 5 and 6 metering (manually read meters) had been previously
treated as an input into the standard control service but the AER determined that these
should be separate alternative control services in distribution determinations in 2015
and 2016. Separating out these services involved costs as it had significant implications
for the rest of the determination, including the need to remove metering assets from
the RAB and set separate prices for these services. However, it also had significant
benefits in promoting competition for metering services and making it easier for
consumers to make informed choices whether to obtain a regulated type 5 or 6
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metering service from a DNSP or a competitive type 4 metering service (remotely read

metering) from a retailer and compare the prices for those services.176

Application to new and emerging technologies

Having established a framework to consider whether an activity is a service, the

Commission then considered functionality provided by new and emerging

technologies.

As discussed in Chapter 3 (and as discussed in the rule change requests by COAG
Energy Council and the AEC), new and emerging technologies are capable of
providing multiple value streams across both the regulated and contestable segments
of the energy sector. In consultation with the AER, the Commission analysed a number

of technologies using the test of whether something is provided by a DNSP to a
customer and applying the concept of “distinctness” above and concluded that the
functions provided by new technologies (and indeed new business models) in the

regulated segment of the electricity sector are not able to be classified as distribution

services.

Instead, they are inputs to DNSPs’ standard control service (the service referred to by
the AER as “common distribution services” in recent distribution determinations).

These assets are also capable of providing other services in the contestable segment of
the electricity sector. For example:

A storage device has the ability to provide network support to a DNSP to relieve
network congestion and is also capable of providing retail bill management
services to a retail customer.

In the context of network support, this is not a stand-alone network service that is
provided by the DNSP to a customer and that the customer can derive value
from, but rather it is provided by the owner of the storage device to the DNSP in
providing the common distribution service. When used in that capacity, it is
therefore an input to a service rather than a service and thus cannot be classified
under the service classification framework.

If the storage device was being used to provide retail bill management services to
a retail customer, then that is a separate service. If that service is provided to the
customer by a person other than the DNSP, then it cannot be classified by the
AER as the AER can only classify and regulate services provided by the DNSP. If
the DNSP was providing that service to the customer using a storage device
connected to its network, then the AER may classify that as a service (depending
on whether the AER considered that it was a “distribution service”). It is likely
that if the AER decided that this was a distribution service, the AER would
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determine that this is an unclassified service, i.e. an unregulated contestable
service.

Why changes to service classification would not address the issue and would
have significant negative consequences

Despite the above, if changes could made so that a technology (for example
behind-the- meter storage devices) is able to be classified as “contestable service” or an
unclassified distribution service, the role of the service classification framework in the
overall regulatory regime would mean that this approach would not achieve the
outcomes sought by the proponents. Indeed, such an approach would be likely to have
the opposite effect to that intended by prohibiting DNSPs procuring these new
technologies from the contestable market.

Classifying these technologies as a separate unregulated service would not only
prevent a distribution business from using regulated revenues to recover the cost of
investing in the asset (capital expenditure), but would also prevent it procuring the
functionality provided by such an asset from the contestable market and recovering the
costs of doing so (operating expenditure), even though such an asset may provide the
most efficient solution to a network problem.

This outcome has the potential to create adverse incentives for distribution businesses
to undertake inefficient expenditure or investment and is likely to force distribution
businesses to invest in traditional poles and wires assets rather than procure new
technologies from the contestable market. This is likely to increase costs for consumers.

Based on the above analysis, the Commission concluded that service classification is
not the appropriate area of the regulatory framework to address the issue of DNSPs’
control of “behind the meter” assets or other new technologies. The Commission

considered the issue is better addressed by imposing a direct restriction on a DNSP’s
ability to earn regulated return on assets behind a retail customer’s connection point.

4.3.3 Definition of distribution services

While the Commission acknowledges COAG Energy Council and stakeholders’
concerns that the term distribution service in the NER may be uncertain in its scope,
the draft rule did not amend the definition of distribution service.

The Commission considered that changes to the definition of distribution service are
likely to lead to inconsistencies between that term in the NER and the defined term
“electricity network service” in the NEL and, more generally, the AER’s economic
regulatory functions or powers under the NEL. Any such inconsistency between a rule
made by the Commission and the Law may result in such a rule being invalid.

In addition, the Commission did not consider that any such change to the definition
would address the issues identified by COAG Energy Council or stakeholders’
concerns for similar reasons to those discussed above.
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As discussed in section 4.3.1 and 4.3.2 above, the service classification framework
provides for the classification of distribution services rather than inputs to those
services. It appears that that the functionality provided by new and emerging
technologies that are the subject of this rule change are likely to be inputs to
distribution services. Therefore, a revised definition of distribution service would not
necessarily prevent a DNSP from deploying and controlling assets “behind the meter”
as they would be considered inputs to distribution services. Such a change would also
prevent DNSPs from using regulated revenues to procure the functionality provided
by these assets from the contestable market.

Further, the Commission concluded that in a rapidly changing market, the service
classification framework should provide the AER with sufficient flexibility and
discretion to determine service classification appropriate to the market condition at the
relevant point in time.

Similarly, the Commission concluded that applying functional characteristics to the
definitions of standard control services and alternative control services would limit the
AER'’s discretion when classifying services. Currently, when the AER classifies a direct
control service either as a standard control service or alternative control service, it must
have regard to those factors set out in clause 6.2.2 of the NER, which provides the AER
with discretion to take into account jurisdictional differences as well as the state of the
market relevant to the DNSP.

The Commission considered that introducing a functional characteristic would reduce
the AER’s discretion without improving clarity to stakeholders. The Commission
therefore concluded that improvement in clarity, transparency and regulatory
predictability is best achieved through the AER’s publication of the service
classification guideline.

4.4 Stakeholders views - submissions to draft determination

Stakeholder submissions to the draft determination did not comment on the
Commission’s analysis on why changes to the service classification framework is not
the appropriate solution to address the issue of DNSPs” ownership and control of
assets “behind the meter”.

Stakeholders also did not comment on the Commission’s conclusion on the definition
of distribution service.

45 Commission's conclusions

45.1 Addressing the issue of DNSPs' control and ownership of assets
"behind the meter"

The final rule retains the approach in the draft rule where the Commission considered
the most appropriate way to addressing the issue is through restricting DNSPs” ability

Service classification framework: defining the boundaries and scope of DNSPs’ services a7



to earn regulated returns on assets located on a retail customer’s side of the connection
point.

The Commission considers that the key benefit of the asset restriction approach over a
service classification based approach is that it can be designed in such a way to limit
DNSPs’ ability to own and control these assets without also preventing them from
using regulated revenues to procure the functionality provided by these assets from
the contestable market. This restriction is discussed in more detail in Chapters 5 and 6.

45.2 Distinction between services and inputs

In relation to stakeholders’ concerns on the distinction between services and inputs, the
final rule also retains the draft rule’s approach as clarity, transparency and regulatory
predictability of the service classification process can be achieved through the AER
developing and publishing a service classification guideline without the need for rule
changes in this area.

Accordingly, the final rule requires the AER to set out in the distribution service
classification guidelines, an explanation of its approach to distinguishing between
distribution services (including those that are classified as direct control services) and
the operating and capital inputs that are used to provide such services. A more
detailed discussion about the classification guidelines is set out in Chapter 7.
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5 Regulation of “behind the meter” assets

Chapter 3 sets out the Commission’s policy position that DNSPs should not be able to
control assets located “behind the meter” that are capable of providing contestable
energy services. This chapter focuses on the method of specifying such a restriction
under the final rule. It splits the specification of the restriction into three key
components:

1.  control of assets
2. located “behind the meter”
3. that are capable of providing contestable services

It also discusses the Commission’s decision to not make a rule incorporating the
following aspects of the AEC’s rule change request:

. proposed changes to the RIT-D, planning framework and cost allocation
frameworks

. application of these changes to TNSPs

5.1 Control of assets

5.1.1 Rule change request

The AEC stated in its rule change request that the objective of the rule change is to
support the long term interests of consumers through the development of competitive
markets in services which are or should be contestable. To achieve this the AEC
proposed that DNSPs be precluded from (or penalised for) making capital expenditure
investments in, or taking a direct role in, providing “behind the meter”, network
support or demand management services via their end customers to various parts of

their electricity supply system.177

The AEC proposed to prevent DNSPs from making capital expenditure investments by
creating a new service classification named contestable energy services. The AEC did
not propose how the contestable service classification would operate within the
distribution service classification framework. However, it considered that DNSPs
would not be able make capital expenditure investments to provide this specific group
of services, but would be able to procure such services from third parties through

operating expenditure.178

177 AEC, Rule change request, Contestability of energy services demand response and network
support, October 2016, p. 6.
178 ibid. p. 1.
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5.1.2 Draft rule

Context

In the draft determination, the Commission set out in Chapter 4 the operation of the
distribution service classification framework. In particular, it highlighted that functions
such as network support and demand management are inputs to the provision of
standard control services that DNSPs provide to customers. The Commission
highlighted that these inputs cannot be classified within distribution services
classification because they are not services provided by DNSPs to customers. Instead,
the Commission considered that any such restriction must be implemented through the
regulatory framework for the provision of standard control services - i.e. primarily
through the building block determination process in Chapter 6 of the NER.

Commission's position

The Commission considered a range of options for achieving the control restriction.
The Commission’s preferred approach was to restrict DNSPs earning a regulated
return on and of capital expenditure on such assets (subject to exemptions). This
restriction on capital expenditure directly links to control of assets by DNSPs because
accounting principles that underpin DNSPs’ capitalisation procedures identify control
as one of the key features of capital expenditure.1”? For example, Australian
Accounting Standards define an asset as:180

“ A resource:

. controlled by an entity as a result of past events; and
. from which future economic benefits are expected to flow to the
entity.”

These principles are then reflected in DNSPs’ capitalisation procedures. For example,
Energex’s capitalisation procedure defines an asset as:181

“Asset: To satisfy the definition of property plant & equipment as an asset,
there must be:

179 The Commission noted that it is possible that accounting standards and capitalisation policies may

change over time and this would affect the application of the draft rule. However, the control
element of capital expenditure is a well-established principle within the accounting standards and
therefore this risk is relatively low.

180 Australian Accounting Standards Board, Glossary of defined terms (September 2015), p. 3. The

definition of an asset is discussed in detail in paragraph 49 59 of the Framework for the Preparation
and Presentation of Financial Statements (commonly known as the “Conceptual Framework”). In
particular, paragraph 56 57 of the Conceptual Framework discuss the concept of “control” in
further detail.

181 gee: https:/ /www.aer.gov.au/system/files /Energex %20

%209.%20Energex %20Finance %20Policy %20Manual %20 %28Capitalisation %20Extract %29 %20
%200ctober %20 2014.pdf
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. recognition the asset has a cost that can be measured reliably

. the asset has physical substance and could be expected to be used
over more than one financial year

. the asset will be in the control of Energex and will deliver future
economic benefits to Energex”

In addition to being directly linked to control of assets, tying the restriction to
regulated revenue from capital expenditure has a number of other benefits. For
example:

1. itlinks directly to the provision of standard control services which is the focus of
the issues highlighted in Chapter 3. This means that:

(@) DNSPs will not be restricted from earning regulated revenue from capital
expenditure on assets used to provide alternative control services. This is
because the restriction operates primarily through the RAB and forecast
capital expenditure in the building block proposal process, which only
applies to standard control services.182 This is important because DNSPs
supply of many alternative control services is based on capital expenditure
on the customer’s side of the connection point. For example, DNSPs in
many jurisdictions are required to supply type five and six metering
services as alternative control services. The core element of the provision of
these services is the provision of a type five or six meter located on the
customer’s side of the connection point. If the restriction was to apply to
these services, DNSPs would effectively be required to tender out the
supply of the service, which would defeat the purpose of the DNSP being
required to provide the service;

(b) DNSPs will not be restricted from earning unregulated revenue from
capital expenditure for the provision of negotiated or unclassified
distribution services.183

2. itleverages off existing NER frameworks, which maintains clarity and certainty

3.  enforcement will be able to be undertaken by the AER through established
procedures, utilising existing information gathering techniques for monitoring
(see Section 6.1.5).

The Commission considered other options for introducing the restriction, for example
a blanket prohibition on DNSPs investing in such assets. However, such a restriction
would involve introducing an entirely new approach because there are currently no
direct prohibitions within the regulatory framework for the provision of standard

182 gee NER section 6.2 and clause 6.5.7.

183 DNSPs would also be able to earn unregulated revenue on non-distribution services where the

AER’s ring fencing guideline permits them to provide such services.
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control services. Furthermore, this would indirectly capture assets not involved in the
provision of standard control services.

Application

The restriction applies to both returns on and of capital expenditure within the
regulatory control period in which the capital expenditure is incurred, and to returns
on and of capital expenditure in future regulatory control periods after investments are
made. The draft rule achieved these restrictions through:

1. restrictions within period:

(@) requiring that a DNSP must not include forecast capital expenditure for
restricted assets in a building block proposal (subject to the exemption set
out in section 5.3 below)184

(b) requiring that a DNSP must not include forecast capital expenditure for
restricted assets in a contingent project, cost pass through or determination
reopener application unless it has or is seeking an exemption from the AER

(¢)  requiring the AER to not accept a building block proposal, contingent
project, cost pass through or determination re-opener application that
includes forecast capital expenditure for restricted assets, other than where
an exemption has been sought by the DNSP and granted by the AER185

2. restrictions in future periods: by requiring the AER to not increase the RAB by
the value of a restricted asset (other than when an exemption has been granted
for that asset or class of asset) when undertaking the RAB roll-forward at the end

of each regulatory control period.186

Chapter 6 provides detail on the process for implementing the restriction.

5.1.3 Submissions to the draft determination

Stakeholders generally supported the approach adopted in the draft rule of restricting
DNSP control of assets through a restriction on DNSPs earning a return of and on

capital expenditure.187

PIAC and the AER noted that while the restriction is likely to deter ownership it will
not prevent ownership.188 Further, PIAC and the AER considered that even without
investing in restricted assets, DNSPs will still be able to exert control of a restricted

184 gee clause 6.5.7(b)(5) under the draft rule.
185 see clause 6.5.7(c)(2) under the draft rule.

186 see clause 56.2.1(e)(9) under the draft rule.

187 gubmissions to the draft determination: AGL submission, p. 3; AEC submission, p.2; SAPN

submission, p. 3.

188 Submissions to the draft determination: PIAC submission. p- 3; AER submission, p. 3.
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asset, or at least influence the operation of such assets, by leveraging their position as
the monopoly DNSP.189

5.1.4 Commission's analysis in the final determination

The final rule retains the elements of the draft rule related to a restriction on DNSPs
earning a return of and on capital expenditure.

As described in section 5.1.2 above, the Commission analysed a direct prohibition on
investments in the draft determination but considered that it would have unintended
consequences and require a new type of restriction within the NER. Furthermore, a
direct prohibition is not necessary because, as financially incentivised entities, DNSPs
are unlikely to make material investments in assets whose costs are not recoverable.

The Commission has also considered PIAC and the AER's submissions regarding the
ability of DNSPs to exercise control of assets through other means (e.g. contracting
with third parties). The Commission considers that this type of influence is an
important part of DNSPs procuring inputs from restricted assets to assist in providing
standard control services and should not be prevented. For example, a DNSP
negotiating a network support contract with an embedded generator may place
conditions on the embedded generator to mitigate the risk of non-performance with
regard to the network support. Being able to have such influence over the operation of
third parties' assets is necessary to allow DNSPs to procure services - through
operating expenditure.

5.2 Behind the meter

5.2.1 Rule change request

The AEC proposed the restrictions apply to all “behind the meter” investments and to
investments in front of the meter where the assets are capable of providing contestable
energy services. The AEC did not specify what these assets would be, but indicated
they would include all assets that are capable of providing network support or demand

management.190

5.2.2 Draft rule

Context

Chapter 3 of the draft determination set out that the Commission considers the control
issues relate to assets located “behind the meter” because these are the assets that are
capable of influencing the consumer driven competitive energy services market. The

189
190

Submissions to the draft determination: PIAC submission. p. 3; AER submission, p. 3.

AEC, Rule change request, Contestability of energy services demand response and network
support, October 2016, p. 1.
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key question then turned to moving from the “behind the meter” conceptual
framework into a specific spatial restriction within the NER.

Commission's position

The Commission considered a range of options for the spatial specification of “behind
the meter”. The Commission’s preferred specification was a restriction on assets

electrically connected to the network on the customer’s side of the connection point.191

Connection point is defined in the NER as the agreed point of supply established
between the NSP(s) and another registered participant, non-registered customer or
franchise customer.192 More generally, the connection point is commonly the point
where responsibility for supply transfers from the DNSP to the customer and therefore
represents the most logical boundary for the end of DNSP control and investment in
assets.

While the current NER definition does not provide for a uniform point of connection
for all customers, the Commission understands that the location of the connection
point is generally established under connection contracts and that in many
jurisdictions the exact location of the connection point for different customer types and
situations is defined through jurisdictional instruments.

For example, in New South Wales, exact connection point locations are established
through the Service and Installation Rules of New South Wales, prepared by the
Division of Resources & Energy, Department of Planning and Environment (DRE). The
Service and Installation Rules of New South Wales provide detailed examples of the
location of the connection point for a wide range of scenarios. For example, Figures
5.1-5.3 display the connection point locations for customer connected through
underground services from a substation on relevant land.193

Figure 5.1 Connection point location - overhead service
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Source: DRE, Service and Installation Rules of New South Wales, November 2016, p. 9.

191
192

Note, this definition is set out in full in the application section below.
NER Chapter 10, definition of “connection point”.

193 gee: http:/ /www.resourcesandenergy.nsw.gov.au/ data/assets/pdf file/0008/672245/SIR Nov
2016 Unmarked.pdf.
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Figure 5.2 Connection point location - overhead service from underground
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Source: DRE, Service and Installation Rules of New South Wales, November 2016, p. 9.

Figure 5.3 Connection point location - underground service from substation on
relevant land
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Source: DRE, Service and Installation Rules of New South Wales, November 2016, p. 12.

The Commission also considered the metering installation or customers’
premises/boundary as spatial restrictions. However, the metering installation is the
point at which consumption/pricing (i.e. metered consumption) is determined and
therefore has limited relevance to where an appropriate boundary of the DNSP’s
network activities should lie. Similarly, the customers” premises/boundary is unlikely
to be a practical delineation for a restriction because DNSPs may have significant
network assets, such as substations, on customers’ premises (for example, Figure 5.3
above). These assets are part of the shared network and are central to DNSPs to
maintain the reliable supply of electricity.

Application

To give effect to the restriction on assets connected to the network on the customer’s
side of the connection point (i.e. the opposite side of the connection point from which
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electricity is supplied from the network to the connection point) the Commission’s
draft rule defined a restricted asset as:194

“An item of equipment that is electrically connected to a retail customer’s
connection point at a location that is on the same side of that connection point
as the metering point, but excludes:

. such an item of equipment where that retail customer is a Distribution
Network Service Provider and that Distribution Network Service Provider
is the Local Network Service Provider for that connection point; or

. a network device.”

The Commission noted that the definition excludes assets located behind a connection
point where the DNSP is the retail customer and LNSP at that connection point. The
Commission considers these connection points are not related to the consumer driven
competitive energy services market and an exclusion is necessary to allow DNSPs to
undertake capital expenditure on assets such as land, buildings and equipment. The
restriction also excludes network devices. The reasons for this exclusion are described
in section 5.3 below.

5.2.3 Submissions to the draft determination

Submissions to the draft determination generally supported the spatial delineation of

the asset restriction being linked to the connection point.195

The AER questioned whether the ability of DNSPs to invest in assets connected on the
network side of the connection point but on the customer's premises conflicted with
the intent of the draft rule.19 SAPN also sought confirmation that the application of
the draft rule would not unintentionally capture situations where a DNSP invests in

grid-scale DER assets connected directly to the distribution network.197
5.2.4 Commission's analysis in the final determination

The final rule retains the elements of the draft rule related to the spatial delineation.

The Commission does not consider that the ability of a DNSP to invest in assets on the
customer's premises that are connected on the DNSP's side of the connection point is in
conflict with the intent of the draft or final rule. This type of activity is explicitly
allowed under the draft and final rule because where an asset is electrically connected
to the network on the DNSP's side of the connection point it will not influence the
customers' metered load or generation. It therefore has the same practical effect as

194 gee Chapter 10 definition of “restricted asset” under the draft rule.

195 gubmissions to the draft determination: AGL submission, p. 3; AEC submission, p.2; SA Power
Network submission, p. 3.

196 AER submission to the draft determination, p- 2.

197

SAPN submission to the draft determination, p. 3.
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investments not on the customer's premises. Furthermore, as noted in section 5.2.2
above, in practice, many DNSPs have core network assets (e.g. the substation in Figure
5.3) located on customers' premises that are connected to the DNSP's side of the
connection point which the Commission is not seeking to restrict investments in.

In relation to grid-scale DER assets connected directly to the distribution network, the
draft and final rule do not restrict such investments. By only applying on the
customer's side of a retail customer's connection point and specifically excluding
scenarios where the DNSP is the retail customer, the rule allows DNSPs to earn a
return of and on capital on such assets.198

5.3 Capable of providing contestable services

5.3.1 Rule change request

The AEC proposed a restriction on all assets “behind the meter”. However, the AEC
did note that it was not seeking to restrict NSPs from investing in assets that are used
purely for the conveyance of energy as it considered these assets would not be able to

provide contestable energy services.19?

5.3.2 Draft rule

Context

In Chapter 3 of the draft determination the Commission set out that DNSPs should not
be able to control assets “behind the meter” that can provide contestable energy
services. The Commission highlighted a range of contestable energy services that it
considered DNSPs should not be capable of influencing through control of assets.
These included the wholesale and frequency control ancillary service markets run by
AEMO, and services provided directly to consumers, such as the shifting of load or
generation to minimise retail bills or maximise feed-in tariffs. This section discusses the
Commission’s consideration on determining which specific assets DNSPs should not
be able to control.

Commission's position

The Commission considered that there are two possible methods of determining which
specific assets DNSPs should not be able to control:

198 The Commission notes that it may be possible that a DNSP could seek to co-invest in grid-scale
assets connected directly to the distribution network with a third party and that third party could
be a retail customer. In this situation the asset restriction could potentially apply if the DNSP and
the third party chose to create a connection point and have the third party as a retail customer.

199

AEC, Rule change request Contestability of energy services demand response and network
support, October 2016, p. 1.
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1.  set outand define a specific set of contestable services and then set out and
define the assets that are capable of providing those services and place a
restriction on those assets

2. start with a restriction on all assets and provide for exemptions from such a
restriction for assets not sought to be restricted.

Given that the range of contestable energy services is continuously changing and that
the technologies that can provide such services are developing over time, the first
approach is unlikely to be flexible enough over time to achieve the desired restriction.
The Commission therefore considered it is preferable to start with a restriction on all
asset types that provide standard control services and allow for exemptions from the
requirement. Furthermore, the Commission’s understanding was that generally,
DNSPs do not need to control assets on the customers’ side of the connection point to
provide standard control services. The Commission therefore considered that
exemptions from the restriction are likely to be rare and a starting point of a restriction
on all assets is appropriate.

The Commission considered there are three types of exemptions that are necessary
from the overall restriction:

1.  AER exemptions

2. Network devices

3.  Existing assets and refurbishments of existing assets.
These are set out below.

1. AER exemptions

With the starting point being that the restriction applies to all assets on the customer’s
side of the connection point that provide standard control services, there is a need for
an exemption mechanism for incidental arrangements. For example, DNSPs that
supply rural areas may need exemptions for some assets to supply extremely remote
customers, or some exemptions may be needed for safety equipment for very large
customers. The Commission considered that the circumstances under which such
exemptions are provided need to be determined by the AER (having regard to certain
considerations), rather than being specifically set out in the NER, to provide flexibility.
This is because they may need to change over time as technology, service classification
and DNSPs regulatory obligations change. Furthermore, they may need to be specific
to individual or groups of DNSPs.

Furthermore, with the potential range of situations and changing circumstances over
time the Commission considered that the AER requires broad discretion to provide
exemptions from the restriction. The draft rule therefore only provided the AER with
direction that in assessing exemptions it should have regard to the likely impacts on
the development of competition in markets for energy related services if the DNSP
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invests in the assets that are the subject of the exemption application.2%0 For example,
this would allow the AER to grant exemptions for assets which are not able to provide
energy related services other than standard control services.

The processes for the AER making such exemptions are set out in Chapter 6.

2. Network devices

In the Competition in metering final rule the Commission set out specific allowances
for DNSPs to install network devices at or adjacent to the metering installation.
Network devices were defined as:201

“ Apparatus or equipment that:

1.  (a) enables a Local Network Service Provider to monitor, operate or
control the network for the purposes of providing network services,
which may include switching devices, measurement equipment and
control equipment; and

2. (b)islocated at or adjacent to a metering installation at the connection
point of a retail customer.”

The intention of these provisions was to give DNSPs an ability to ‘bypass’ a Metering
Coordinator in the event that they were unable to negotiate terms, conditions and/or
prices for access to network-related services through the Metering Coordinator’s
advanced meter. The Commission’s view was that these provisions would help to
constrain any exercise of market power by Metering Coordinators when providing
access to services that are of benefit to the network.202The Commission was
particularly concerned that networks should be able to continue to operate and install
hot water load control devices if they were unable to access load control services from
the Metering Coordinator at a reasonable price, noting that load control services are
not included in the minimum services specification for new and replacement meters.

The Commission considered that the ability to install network devices by the DNSP
remained an important element in the introduction of the Competition in metering rule
change and should not be affected by the new restricted asset provisions. The draft rule
therefore excluded network devices from the restrictions imposed on restricted
assets.203

However, the Commission’s analysis of the network device provisions in this context
revealed that it could apply to a wide range of assets, including those which could
have a substantial impact on contestable energy related services. For example, by

200 see clause 6.4B.1(b)(1) of the draft rule.

201 AEMC, Expanding competition in metering and related services, final rule, Chapter 10 definition of
network device.

202 AEMC, Expanding competition in metering and related services, Final rule determination,
November 2015, p. 86.

203

See Chapter 10 definition of “restricted asset” under the draft rule.
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applying to any apparatus or equipment located at or adjacent to a metering
installation that allows the DNSP to monitor, operate or control the network it could
potentially apply to battery storage assets or embedded generators. The draft rule
therefore tightened the network device provisions to exclude technologies that are
capable of generating electricity.204 It did so by altering the definition of network
device to include the following words:205

“

1.  (b)is located at or adjacent to a metering installation at the connection
point of a retail customer; and

2. (c) does not have the capability to generate electricity”

The Commission also recommended that it undertake a review of the arrangements for
DNSP access to services provided by Metering Coordinators three years after the
commencement of the substantive parts of the Competition in metering final rule, i.e.
by 1 December 2020. At this time the Commission will assess the continued need for
the network device provisions within the NER.206

3. Existing assets

The Commission considered that the restriction should not apply to assets already in
the RAB or in respect of which capital expenditure is incurred during the current
regulatory control period and therefore all existing assets and investments in DNSPs’
current regulatory control periods should be exempt from the restriction.207 The
restriction in the draft rule therefore did not affect investment decisions made by
DNSPs in the past or before the draft rule comes into effect at the beginning of each
DNSP’s next regulatory control period.298 Similarly, the draft rule was not designed to
prevent DNSPs from undertaking capital expenditure for maintaining existing assets
and therefore excluded refurbishment capital expenditure from the restriction.209

204 Amended definition of network device in Chapter 10 under draft rule.
205 gee Chapter 10 definition of network device under the draft rule.
206

AEMC, Expanding competition in metering and related services, Final rule determination,
November 2015, p. 81.

207 See clause 11.[XX].5(a) of the draft transitional rule.

208 The draft rule achieves the exemption for existing assets by only applying to additions to the RAB

in the RAB roll forward process. See clause 56.2.1(e)(9) of the draft rule.

209 The draft rule exempts refurbishment capital expenditure from the restriction through defining

expenditure for a restricted asset as “Capital expenditure for a restricted asset, excluding capital
expenditure for the refurbishment of that asset”. See Chapter 10 definition of ‘expenditure for a
restricted asset’ of the draft rule.
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5.3.3 Submissions to the draft determination

AER exemptions

The AER supported the exemption power in the draft rule. The AER noted that
there:210

. are circumstances where it would be desirable for DNSPs to be able to provide
assets that may otherwise fall under the definition of a ‘restricted asset’ (for
example, outage notification devices and neutral fault detectors)

. is significant development going on in this area and new technologies are still
emerging and it is therefore appropriate that the rules provide for exemptions

DNSPs considered that specific guidance or more automatic exemptions should be
provided in the NER in certain scenarios. For example:

. Ausgrid considered that an exemption should be granted for temporary
generators installed on the customer's side of the connection point to maintain
supply (for example, during emergencies or for life support customers during
planned maintenance). Ausgrid considered it would not be in its customers’
interests to prevent Ausgrid from installing temporary generation to maintain
supply because this would either force customer to procure a source of
generation themselves or prevent Ausgrid from recovering the costs of

maintaining supply to customers.211

. Energy Queensland and Essential Energy proposed that specific guidance should
be given regarding exemptions for investments in rural and remote areas. They
considered that in areas where there is little or no competition, requiring DNSPs
to procure these services from other parties is unrealistic, would result in
substantially higher costs, and force DNSPs to resort to traditional network

solutions rather than using assets located behind the meter.212

. SAPN requested guidance on how any proposal for a DNSP to co-invest with a
third party (e.g. Electranet and AGL's Escri battery trial) to unlock multiple value
streams and maximise benefits to the market should be viewed in the context of
exemption applications.?13

DNSPs also considered that more guidance should be provided to the AER in granting
exemptions. For example:

210 AER submission to the draft determination, p. 3.

211 Ausgrid submission to the draft determination, p. 3.

212 gybmissions to the draft determination: Energy Queensland, p. 5; Essential Energy, p. 2.
213

SAPN submission to the draft determination, p. 4.
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. SAPN considered the AER should specifically be required to take into account
the NEO when making asset exemption decisions?14

. Ausgrid considered the Commission should provide clearer direction on
situations where exemptions will meet the NEO215

PIAC considered that generally, markets for competitive energy services are likely to
lead to the most efficient investment in behind the meter resources. However, PIAC
noted it is unlikely that access and benefits would be universal, particularly regarding
regional areas, and that there needed to be a means of not restricting DNSP
investments in such areas.216

Retailers considered that AER exemptions from the restriction should be rare (if any)
and tightly controlled. For example:

. Red & Lumo Energy considered there should not be an AER exemption power217

. AGL considered exemptions should only exist for situations involving
maintenance and security of supply, with the onus being on DNSPs to
proactively report on those circumstances where such investments were

necessary?218

. Energy Australia considered that DNSPs should have to demonstrate they have
tested the competitive market before an exemption could be granted.?19

Network devices

SAPN supported the exception for network devices.220

Energy Queensland considered that the network device exemption should be
expanded and based on the services that the devices can provide, not the location of
the assets. Energy Queensland also proposed that the definition of network device
should allow for a device that is capable of generating electricity to be connected.
Energy Queensland considered that because the customer has the choice to connect to
the network device, or via a market provided solution, there is no problem with such

devices.221

AGL opposed any exemption for network devices. AGL considered that such an
exemption would be counter-intuitive to the purpose of the Contestability rule changes

214 SAPN submission to the draft determination, p. 4.

215 Ausgrid submission to the draft determination, p. 3.

216 PIAC submission to the draft determination, p. 4.

217 Red & Lumo Energy submission to the draft determination, p. 2.
218 AGL submission to the draft determination, p-4.

219

EnergyAustralia submission to the draft determination, p. 3.

220 gA Power Networks submission to the draft determination, p-4.

221 Energy Queensland submission to the draft determination, p. 4.
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because it would enable network businesses to continue to operate regulated
businesses in contestable markets. It would continue to restrict customers from
accessing all value streams attaching to their assets and would result in continued

investment inefficiencies.?22
Existing assets

SAPN supported the exception for network devices.223

AGL opposed the exemption for existing assets and refurbishments, considering that
upon the final rule taking effect, the restriction should apply to all existing assets and
investments. AGL considered that this would ensure access to existing assets and will
be critical to enabling customers to realise the value of their own assets, from which
they are not currently able to benefit.224

Energy Queensland considered that the existing asset provision should be extended to
legacy network control programmes. Energy Queensland considered that existing
projects should continue to be offered to customers that provide distribution services.
Alternatively, Energy Queensland proposed a transitional period that allows DNSPs to
continue delivering existing programs until a compliant control solution is
implemented. Energy Queensland highlighted that Energex’s PeakSmart
air-conditioning program, which uses demand response enabled devices would not be
able to be offered to any new customers and therefore limit growth opportunities
under the current proposal which would prevent DNSPs ability to reduce demand on

the network at peak periods.225

5.3.4 Commission's analysis in the final determination

AER exemptions

The final rule retains the elements of the draft rule related to AER exemptions.

As highlighted in section 5.3.2 above, the Commission deliberately drafted the AER
exemption power broadly to give the AER discretion to assess exemptions in a wide
variety of circumstances. This broad drafting will give the AER the flexibility to deal
with the specific scenarios raised by DNSPs in submissions. Notably, under the final
rule, the AER will be able to grant exemptions by asset class, which provides them the
ability to exempt DNSPs' investments for a range of scenarios. For example:

. Temporary generation. The final rule does not prevent a DNSP from requesting,
and the AER granting, exemptions for particular classes of temporary generation
assets. When customers are disconnected from the grid and temporary

222 AGL submission to the draft determination, p. 4.
223 SAPN submission to the draft determination, p. 4.
224 AGL submission to the draft determination, p-4.
225

Energy Queensland submission to the draft determination, p. 4.
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generation is used to maintain their electricity supply it will not impact the
wholesale or FCAS markets (as the customer is not connected to the NEM at the
time) and the AER will be able to take this into account when assessing the likely
impact on the development of competition in markets for energy related services
if the exemption is granted.

. Remote areas. The final rule does not prevent a DNSP from requesting, and the
AER granting, exemptions for a class of assets that is defined by reference to
location. For example, the AER may choose to follow a similar approach to that
which it adopted in its ring-fencing guideline where it provided ring-fencing
waivers to some ring-fencing obligations in remote areas (defined as areas with
less than 25,000 customer connection points within a 100 kilometre radius of the
office). The AER noted that in these areas the potential for development of
competition may be limited.226

In relation to SAPN and Ausgrid's request for more specific guidance in the NER, the

Commission does not consider that further guidance to the AER is necessary. The AER
is required under the NEL to perform its economic regulatory functions and powers in
a manner that will, or is likely to, contribute to the NEO and therefore the Commission

considers a specific obligation to do so in the final rule unnecessary.22

The Commission has also analysed the retailers' requests for removing the AER
exemption power and/or a requirement for DNSPs to test the market for investments
before making applications to the AER. However, the Commission does not consider
these options are appropriate. As highlighted in the draft determination, there are
likely to be types of assets that are only materially useful in providing standard control
services and therefore have no impact on contestable energy services. These assets
should be granted an exemption. Furthermore, market testing would require case by
case assessments within a regulatory control period which would be administratively
complex and costly.

Network devices

The final rule retains the elements of the draft rule related to exemptions for network
devices.

As highlighted in section 5.3.2 above, the purpose of the network device exemption is
to provide DNSPs with countervailing market power to metering coordinators post the
Competition in Metering final rule coming in to effect. If the network device exemption
was removed, as proposed by AGL, this could allow metering coordinators to exercise
market power and increase costs of providing network services. Extending the network
device exemption beyond the specific spatial bounds of the metering coordinator, as
proposed by Energy Queensland (for example, to types of services), is unnecessary
because metering coordinators' market power does not extend beyond the specific
spatial bounds of the metering installation.

226 AER, Electricity distribution ring-fencing guideline, explanatory statement, November 2016, p. 41.
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Existing assets

The final rule retains the elements of the draft rule and draft transitional rule related to
exemptions for existing assets and refurbishments of such assets.

As highlighted in section 5.3.2 above, the purpose of the existing asset exemption is to
allow DNSPs to recover the cost (and earn a regulated return on) of investments that
were made during or prior to the current regulatory control period (e.g. before the
restriction comes into effect). Removing the exemption, as proposed by AGL, would
prohibit DNSPs from recovering the cost of investments that were not restricted at the
time of the investment. Similarly, adding existing programmes to the exemption, as
proposed by Energy Queensland, would allow DNSPs to continue to make
investments that may have a detrimental impact on contestable markets, which would
undermine the effect of the final rule.

5.4 Complimentary changes

5.4.1 RIT-D, planning requirements, cost allocation and shared assets

Rule change request

Chapter 1 sets out how the AEC’s main objective was proposed to be achieved through
the restrictions on capital expenditure discussed and evaluated in sections 5.1-5.3.
However, the AEC considered that with restrictions on capital expenditure
investments, further complimentary changes to the NER are necessary.

The AEC considered that DNSPs are biased towards capital expenditure, in-house
approaches and their own ring-fenced affiliates. Furthermore, the AEC considered that
with DNSPs facing the capital expenditure restrictions set out above and exhibiting
these biases, DNSPs may seek to undertake traditional network solutions rather than
procuring inputs using operating expenditure from “behind the meter” assets - even
when they are more efficient solutions. The AEC therefore proposed a number of
supporting changes to mitigate these biases, including changes to:

«  RIT-D:228

- reduce the threshold for conducting a RIT-D from $5 million to $50,000 but
apply the RIT-D in a truncated form

—  the truncated RIT-D would consist of the DNSP listing the asset, its location
and its annualised cost on a website in reasonable advance of it having to
be replaced or augmented

227 Gee's. 16 of the NEL.

228 AEC, Rule change request Contestability of energy services demand response and network

support, pp. 8 9.
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—  allow the AER to remove capital expenditure from the regulatory asset base
which has not been subject to the RIT-D

—  capping the level of capital expenditure that is added to the regulatory
asset base at the value revealed through the RIT-D.

. Planning framework. To provide clarity and predictability in the market for new
investment, the AEC proposed that DSNPs be subject to additional “standard
access obligations” in relation to solutions at or near supply points. The AEC
proposed that these include providing:22?

—  all necessary information (network performance data, load data) to
competitors that will enable decisions to invest in generation or storage as
an alternative to distribution capacity

—  technically equivalent access to the network to the competitors of any
regulated or related business

o Cost allocation. The AEC considered that the cost allocation framework,
including the cost allocation principles outlined in the NER and the AER’s cost
allocation guideline offer little guidance beyond high level generic principles. It
therefore considers that cost allocation relating to assets that can provide
network support and demand response might be deemed efficient under the
current principles when, in fact, they are not. The AEC, therefore, considered that
changes are necessary to the cost allocation provisions in the NER. The AEC does
not propose specific changes to the NER, but notes that they should include new
principles, developed in consultation, for the allocation of costs for assets that can
provide both direct control services and network support or demand

response.230

Submissions to the consultation paper

DNSPs opposed the changes to the RIT-D, planning framework and cost allocation
mechanisms proposed by the AEC. DNSPs submitted there are a wide range of issues

with the proposed changes, including:231

. a lack of evidence of the purported biases or problem(s) with the existing
framework
. a lack of clarity regarding the proposed “truncated RIT-D” and new information

requirements in the planning framework

229 ibid. pp. 9-10.
230 ibid. pp. 4-6.

231 submissions to the Consultation paper: ENA, p. 2; AusNet Services, p. 2; Energy Queensland, p. 17;
Ausgrid, p. 1; Endeavour Energy, p. 2; Jemena, p. 3; SA Power Network, Citipower and Powercor,

p-1.
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. significant costs of the reduced RIT-D threshold additional information
requirements in the planning framework

. direct inconsistencies with recent decisions in the Commission’s recent local
generation network credits and replacement expenditure planning arrangements
rule change determinations

. they represent a move away from the incentive based regulatory framework to a
cost of service framework, resulting in reduced strength in the incentives to
provide network services efficiently

Retailers generally supported the AEC’s proposed changes to the RIT-D, planning
framework and cost allocation mechanisms. Retailers considered that DNSPs do
exhibit biases and that greater scrutiny of DNSPs service delivery decisions is
warranted. Retailers also considered that greater information about network
opportunities and a lower RIT-D threshold would increase the ability of third parties to
provide network support and demand management to network expenditure.232

The Clean Energy Council (CEC) supported the truncated RIT-D with a lower
threshold, considering that the current threshold limits the opportunities for providers
of demand response and network support to realise potential network value.233

Draft rule

The AEC’s proposed changes to the RIT-D, planning framework and cost allocation
were designed to address perceived biases exhibited by DNSPs under the existing
regulatory framework. The Commission considered that these biases relate to the
incentives provided to DNSPs under the incentive regulation framework and are
separate from the core focus of the rule change requests - the introduction of
contestable frameworks for inputs to standard control services related to “behind the
meter” assets. The Commission considered that these broad issues need to be assessed
within a review of the overarching incentive design, not within a rule change request
targeted at contestability of energy services. Accordingly, the Commission did not
consider it is appropriate to make changes to the NER relating to these issues within
this rule change process. The Commission will be undertaking the review of the
incentive framework within the 2018 Electricity network economic regulatory framework
review.

In coming to this conclusion the Commission also considered a variety of other factors:

. The Commission recently considered changes to both the RIT-D threshold and
information requirements in the distribution planning framework through the
Local Generation Network Credits (LGNC) rule change.234 The Commission

232 gubmissions to the Consultation paper: AEC, pp. 2,12, 15; AGL, pp. 1-2, 4-5; Origin Energy, pp. 6-9;
Red Energy and Lumo Energy, pp. 1, 5-7.
233

234

CEC, submission to the Consultation paper, p. 2.

AEMC, Local generation network credits, final rule determination, December 2016.
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added information provisions to the planning framework through requirements
on DNSPs to produce system limitation reports. The Commission concluded
changes to the RIT-D threshold would not meet the NEO

. With the draft rule requiring DNSPs to procure inputs that assets located on the
customer side of the connection point provide through operating expenditure
(through the requirements set out in Sections 5.1-5.3) there is likely to be less
reliance on the cost allocation and shared asset mechanisms and these proposed
changes are likely to be less important

. If the Commission, in its analysis of the incentives in the 2018 Electricity network
economic regulatory framework review, concludes that the current incentive
regulation framework is not providing efficient incentives to DNSPs (e.g.
between capital and operating expenditure), it is likely to be more appropriate to
recommend that this incentive issue is addressed directly through changes to the
incentive framework to balance the incentives

. If a direct approach is sought it may involve substantial research into alternative
incentive designs, for example, a total expenditure framework. If such an
approach was to be included in this rule change process it could delay the
implementation of the service classification and capital expenditure restrictions
set out in the draft rule, and mean that these changes are unlikely to be able to be
implemented prior to the next round of AER determinations

While the draft rule did not make the AEC’s proposed changes to the planning
framework (or cost allocation provisions), in analysing the planning framework, the
Commission noted that the obligation to follow the RIT-D and RIT-T processes are not
subject to civil penalty provisions. Given the importance of a robust planning
framework to efficient provision of network services and an efficient competitive
energy services market, the Commission recommends that the COAG Energy Council
make breaches of the RIT-D and RIT-T processes subject to civil penalty provisions.
Further information on this recommendation is set out in Appendix B.

Submissions to the draft determination

While expressing a variety of views about each of the specific complementary changes
proposed by the AEC, stakeholders supported the Commission's position in the draft
determination that these broad issues need to be assessed within a review of the
overarching incentive design, not within a rule change request targeted at

contestability of energy services.235

The AER supported the Commission’s recommendation to the COAG Energy Council
to attach civil penalties to clauses 5.16.3(a) and 5.17.3(a) of the NER. In addition, the
AER recommended the COAG Energy Council also attach civil penalties to clauses
5.15.2(b), 5.15.2(c), 5.16.4(a) and 5.17.4(a) of the NER. Further, the AER recommend that

235 gybmissions to the draft determination: AEC submission, p.1; AGL submission, p.6; ENA
submission, p. 2; Energy Australia submission, pp. 3-4; TEC submission, p. 2; CEC submission, p. 2.
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the size of civil penalties be increased to provide a more adequate deterrent. The AER
considered that these changes would positively impact NSPs” compliance with NER
requirements that protect consumers from paying for inefficient investments.236

Commission's analysis in the final determination

The Commission retains the position in the draft determination that the
complementary issues need to be assessed within a review of the overarching incentive
design, not within a rule change request targeted at contestability of energy services.

The Commission agrees with the AER’s recommendation to also make clauses
5.15.2(b), 5.15.2(c), 5.16.4(a) and 5.17.4(a) of the NER civil penalty provisions. These
provisions set out the obligations on NSPs to consider all credible options and consult
with specified parties when undertaking a RIT-D or RIT-T. As with the two other
RIT-D and RIT-T provisions that the Commission recommended in the draft
determination become civil penalty provisions, compliance with these additional
provisions is important given the contribution that a robust planning framework
makes to efficient provision of network services and the development of an efficient
competitive energy services market.

The Commission supports the AER’s recommendation that the size of civil penalties be
increased. The COAG Energy Council has previously undertaken work on reviewing
these penalties, with a review of enforcement regimes undertaken in 2013 and a
consultation on revised penalty levels occurring in 2016.237 The Commission
recommends that the COAG Energy Council complete this work to revise penalty
levels.

5.4.2  Application to TNSPs

Rule change request

The AEC requested that the Commission consider both the contestable service delivery
issues discussed in sections 5.1-5.3 and the complimentary changes discussed in section
5.4.1 to TNSPs.

Submissions to the consultation paper

Transgrid and AusNet Services considered that their opposition to limitations on
DNSP service delivery discretion are equally relevant to the consideration of TNSPs.238

236 AER submission to the draft determination, p. 3.

237 See NERA Economic Consulting and Allens, Review of Enforcement Regimes under the National
Energy Laws, report prepared for the Standing Council on Energy and Resources, November 2013,
and COAG Energy Council Energy Working Group, Review of Enforcement Regimes under the
National Energy Laws, proposed policy positions for consultation, March 2016.

238 Submissions to the Consultation paper: AusNet Services, p. 1; and Transgrid submission, p. 2.
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Other stakeholders did not comment on the application of the rule change requests to
TNSPs.

Draft rule

The Commission’s analysis in Chapter 3 demonstrates that the issues for contestable
service provision are centered around DNSP control of assets “behind the meter”.
Given the very small number of customers directly connected to the transmission
network and the larger size and sophistication of these customers, the Commission
does not consider that these issues are material at the transmission level. The draft rule
therefore does not make changes to Chapter 6A of the NER.

Submissions to the draft determination
No submissions to the draft determination addressed the application to TNSPs.
Commission's analysis in the final determination

The final rule retains the position in the draft rule to not make changes to Chapter 6A
of the NER.

70 Contestability of energy services



6 Process for application of asset restriction

Chapter 3 set out the Commission’s policy to restrict DNSP control of certain “behind
the meter” assets that can provide contestable services. Chapter 5 set out that this
would be achieved through restrictions on DNSPs earning a return on or of capital
expenditure on certain assets (subject to exemptions) electrically connected to the
customers’ side of the connection point.

This chapter sets out the Commission’s process for implementing that restriction. It is
broken down into:

. the general process that will apply to DNSPs under the new framework

. the transitional arrangements

6.1 General process - draft rule

In the draft determination the Commission proposed that the restriction be
implemented through a four step process:

1.  AER exemptions guideline (the Asset Exemption Guidelines)

2. distribution determination (four step propose-respond) process for each DNSP
3. within regulatory control period exemptions in limited circumstances

4.  RAB roll-forward

Each of these steps is set out below.

6.1.1 AER exemptions guideline

The Commission set out in the draft determination that the first step in the application
of the restriction would be for the AER to publish a guideline that sets out the
approach it will take to granting exemptions from the restriction. The Commission
considered an exemption guideline is important because it will allow DNSPs to make
exemption applications within their regulatory proposals based on guidance provided
by the AER. It will also allow for consultation on the approach to assessing exemptions
with DNSPs and interested stakeholders.

Key features and benefits of the Asset Exemption Guidelines within the draft rule
included:

. The AER may choose to consolidate the Asset Exemption Guidelines with the
distribution service classification guideline or any other guideline published in
accordance with Chapter 6 of the NER.23? This will allow the AER to undertake

239 See clause 6.4B.1(d) under the draft rule.
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consultation and analysis on exemptions jointly with other relevant decisions if it
chooses to.

. The first Asset Exemption Guidelines must be published by 30 September
2018.240 This will allow the AER nine and half months to finalise the guideline
following publication of the final rule. It will also allow the Asset Exemption
Guidelines to be incorporated into the Victorian, South Australian and
Queensland DNSPs’ next regulatory determinations processes without any
specific transitional provisions for these jurisdictions (as set out in section 6.2.2).

. The AER must follow the distribution consultation procedures in developing the
Asset Exemption Guidelines.24! This will allow DNSPs and other interested
stakeholders an opportunity to have input to the approach for granting
exemptions.

. The AER is required to set out the approach it will take to assessing proposals for
exemptions in the Asset Exemption Guidelines. It is not required or able to grant
exemptions within the Asset Exemption Guidelines - this will be done DNSP by
DNSP through the distribution determination, cost pass through and reopener
processes (set out in sections 6.1.2 and 6.1.3 below).

. Consistent with other AER guidelines, the approach to assessing exemptions as
set out in the Asset Exemption Guidelines is not binding on the AER or DNSPs.
However, the AER must set out reasons for any variation from that approach
when making a decision on an asset exemption application and DNSPs must
have regard to the guideline when making exemption applications.242

. The AER must set out any information it will require DNSPs to submit with their
exemption applications in the Asset Exemption Guidelines and DNSPs will be
required to provide such information in their exemption applications.?43

The Commission noted in the draft determination that while only the approach to
assessing exemptions is required under the draft rule, the AER may choose to give
guidance in the Asset Exemption Guidelines on certain assets or classes of assets that it
is likely to grant exemptions to DNSPs in their regulatory proposals. Similarly, it may
also highlight which types of assets it is unlikely to give an exemption for. This would
provide an opportunity for streamlining of the exemption process because these
indications will provide DNSPs with guidance when considering making exemption
applications.

240 gee clause 11.[XX].2(a) under the draft transitional rule.
241 gee clause 6.4B.1(c) under the draft rule.

242 gee clause 6.2.8(c)(2) under the draft rule.

243 gee clause 6.4B.1(c)(2) under the draft rule. Note that these information requirement are in addition

to the prescribed contest for exemption applications set out in clause 6.4B.2(b)(1) (4).

72 Contestability of energy services



6.1.2 Distribution determination

Process

The draft rule provided that exemption applications submitted by DNSPs and
exemption decisions by the AER are to be made within the existing propose-respond
four step process of the distribution determination cycle and that exemptions granted
would apply for expenditure incurred within that regulatory control period. Each step
of this process is set out below.

Step 1. Regulatory proposal

The draft rule required DNSPs to submit an exemption application alongside their
regulatory proposal and tariff structure statement if they are seeking any exemptions
for the regulatory control period.2#* In doing so, DNSPs must set out:245

. a description of the asset or class of asset in respect of which the proposed asset
exemption would apply, including the location and anticipated or known cost of
the proposed asset or class of asset

. details of the standard control services that would be provided by the asset or
class of asset in respect of which the proposed asset exemption would apply

. an assessment of the likely impacts on the development of competition in
markets for energy related services if the DNSP invests in the assets the subject of
the exemption

. information that the AER has set out in the exemption guideline

When making its regulatory proposal the draft rule required that a DNSP must not
include capital expenditure for a restricted asset in its forecast capital expenditure
contained in its building block proposal, except where the DNSP has submitted an
exemption application for that asset or class of asset.246 Under the draft rule DNSPs
may seek to provide the AER with information in their regulatory proposals regarding
alternative solutions to those solutions involving capital expenditure on restricted
assets that they have sought an exemption for. This would facilitate the AER making
decisions regarding expenditure allowances on alternative solutions in its draft
distribution determination if it rejects any of the exemption applications (see step 2).

244 gee clause 6.5.7(b)(5) under the draft rule. Note that DNSPs, in the cases of cost pass throughs and
reopeners are also able to make exemption applications within the regulatory control period.

245 gee clause 6.4B.2(c) under the draft rule.
246 gee clause 6.5.7(b(5)) under the draft rule.
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Step 2. Draft distribution determination

The draft rule required the AER to include a draft decision on exemptions in the draft
distribution determination and not accept forecast capital expenditure on restricted
assets contained in the DNSP’s building block proposal, unless the DNSP has
submitted an exemption application for that asset or class of asset and the AER has
granted an exemption for the expenditure.24” In making draft exemption decisions, the
AER must have regard to the:

. likely impacts on the development of competition in markets for energy related

services if the DNSP invests in the assets the subject of the asset exemption248

. Asset Exemption Guidelines and if the AER departed from its approach to
assessing exemptions set out in the Asset Exemption Guidelines it must set out

its reasons for doing so in the determination?4?

In making the draft determination, the draft rule required that if the AER’s draft
exemption decision was to not grant any of the exemptions requested by a DNSP, it
would need to determine expenditure allowances without such capital expenditure. As
with all alterations from a DNSP’s regulatory proposal, it would do so in accordance
with the capital and operating expenditure objectives, criteria and factors. This may
include substituting the proposed restricted capital expenditure with increased
expenditure allowances. For example, it is possible that the restricted asset capital
expenditure may be the lowest cost option to provide the standard control service and
without it a higher level of expenditure is required to provide the services.

Step 3. Revised regulatory proposal

Under the draft rule, DNSPs would be able to make submissions to the AER’s draft
distribution determination regarding both the AER’s draft exemption decisions and
any draft decisions on expenditure allowances the AER has substituted for capital
expenditure on restricted assets for which the AER did not grant an exemption.250 The
submissions may include additional information regarding the requested exemptions
or the need for/type of alternative capital and operating expenditure if exemptions are
not approved. However, the draft rule did not provide a process for DNSPs to make
revised exemption applications alongside their revised regulatory proposals. The
Commission considered that DNSPs should not have the ability to make additional
exemption applications.

When making its revised regulatory proposal the draft rule required that a DNSP not
include capital expenditure for a restricted asset in its forecast capital expenditure,

247 gee clauses 6.12.1(2A) and 6.5.7(c)(1)-(2) under the draft rule.
248 gee clause 6.4B.1(b)(1) under the draft rule.

249 gee clauses 6.4B.1(b)(2) and 6.2.8(c)(1) under the draft rule.
250 See NER clause 6.10.2(c).

74 Contestability of energy services



except where the DNSP submitted an exemption application for that asset or class of
asset.251

Step 4. Final determination

The draft rule required the AER to include a decision on exemptions in the distribution

determination and not accept forecast capital expenditure on restricted assets

contained in the DNSP’s revised regulatory proposal, unless the DNSP had submitted

an exemption application for that asset or class of asset and the AER has granted an

exemption for the expenditure.252 Similar to the draft exemption decisions, at the time

of the draft determination, in making its final decision on exemptions in the

distribution determination, the AER must have regard to the:

likely impacts on the development of competition in markets for energy related
services if the DNSP invests in the assets the subject of the asset exemption2>3

exemption guideline and if the AER departed from its approach to assessing
exemptions set out in the exemption guideline it must set out its reasons for
doing so in the determination254

Also similar to the draft determination, in making the final distribution determination,
if the AER did not grant any of the exemption applications requested by the DNSP, it
will need to determine expenditure allowances without such capital expenditure.

Commission's analysis in the draft determination

In the draft determination, the Commission considered that this implementation

process had a number of key benefits:

1.

By DNSPs making exemption applications at the same time as their regulatory
proposals they would be at a stage where they had formulated their business
plans for the upcoming regulatory control period and therefore had enough
information to make informed and detailed applications to the AER. They would
also be able to set out alternatives to the AER for their capital and operating
expenditure requirements should exemptions not be granted.

DNSPs and the AER would be able to consult with stakeholders through the
determination process in the same manner they consult on the distribution
determination and tariff structure statements. This is likely to reduce
administration costs for the AER, DNSPs and stakeholders.

251
252
253
254

See clause 6.5.7(b)(5)(iii) under the draft rule.

See clauses 6.12.1(2A) and 6.5.7(c)(1)-(2) under the draft rule.
See clause 6.4B.1(b)(1) under the draft rule.

See clauses 6.4B.1(b)(2) and 6.2.8(c)(1) under the draft rule.
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3. The propose-respond format would allow for two rounds of proposals,
engagement, information sharing and analysis between stakeholders, the AER
and DNSPs.

In the draft determination, the Commission also considered other options for the
process for granting exemptions. For example, the Commission considered requiring
DNSPs to make applications to the AER for exemptions within the framework and
approach process (for example, three months before the final framework and approach
paper is due). This would allow the AER to make decisions in the final framework and
approach paper which would enable DNSPs to make their regulatory proposals with
increased certainty because they would know the AER exemption decisions. However,
on balance, the Commission considered this was not preferable because:

. DNSPs may not be in a position at that early a stage to determine what they may
need exemptions for

. it would require a new process for the exemption applications to be made

. it may result in less opportunity for consultation with stakeholders

6.1.3  Within period exemptions

In the draft determination, the Commission analysed whether DNSPs should be able to
make additional applications for exemptions within their regulatory control periods.
Generally, the Commission considered that DNSPs should not be able to do so. By
giving DNSPs an opportunity to engage with the AER in the exemption guideline, and
make exemption applications through the four step propose-respond model, DNSPs
would have adequate opportunities to make applications. Furthermore, exemptions
within period are likely to be administratively costly and difficult to assess for the AER
because they would require a new process and the AER would not have the detailed
information available to it that it has at the time of the distribution determination.

However, while the Commission considered that there generally should be no ability
for within period exemptions, in cases of material changes that are not forecastable at
the time of the distribution determination and where the existing framework provides
for within period adjustments, the draft rule allowed DNSPs to seek exemptions within
the regulatory control period in certain limited circumstances. There are two instances
where the Commission considered this was appropriate. These are described below.

1. Positive cost pass through events

Context

A cost pass through may occur within a regulatory control period when a pre-defined
event occurs that entails the DNSP incurring materially higher costs in providing direct
control services (capital and/or operating expenditure) than it would have incurred
but for that event occurring. In such circumstances, the AER may approve a positive
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pass through amount under the cost pass through provisions in clause 6.6.1 of the
NER.255

Positive cost pass throughs exist in the NER as a mechanism to allow DNSPs to recover
their efficient costs incurred as a result of events that could not be forecast as part of
their regulatory proposal that otherwise would have a significant financial effect on the
ability of network businesses to invest in and operate their networks. Cost pass
through events currently include ‘regulatory change events’, ‘service standard events’,
‘tax change events’, ‘retailer insolvency events” and any other event specified in a
distribution determination as a pass through event (for example, natural disasters and
terrorism events).256

Commission position in the draft determination

In the draft determination, the Commission considered that because pass through
events must be both material and not able to be forecasted at the time of the regulatory
proposal, DNSPs should be able to apply for additional exemptions within the
regulatory control period if they need to undertake additional capital expenditure
when such events occur and they seek to incur expenditure on restricted assets in
respect of the event.2>7 For example, if the Commission introduces new regulatory
obligations on DNSPs within a regulatory control period through a rule change and
that potentially requires DNSPs to make capital expenditure on restricted assets, the
Commission considered DNSPs should have the opportunity to apply for additional
exemptions.

Process

In the case of positive cost pass through events, DNSPs make an application to the AER
to pass through the increase in costs to consumers as a result of the event. The draft
rule built upon this existing process for the purposes of introducing an exemption
application process for pass throughs and for introducing restrictions on capital
expenditure for restricted assets in respect of positive pass through amounts. This
included:

. When making an application seeking approval of a positive pass through
amount, a DNSP must:

—  also make an application for an exemption if it seeks to undertake capital
expenditure on restricted assets in respect of the pass through amount2>8

255 AEMC, Cost pass through arrangements for network service providers, final rule determination,
August 2012, p. 2.

256 jbid.

257

The draft rule did not allow DNSPs to make exemption applications for a negative pass through
event because negative pass through events do not involve additional capital expenditure.

258 gee clause 6.6.1(c1) under the draft rule.
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—  notinclude in the proposed pass through amount or in a regulatory
proposal, forecast capital expenditure on restricted assets in respect of a
positive pass through amount unless an exemption has been granted by the
AER in respect of that expenditure2>®

. The AER, in making its determination on the pass through application, must:

—  determine whether to grant the exemption and publish the reasons for its
decisionZ60

—  not approve capital expenditure on a restricted asset in respect of that pass
through application, unless it has granted an exemption in respect of that

expenditure261

The pass through provisions in the NER provide that if the AER does not make a
decision on a pass through application in forty business days it is taken to accept the
pass through application.262 The draft rule set out that if this occurs the AER will also
be taken to have granted any exemption application submitted with the pass through
application.263 The Commission also noted that under the existing provisions the AER
has the power to request additional information from the DNSP in assessing pass
through applications.264 The draft rule provided the AER with the ability to request
additional information to assess exemption applications consistent with this existing
power.

2. Reopening of the distribution determination for capital expenditure

Context

Under clause 6.6.5(a) of the NER a DNSP may apply to the AER to have its distribution
determination revoked and substituted in very limited circumstances (for example, an
extremely unlikely event that results in a substantial proportion of a DNSP's network
needing to be rebuilt). This may only occur where:

. an event that is beyond the reasonable control of the DNSP has occurred and the
occurrence of that event could not reasonably have been foreseen by the DNSP at
the time of the making of the distribution determination, and

. no forecast capital expenditure was accepted or substituted by the AER for that
period in relation to the event that has occurred, and

259 gee clause 6.5.7(b)(5)(ii) and 6.6.1(c1) under the draft rule.
260 gee clause 6.6.1(d)(2) and 6.6.1(d1) under the draft rule.
261 gee clause 6.6.1(d2) under the draft rule.

262 gee NER clause 6.6.1(¢).

263 gee clause 6.6.1(e)(3) under the draft rule.

264 See NER clause 6.6.1(el).
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. the DNSP proposes to undertake capital expenditure to rectify the adverse
consequences of the event, and

. the total of the capital expenditure required during the regulatory control period
to rectify the adverse consequences of the event:

—  exceeds 5% of the value of the RAB for the relevant DNSP for the first year
of the relevant regulatory control period, and

—  isreasonably likely to result in total actual capital expenditure for the
regulatory control period exceeding the forecast capital expenditure as
accepted or substituted by the AER, and

. the DNSP can demonstrate that it cannot reduce capital expenditure in other
areas to avoid the above without materially adversely affecting the reliability and
security of the relevant distribution system, and

. a failure to rectify the adverse consequences of the event would be likely to
materially adversely affect the reliability and security of the relevant distribution
system, and

. the event is not a pass through event or a contingent project.

Commission position in the draft determination

Similar to cost pass through events, an event meeting the reopener criteria will be both
material and unforecastable. In the draft determination, the Commission therefore
considered that DNSPs should be able to apply for exemptions in respect of such
events during the regulatory control period.

Process

Similar to cost pass through events, under the existing NER DNSPs make an
application to the AER to recover the costs of reopener events. The draft rule built
upon this existing process to allow exemption applications and to prevent approval of
capital expenditure on restricted assets without an exemption. This included:

*  when making a reopener application a DNSP must:265

—  also make an application for an exemption if it is seeking to undertake
capital expenditure on restricted assets for the purposes of the capital
expenditure it proposes to undertake to rectify the adverse consequences of
the reopener event

—  notinclude proposed capital expenditure on restricted assets for the
purposes of the capital expenditure it proposes to undertake to rectify the

265 gee clause 6.6.5(b1) under the draft rule.
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adverse consequences of the reopener event unless it made an exemption
application in respect of such event266

. the AER, in making its determination on the reopener application, must:
—  determine whether to grant the exemption267

—  notinclude an adjustment to forecast capital expenditure for expenditure
on a restricted asset in the relevant determination, unless an asset

exemption has been made in respect of such expenditure268

Similar to the cost pass through provisions, the existing reopener provisions provide
the AER with ability to request additional information from the DNSP in assessing
reopener applications.26? The draft rule provided the AER with the ability to request
additional information to assess exemption applications consistent with this existing
power.

6.1.4 RAB roll-forward

The final stage of the implementation of the restriction for each regulatory control
period is through the RAB roll-forward arrangements. Under these arrangements, the
AER, at the end of each regulatory control period adjusts the RAB. This includes
additions to the RAB for actual capital expenditure incurred in the regulatory control
period and reductions to the RAB for depreciation and other matters. The draft rule set
out that in increasing the RAB for actual capital expenditure incurred within the
period, the AER would be required to exclude actual capital expenditure on restricted
assets in respect of which no asset exemption was granted.2”0

6.1.5 Other matters
AER information gathering and enforcement

Context

The Commission considered whether the AER has the necessary tools to gather
information to apply and enforce the draft rule. This included information to inform
their decision on whether to grant exemptions, to provide for alternative expenditure
allowances when exemptions are not granted and to exclude actual capital expenditure
on restricted assets incurred during the relevant regulatory control period from
adjustments to the RAB where no exemption was granted for such exemptions.

266 gee clause 6.6.5(b1) under the draft rule.
267 See clause 6.6.5(c) under the draft rule.

268 gee clause 6.6.5(f1) under the draft rule.
269 see clause 6.6.5(g) under the draft rule.

270 see clause 56.2.1(e)(9) of the draft rule.
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Existing provisions

Under the NEL the AER has information gathering powers, including:

. the ability to issue general regulatory information orders - orders requiring each
regulated NSP of a specified class or related provider of a specified class to
provide information to the AER specified in the order and/or prepare, maintain
or keep information specified in the notice in a manner and form specified in the
order.271

. the ability to issue regulatory information notices - notices requiring a regulated
NSP or related provider to provide the AER with information specified in the
notice and/ or prepare, maintain or keep information specified in the notice in a
manner and form specified in the order.272

Commission’s analysis in the draft determination

In addition to the information required to be included in an exemption application
under clause 6.4B.2 of the draft rule, the draft rule set out that the AER may determine,
through the exemption guideline, the information a DNSP must provide in making
exemption applications.2”3Beyond this power, the Commission did not consider it
necessary to add additional information gathering powers to the AER’s existing suite
of powers. The Commission considered that through its existing information gathering
powers the AER will be able apply and enforce the draft rule. The Commission noted
that this may include updates or changes to regulatory information notices or orders to
provide or keep information relating to expenditure on restricted assets.

With regard to enforcement, the Commission also noted that because restricted assets
are located on the customer’s side of the customer’s connection point there is a high
level of visibility of any capital expenditure undertaken by DNSPs on restricted assets.
This means that if a DNSP undertakes material capital expenditure on restricted assets
without an exemption it is likely to be noticed and reported to the AER by stakeholders
(for example, retailers or metering providers).

Contingent projects

Context

Contingent projects are projects assessed by the AER as being reasonably required, but
for which uncertainty exists regarding the timing or costs. The proposed contingent
capital expenditure for a contingent project is therefore excluded from the forecast
capital expenditure submitted under a regulatory proposal. When a trigger event

271 gee section 28C of the NEL.
272 gee section 28D of the NEL.
273 See clause 6.4B.2(c)(5) of the draft rule.
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occurs the DNSP then makes an application to the AER for an allowance for the
additional expenditure to be included in the determination.274

In the context of the draft rule, contingent projects raise issues about whether DNSPs
should be able to make exemption applications when making contingent project
applications and how the restriction applies to capital expenditure for contingent
projects. The Commission’s position in the draft determination on these issues is set
out below.

Commission's analysis in the draft determination

The draft rule did not allow DNSPs to make exemption applications within regulatory
periods for contingent projects. Contingent projects are, by their nature, foreseeable at
the time of the distribution determination - otherwise they would not be able to be
included as contingent projects in the distribution determination. The Commission
therefore considered that DNSPs will be able to apply for exemptions from the
restriction within the determination process and do not need to be able to make
exemption applications with the regulatory control period.

In regard to how the restriction will apply to capital expenditure proposed in
contingent project applications, the draft rule specified that:

. DNSPs may not include proposed contingent project capital expenditure on
restricted assets in their regulatory proposal, unless the DNSP has sought an
exemption in respect of that expenditure27>

. the AER may not:

—  determine a proposed contingent project is a contingent project if the
proposed contingent project capital expenditure for that project includes
expenditure for a restricted asset276

—  approve contingent project capital expenditure that includes expenditure
for a restricted asset when amending a distribution determination under

6.6A.2277

. a DNSP must not include in their regulatory proposal, and the AER must not
accept, unspent capital expenditure for a contingent project, unless the AER has

granted an exemption in respect of such expenditure2”8

274 see NER Chapter 10, definition of “trigger event’ for a DNSP.
275 See clause 6.6A.2(al) of the draft rule.

276 gee clause 6.6A.1(b1) of the draft rule.

277 See clause 6.6A.2(el) under the draft rule.

278 See clauses 6.5.7(b)(5)(i) and (c)(2) under the draft rule.
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6.2

General process - stakeholder submissions to the draft
determination

The AER supported the process for implementing the draft rule. The AER noted that
Asset Exemption Guidelines will assist in ensuring that the NER are working as

intended and provide clarity around where exemptions should apply.27?

While supporting the framework of exemption applications being made through their
regulatory proposals, DNSPs considered that they also need to be able to make
applications in the revised regulatory proposal and within the regulatory control

period.280 For example, Essential Energy considered that:281

rapidly changing technology means the estimated volumes and costs included in
the exemption application as part of the regulatory process would, at best, be
vague estimates

planning at a distribution level cannot accurately occur seven years out. As such,
the agility of DNSPs and their ability to undertake the most efficient outcome at
the time of investment as required under the NER is hampered

networks are not static - changing demand requirements and technology
improvements may alter the locations that may benefit from such installations
within the seven-year window. DNSPs need to be able to change and respond as
required

the technologies involved in this sphere are developing and improving at a rapid
rate. As such, new technologies may appear within the regulatory period that
were not envisaged at the time of the exemption application. Similarly, approved
exemption applications may contain technologies that are superseded before the
end of the regulatory period

the number and value of assets involved in the exemption application will be
very small in the scheme of a regulatory proposal. However, the process to
develop an application exemption would be resource intensive

the AER's obligations under the NER will likely necessitate a narrower view of
the exemption application than that envisaged by the AEMC. As such, the AER is
just as likely to disallow the proposed exemption expenditure on the basis that
the number, type and cost of assets required, as well as the broad locations
proposed, lack the specificity to be deemed prudent and efficient

279
280

281

AER submission to the draft determination, p. 3.

Submissions to the draft determination: SAPN submission p. 4; Essential Energy submission, pp.
2-3; and Energy Queensland submission, p. 4.

Essential Energy submission to the draft determination, pp. 2-3.
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6.3

General process - Commission's analysis in the final
determination

The final rule retains the elements of the draft rule related to the general process set out
in section 6.1 above.

The Commission has closely considered the need for additional opportunities for
DNSPs to make exemption applications, having regard to the potential development in
technology throughout the period and the need for DNSPs to be able to respond to
changing network conditions within the regulatory control period through investments
in restricted assets. However, on balance, the Commission does not consider additional

exemption application opportunities would be beneficial. The Commission notes that:

6.4

6.4.1

Within period exemptions would be costly to administer and difficult for
stakeholders to engage with. Similar to the current network and retail license
exemptions process, a within period process would result in a heavy
administrative burden on the AER and would likely result in few stakeholder
having the resources to engage on an individual exemption basis.

The combination of the asset exemption provisions allowing for asset class
exemptions and the AER producing the Asset Exemption Guidelines will allow
for development of common exemptions and exemption application practices.
This will mitigate the need for project by project exemptions within the
regulatory control period.

Exemptions are likely to be for incidental arrangements rather than the status
quo. Furthermore, the need for exemptions is likely to decrease over time as the
"behind the meter" competitive energy services market matures, facilitated by
falling costs of distributed energy resources, and regulatory reforms such as
competition in metering and distribution network pricing that make
participation easier.

While DNSPs are not able to make new exemption applications in their revised
regulatory proposal, they are able to provide additional information regarding
the applications submitted in the regulatory proposal. This is consistent with the
approach in the broader propose-respond model where the revised regulatory
proposal is designed to address issues raised by the AER in its draft
determination, not to provide DNSPs with an opportunity to raise new issues.

Transitional arrangements for the subsequent regulatory control
period

Draft transitional rule

The Commission considered in the draft determination that with the rate of
development in contestable energy services it is important that the restrictions apply to
the next round of regulatory control periods for all DNSPs. The Commission therefore

84
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proposed that in jurisdictions where the implementation process set out in section 6.1
above cannot occur due to timing within the regulatory process, transitional
arrangements should apply. These proposed arrangements are set out for each
jurisdiction below.

The Commission set out policy settings in the draft determination regarding draft
transitional rules. However, it did not include draft transitional rules alongside the
draft determination due to timing constraints. The Commission published a further
consultation paper with the transitional rule attached on 19 September 2017 for
consultation. This section includes references to that draft transitional rule.

New South Wales, Australian Capital Territory, Northern Territory and Tasmania

Context

The standard process for application of the asset restriction is not practically able to be
applied to New South Wales, Australian Capital Territory, Northern Territory and
Tasmanian DNSPs for the 2019-24 regulatory control period. These respective DNSP’s
regulatory proposals are required to be submitted by 31 January 2018, which is less
than two months after the final rule is made. This means that it is unlikely DNSPs
would be able to comply with the final rule for the purposes of making their regulatory
proposals.

Commission’s analysis in the draft determination

In the draft determination the Commission therefore set out an alternative
implementation schedule to allow the asset restriction to come into effect for the
2019-24 regulatory control period in these jurisdictions.

To allow the restriction to apply to the 2019-24 regulatory control period the
Commission proposed to require New South Wales, Australian Capital Territory,
Northern Territory and Tasmanian DNSPs to submit exemption applications for any
exemption being sought to the AER by 31 March 2018. The general implementation
process set out above would then apply - with minor alterations to adjust the process
for the 31 March applications and the lack of a published Asset Exemption Guidelines.
This transitional process is set out in Table 6.2 below.
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Table 6.1 Implementation schedule in the draft determination

Milestone Date Explanation

Contestability 12

of energy December

services final 2017

rule

DNSPs By 31 The DNSPs will not be required to make exemption

regulatory January applications alongside the regulatory proposal.

proposals 2018

DNSP By 31 The transitional provisions require DNSPs to submit

exemption March exemption applications to the AER by 31 March 2018 if they

applications 2018 are seeking exemptions within the regulatory control period.
If a DNSP has proposed capital expenditure on restricted
assets in its regulatory proposal that it is not seeking an
exemption for, it will be required to set out information
regarding this capital expenditure in a statement of
amendment.282 |t will also be required to provide the AER
with information regarding expenditure allowances it may
require.

AER draft By 30

determination September

2018

Revised By 31

revenue December

proposal 2018

AER final By 30 April

determination 2019

The draft transitional rule implements this schedule by requiring that if a DNSP has
included restricted capital expenditure (other than for the contingent project and cost
pass through cases noted above) in its regulatory proposal it must submit to the AER:

. an exemption application by 31 March 2018, which requests an asset exemption
under clause 6.4B.1(a)(1) or 6.4B.1 (a)(2) in respect of the relevant asset or class of
asset on which that expenditure for a restricted asset is to be incurred; and

. to the extent that an exemption application has not been submitted in respect of
any part of such restricted capital expenditure, submit a statement of amendment
to the AER by 31 March 2018 removing, and (if necessary) making substitutions
for, the restricted capital expenditure. This allows the DNSP to make
amendments to their regulatory proposals to remove the restricted capital
expenditure and substitute it with alternative capital or operating expenditure
allowances. A statement of amendment submitted by a DNSP under clause

282 As described below.
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11.[XX].4(d)(2) of the draft transitional rule is taken to form part of the building
block proposal under clause 6.8.2(b).283

The draft transitional rule also required that if a DNSP submits a statement of
amendment, the AER (subject to confidential information provisions) must publish a
statement of amendment as soon as practicable after receiving it.284

The Commission noted that some DNSPs may be in a position to submit exemption
applications or avoid including restricted capital expenditure at the time of making
their regulatory proposals. There is nothing in the draft rule and draft transitional rule
that prevented them from doing so and if they choose to do so this would mean both
the DNSP and the AER would not need to undertake the additional steps set out
above.

Queensland, South Australia and Victoria

Other than the specific case of contingent projects and cost pass-throughs noted in
section 6.5 below, the Commission did not consider transitional implementation
measures for the asset restriction are required for DNSPs in Queensland, South
Australia or Victoria in the subsequent regulatory control period. The AER would
complete its exemption guidelines by 30 September 2018. This will give Queensland
and South Australian DNSPs four months to take into account the guidelines when
submitting their regulatory proposals and ten months for the Victorian DNSPs to take
it into account.

6.4.2 Submissions to the draft determination

Ausgrid considered that the application of AER exemptions in the 2019-24 regulatory
control period in New South Wales, Northern Territory, Tasmania and the Australian
Capital Territory required further consideration. Ausgrid considered that without the
Asset Exemption Guidelines, Ausgrid would not have a basis on which to make its
application.285

6.4.3 Commission's analysis in the final determination

The final rule retains the transitional elements of the draft rule in relation to the
subsequent regulatory period. While noting that it is not ideal that DNSPs in New
South Wales, Northern Territory, Tasmanian and Australian Capital Territory will
need to make asset exemptions for the 2019-24 regulatory control period without the
benefit of published Asset Exemption Guidelines, the Commission considers this
process provides adequate opportunity for DNSPs to make asset exemption
applications in this one period. The Commission notes that:

283 gee clause 11.[XX].4 of the draft transitional rule.
284 gee clause 11.[XX].4(g) of the draft transitional rule.

285 Ausgrid submission to the draft determination, p. 4.
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. As set out in section 6.4.1 above, it is important that the rule apply to the 2019-24
regulatory control period.

. By allowing DNSPs to make asset exemption applications by 31 March 2018, they
will be able to engage with the AER about likely approaches to assessing asset
exemption applications.

. Where the DNSPs apply for an asset exemption and the AER requires extra
information or takes an approach the DNSPs did not foresee because the Asset
Exemption Guidelines has not been published, the DNSPs will be able to respond
to the AER's draft exemption decision in their revised regulatory proposals.

6.5 Transitional arrangements for the current regulatory control period

6.5.1 Draft transitional rule

In the draft determination, the Commission did not seek to implement the asset
restriction in respect of capital expenditure incurred in the current regulatory control
period for any DNSPs. The draft transitional rule therefore specified that the asset
restriction elements of the draft rule did not apply to capital expenditure undertaken
by DNSPs in their current regulatory control periods.280 Similarly, the restriction did
not apply to capital expenditure relating to:

. unspent capital expenditure for a contingent project under clause 6.5.7(g) where
the completion date for that contingent project is a date that occurs during the

subsequent regulatory control period,287 or

. an approved pass through amount be recovered during the subsequent

regulatory control period.288

6.5.2 Submissions to the draft determination

Submissions did not address the transitional arrangements for the current regulatory
control period.

6.5.3 Commission's analysis in the final determination

The final rule retains the elements of the draft rule in relation to the transitional
arrangements for the current regulatory control period.

286 gee clause 11.[XX].5(a) of the draft transitional rule.
287 See clauses 11.[XX].4 and 11.[XX].5(b) of the draft transitional rule.
288 See clauses 11.[XX].4 and 11.[XX].5(c) of the draft transitional rule.
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7 Service classification process and principles

COAG Energy Council has recommended that specific amendments be made to service
classification processes and principles in order to allow for greater clarity, transparency
and regulatory predictability for stakeholders, and to allow for the timely
reclassification of services. This chapter sets out the Commission's findings on the
following issues raised by the COAG Energy Council:

. Section 7.1: proposal to introduce a distribution service classification guideline
. Section 7.2: reclassification of services
. Section 7.3: factors applied by the AER when classifying distribution services

. Section 7.4: the requirement on the AER to consider service
classification/regulatory approaches taken in previous regulatory periods.

7.1 Distribution service classification guidelines

7.1.1 Background

Service classification is the first step in the economic regulatory process for DNSPs
under the NER because it determines which services will be economically regulated
and in what form. This is a key input into DNSPs” regulatory proposals and the AER’s
distribution determinations.

Distribution services may be assigned a specific service classification in the NER or
may otherwise be classified by the AER.289 Typically, the NER have not mandated a
classification for distribution services and therefore the AER has had to consider the
classification that applies to the distribution services provided by DNSPs.

The AER commences the distribution service classification process during the F & A
stage of each DNSP’s distribution determination. The AER typically publishes a draft F
& A paper for consultation, in which it sets out its draft approach to service
classification, and then issues a final F & A paper.

The AER determines distribution determinations on a DNSP by DNSP basis, and as
such, distribution determinations occur on different timelines in different
jurisdictions.??0 As a result of these arrangements, stakeholders may need to make
submissions in relation to the proposed approach to service classification set out in the
F & A papers of each DNSP in each state, even where their submissions may relate to
the same service.

289 NER, clause 6.2.1(a).

290 The timetable for the current round of regulatory determinations can be found at:

https:/ /www.aer.gov.au/networks pipelines/determinations access arrangements.
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The AER typically publishes final F & A papers for distribution determinations
approximately two years before the commencement of a new regulatory control
period.

The factors that the AER must have regard to in classifying distribution services are set
out in clauses 6.2.1(c) and 6.2.2(c) of the NER, and are discussed in detail in section
3.1.1 of this chapter.

7.1.2 COAG Energy Council's views

Issues the rule change seeks to address

COAG Energy Council considered that current service classification arrangements
have resulted in a business by business approach to service classification and a lack of
transparency and certainty around the AER’s approach to service classification.291
Furthermore, COAG Energy Council considered that the current F & A process attracts
little engagement from stakeholders, as it is conducted very early in the distribution
process where stakeholders are ill-prepared to participate,292 and that there is a lack of
understanding amongst stakeholders that the F & A process underpins service

classification.293

Proposed solution

To address the lack of transparency and certainty in relation to the AER’s approach to
service classification, COAG Energy Council proposed that the AER be required to
develop and maintain a service classification guideline (classification guideline).2%4
COAG Energy Council proposed that the classification guideline set out the AER’s
standard approach to applying the service classification framework.2> COAG Energy
Council has proposed that the development of, and any amendment to, the
classification guideline be subject to the distribution consultation procedure already
provided for in the NER.2% COAG Energy Council also proposed that the
classification guideline be binding unless the AER considers an alternative approach is

clearly more appropriate.2%”

COAG Energy Council considered that a single dedicated process that is subject to
proper consultation would promote a robust dialogue on service classification issues
and ultimately enhance transparency and promote consistency in regulatory treatment.
COAG Energy Council, nonetheless, considered that service classification should still

291 coaG Energy Council, Rule change request: Contestability of energy services, p. 15.
292 ibid.

293 ibid.

294 ibid.

2% ibid.

296

ibid. The distribution consultation procedures are set out in clause 6.16 of the NER.
297 ibid.
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be conducted as part of each DNSP’s distribution determination, with the focus of
deliberations being the application of the guideline to the network business.28

7.1.3 Stakeholders' views on the consultation paper

There was strong support for the introduction of a classification guideline amongst
stakeholders. Retailers including Red & Lumo, the AEC, and Origin Energy supported
the introduction of a classification guideline.?? Distributors, including Endeavour
Energy, United Energy and AusNet Services were also supportive of the introduction
of a classification guideline.3%0 The AER too indicated its support for the guideline,

and has indicated that it has already commenced preparatory work in that regard.301

A number of stakeholders expressed views about the clarity that a classification
guideline could provide to stakeholders:

. Endeavour Energy and Origin Energy stated that a classification guideline could
provide clarity about how the AER is applying the service classification factors in
practice.302 Energy Queensland and United Energy stated that the AER should
use the classification guidelines to explain the weight it accords to various factors
when classifying distribution services as standard control services, alternative
control services or negotiated distribution services.303 Origin Energy and Energy
Queensland further supported the introduction of a classification guideline to
provide clarity on how the AER classifies direct control services as standard or
alternative control services.304 Energy Queensland stated that a classification
guideline would be useful in setting out the weight the AER accords to the
different form of regulation factors.3%> Origin Energy stated that the AER should
use the classification guidelines to set out its approach in applying its discretion
in relation to barriers of entry and interdependencies in the form of regulation
factors.306

. Energy Queensland stated that the AER should set out the other relevant factors
the AER may consider in making classification decisions.307

298 ibid.

299 Submissions to the Consultation paper: Red & Lumo, p. 3; AEC, p. 4; Origin, p. 2.

300 submissions to the Consultation paper: Endeavour Energy, p. 6; United Energy, p. 3; AusNet
Services, p. 3.

301 AER, submission to the Consultation paper, p. 4.

302 gubmissions to the Consultation paper: Endeavour Energy, p. 7; Origin Energy, p. 4.

303 gubmissions to the Consultation paper: Energy Queensland, p. 11; United Energy, p. 3.

304 gubmissions to the Consultation paper: Origin Energy, p. 5; Energy Queensland, table of detailed
comments, p. 2.

305 Energy Queensland, submission to the Consultation paper, table of detailed comments, p. 2.

306 Origin Energy, submission to the Consultation paper, p. 4.

307

Energy Queensland, submission to the Consultation paper, table of detailed comments, p. 2.
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. Endeavour Energy noted that the distinction between an input and a service is a
difficult one, and that a classification guideline may assist in providing clarity to
stakeholders about the distinction.308

Stakeholders noted that the jurisdiction by jurisdiction and DNSP by DNSP
determination process makes the service classification process difficult for stakeholders
to engage with. Endeavour Energy noted that service classification is a complex issue,
exacerbated by service classification occurring on a jurisdiction by jurisdiction basis.30?
The CEC and the AEC stated that DNSP by DNSP determinations have made
stakeholder engagement unnecessarily complicated, unclear and difficult to predict.310

Nonetheless, other stakeholders noted that there would be difficulties in deviating
away from such an approach. Energy Queensland, South Australian Power Networks
(SAPN), and CitiPower and Powercor, for example, stated that a classification
guideline should not pre-empt a certain outcome for service classification as there is a
need to take into account jurisdictional differences, specific characteristics of each
service, and local market conditions in respect of a particular service.311 Accordingly,
they stated that service classification should still be conducted on a DNSP by DNSP
basis.

Whilst COAG Energy Council did not submit a proposal in relation to changing the
timing of the F & A process, the Commission received a number of submissions from
stakeholders supporting the early timing of the F & A process. Energy Queensland
stated that there were many benefits to conducting the F & A process early as it had
implications for other processes, including decisions on building blocks, forecast
capital expenditure, forecast operating expenditure, depreciation and the regulatory
asset base.312 Jemena stated that the timing of the process is unproblematic as it more
easily allows the AER to change service classifications from the F & A stage.313
Endeavour Energy, however, stated that the early timing of the F & A process made it
difficult for stakeholders to engage with the process.314

The Commission did not receive any submissions from stakeholders supporting
COAG Energy Council’s assertion that the F & A process was difficult to engage with
due to stakeholders’ lack of understanding that it underpinned service classification.

308 Endeavour Energy, submission to the Consultation paper, p. 9.

309 ibid, p. 1.

310 Submissions to the Consultation paper: AEC, p. 3; CEC, p. 2.

311 Submissions to the Consultation paper: Energy Queensland, p. 3; SAPN, Citipower and Powercor,
p-7.

312 Energy Queensland, Submission to the Consultation paper, table of detailed comments, p. 1.

313 Jemena, submission to the Consultation paper, p. 2.

314

Endeavour Energy, submission to the Consultation paper, p. 6.

92 Contestability of energy services



7.1.4 Stakeholders' views on draft determination

Stakeholders who commented on the service classification framework aspects of the
draft determination supported the approach adopted in the draft rule to require the
AER to publish a service classification guideline. Stakeholders generally considered
that a service classification guideline would improve the clarity, transparency and
regulatory predictability of the service classification process.315

EnergyAustralia considered the introduction of the guideline will provide certainty for
all market participants, competitive and regulated monopolies alike.31¢ Red and Lumo
further commented that the introduction of service classification guidelines will
improve the understanding of the service classification process applied by the AER

compared with its previous F & A process in the past.317

Ausnet Services and SA Power Networks both considered the service classification

guideline will benefit the implementation of ring-fencing arrangements.318

The AER considers a service classification guideline will be useful to clarify the
meanings of terms in the rules, remove ambiguities and improve transparency and
certainty and will assist stakeholders to engage better with the service classification
process. The AER also supported the proposed transitional arrangement in relation to

the introduction of the service classification guideline.319

7.1.5 Commission's conclusion - final determination

The final rule retains the approach adopted in the draft rule to require the AER to
publish a service classification guideline as it is supported by stakeholders.

Accordingly, the final rule requires the AER to develop, publish and maintain a
distribution service classification guideline.320 The Commission acknowledges
stakeholders’ concerns that there is a lack of clarity and transparency in relation to the
AER'’s approach to service classification, and that this impedes stakeholders” ability to
engage with the F & A process. This is not a criticism of the AER’s past approach to
service classification. Instead, it is a recognition that service classification now plays a
more important role in the regulatory framework than it did in the past due to a range
of factors including an evolving market with greater use of new technologies, increased
potential for competition in the provision of some network services, and the
importance of service classification to the AER’s recently introduced distribution
ring-fencing guidelines.

315 submissions to draft determination: AER, Attachment 1, p. 1; AGL, p. 5; Ausnet Services, p. 2;
EnergyAustralia, p. 4; Red Energy/Lumo Energy, p. 3; Public Interest Advocacy Centre, p. 5; SA
Power Networks, p. 4

316 EnergyAustralia, submission to draft determination, p. 4.

317 Red Energy/Lumo Energy, submission to draft determination, p. 5.

318 Submissions to draft determination: Ausnet Services, p. 2; SA Power Networks, p. 4.

319

AER, Submission to draft determination, Attachment 1, p. 1.
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The final rule requires the AER to set out in the classification guideline the approach it
proposes to take when classifying distribution services. This includes the AER’s
approach to:

Applying the factors set out in clause 6.2.1 (c) of the NER when classifying a
distribution service as either a direct control service or a negotiated distribution
service.321 In practice, the Commission expects that this would include the AER
setting out which factors it gives primacy to in determining whether a
distribution service should be classified as a direct control service or a negotiated
distribution service.

Applying the factors set out in clause 6.2.2 (c) of the NER when classifying a
direct control service as either a standard control service or an alternative control
service.322 In practice, the Commission expects that this would include the AER
setting out which factors it gives primacy to in determining whether a direct
control service should be classified as a standard control service or an alternative
control service.

Determining whether a distribution service should not be classified.323 In
practice, the Commission expects that this would include the AER setting out the
factors it gives primacy to in determining whether a distribution service is an
unclassified distribution service.

Distinguishing between a distribution service itself and the inputs that are used
to provide distribution services.324 As highlighted in Chapter 4, the Commission
notes that there is a lack of clarity amongst stakeholders as to the distinction
between a distribution service itself and an input to a distribution service.
Furthermore, the Commission notes that the distinction is not always a clear one.
Setting out this distinction is also important as it will provide clarity to DNSPs as
to the inputs in respect of which they have service discretion and in relation to
which they can receive regulated revenue insofar as concerns direct control
services.

The Commission considers that final decisions on service classifications will still need
to be made on a DNSP by DNSP basis. As noted by stakeholders such as Energy
Queensland, SAPN, and CitiPower and Powercor, there may be differences in the

markets in which DNSPs operate - albeit rarely - and jurisdictional legislation which

applies in each state which may require that service classifications may need to differ

from DNSP to DNSP, even in respect of the same service. Notwithstanding this, the
Commission considers that a classification guideline outlining the AER’s approach to
service classification will provide clarity and transparency to stakeholders, and

320 gee clause 6.2.3A(b) under the final rule.

321 gee clause 6.2.3A(b)(2)(i) under the final rule.
322 gee clause 6.2.3A(b)(2)(ii) under the final rule.
323 gee clause 6.2.3A(b)(1) under the final rule.
324 gee clause 6.2.3A(b)(3) under the final rule.
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therefore facilitate better engagement by stakeholders during the F & A stage of each
DNSP’s distribution determination process.

COAG Energy Council did not submit a proposal in relation to changing the timing of
the F & A process. However, the Commission notes stakeholder comments that the
current timing of the F & A process is desirable given its implications for other
processes. The final rule does not therefore propose any changes to the current timing
of the F & A process.

The Commission encourages the AER to include additional topics in the classification
guideline if it considers it appropriate, and the final rule provides the AER with
sufficient discretion in that regard, provided the minimum requirements are met.

7.1.6 Implementation

Guidelines not binding

Consistent with the approach taken for many of the other guidelines in Chapter 6 of
the NER, including the Rate of Return Guidelines, the service classification guideline is
not binding on the AER. Whilst the Commission considers that the AER should be
following the approach set out in the classification guideline in the vast majority of
circumstances, the Commission acknowledges that there may be circumstances in
which the AER may need to depart from the approach set out in the classification
guideline. The final rule requires the AER to provide reasons for any departure in its
approach from the guideline to provide transparency to stakeholders in circumstances
where the approach differs from that in the classification guideline.325

The final rule requires the classification guideline to be developed in accordance with
the distribution consultation procedures set out in the NER.326

Transitional arrangements

Under the final rule, the AER is required to develop and publish its first distribution
service classification guidelines by 30 September 2018, which the Commission
considers is an appropriate amount of time for the AER to develop the guideline,
including sufficient time to consult with stakeholders.

Consistent with the approach set out in the consultation paper on the proposed savings
and transitional rule,327 the final rule provides for the following transitional
arrangements:

325 gee clause 6.2.8(c)(3) under the final rule.

326 gee clause 6.2.3A(a) under the final rule.

327 AEMC, Contestability of energy services, Consultation paper - Proposed savings and transitional

rule, 19 September 2017, Section 2.1.

Service classification process and principles 95



J DNSPs in New South Wales, Australian Capital Territory, Tasmania and
Northern Territory328

—  Under the transitional arrangements in the final rule, the AER is not
required to provide reasons for any departure it makes from the
Distribution Service Classification Guidelines when classifying services for
the 2019-24 distribution determinations for DNSPs in these jurisdictions.

. DNSPs in Queensland, South Australia and Victoria

—  Under the final rule, there will be no transitional arrangements for DNSPs
in these jurisdictions and the AER is required to provide reasons for
departure from the approach set out in its final distribution service
classification guidelines for all future distribution determinations.

7.2 Reclassification of services

7.2.1 Background

The service classification framework does not currently allow for reclassification of
services within a regulatory control period.

The service classification framework does, however, allow for service classifications to

be changed during the distribution determination process. Clause 6.12.3(b) of the NER

provides that the classification of distribution services set out in a relevant F & A paper
can be changed in a distribution determination if there are “unforeseen circumstances”
justifying a departure from a relevant classification.

7.2.2 COAG Energy Council's views

Issues the rule change seeks to address

COAG Energy Council states that service classifications are determined as part of the F
& A process approximately two years before the commencement of a regulatory
control period. As services cannot currently be reclassified within a regulatory period,
they are then locked in for the duration of the regulatory control period, which is a
minimum of five years. This means that service classifications can be set for a period of
up to seven years.32% Given the duration of this period and the pace of technology
change in the market, COAG Energy Council considers that service classifications may
not reflect market conditions and the emergence or potential for competition in relation

to the service towards the end of a regulatory period.330

328 gee clause 11.104.3(a) under the final rule.
329

330

This is based on a regulatory control period of five years.

COAG Energy Council, Rule change request: Contestability of energy services, p. 16.
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As noted by COAG Energy Council in its rule change request, in its 2015 stress test of
the economic framework, it identified ‘the timing of regulatory recognition” as a
potential barrier to the development of competition in the alternative services
markets,33! and a regulatory lag in the opportunity to reclassify services as potentially
negatively impacting the development of competition.332

Proposed solution

COAG Energy Council proposes that the NER be amended to specify the
circumstances in which within-period classification decisions may be appropriate and
the process involved, including the parties that could initiate a within period process to
consider reclassification.333 COAG Energy Council states that within period
reclassification may be appropriate for both new services and for existing services
where market conditions indicate a change of classification would provide benefits.334

The AER's related proposal

In order to deal with the regulatory lag issue identified by COAG Energy Council,
during consultation, the AER suggested a related proposal that the threshold in clause
6.12.3(b) of the NER be amended. The AER proposes that it is foreseeable that there
may be technology changes between the F & A stage and determination stages of
distribution determinations which may necessitate a change in service classification.
Accordingly, the AER believes that it would be difficult to consider these changes as
“unforeseen circumstances” justifying a departure from the classification set out in the
F & A paper. As a result, the AER proposes that the “unforeseen circumstances”
threshold in the clause be amended to a threshold requiring that there be “good
reasons” justifying a departure from the classification proposed in the paper.

7.2.3  Stakeholders' views on the consultation paper

Distributors such as Ausgrid, Jemena and the ENA were not supportive of
reclassification within a regulatory control period.33> Furthermore, AGL notes that
reclassification within a regulatory period may be impractical 336

Energy Queensland and Jemena stated that allowing for within period services
classification would require reopening a revenue determination, and would have the

effect of almost remaking a determination.33”7 Energy Queensland noted that the costs

331 jbid.

332 jbid.

333 ibid.

334 jbid.

335 Submissions to the Consultation paper: Ausgrid, p. 2; Jemena, p. 2; ENA, p. 12.
336 AGL, submission to the Consultation paper, p. 3.

337

Submissions to the Consultation paper: Energy Queensland, table of detailed comments, p. 3;
Jemena, p. 2.
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of doing this would be significant. It notes that the time, effort, resources and planning
required to develop a regulatory submission are significant, and this cannot be
overlooked while reconciling the positives/negatives associated with service
reclassification within a regulatory control period.338

Furthermore, Endeavour Energy and Jemena noted that amending service
classification decisions would require a reassessment of a number of other AER
decisions.33? This would include changes to building block proposals, the RAB, capital
expenditure forecasts, operating expenditure forecasts, corporate income tax,
depreciation schedules, and incentive regulation targets such as the Efficiency Benefits
Sharing Scheme (EBSS) and the Capital Expenditure Sharing Scheme (CESS).

Ausgrid also noted that it would undermine investment decisions.340 Ausgrid noted
that DNSPs make investments in order to provide network services to an agreed
standard, on the basis of a regulated rate of return. Investments are considered and
planned in accordance with a five-year regulatory period. If service classifications can
change within a regulatory period, this would create uncertainty regarding the
treatment of expenditure and increase the risk of under-utilised or stranded assets.341

Certain stakeholders supported classification in certain circumstances. Red & Lumo
stated that the AER should have the flexibility to reclassify services during a regulatory
period.342 Furthermore, Origin Energy stated that any provision to allow a
reclassification within period would need to be underpinned by consistent, clear and
unambiguous triggers and materiality thresholds. On this basis, they would expect that
a reclassification would be an exceptional event and not open to manipulation.343

7.2.4 Stakeholders' views on the draft determination

The Commission received limited submissions to the draft determination on the issue
of reclassification.

EnergyAustralia acknowledged that reclassification of services within a regulatory
control period would create considerable uncertainty for DNSPs about their
investment plans and how they might recover efficient costs. It also supported the
Commission’s approach to lower the threshold for reclassification of services during a
determination process.344

SAPN supported the Commission’s approach of not re-opening service classification
decisions during a regulatory control period as it would introduce significant ex-post

338 Energy Queensland, submission to the Consultation paper, table of detailed comments, p. 3.

339 Submissions to the Consultation paper: Endeavour Energy, p. 6; Jemena, p. 2; Energy Queensland,
table of detailed comments, p. 3.

340 Ausgrid, submission to the Consultation paper, p. 6.

341 ibid, p. 8.

342 Red & Lumo, submission to the Consultation paper, pp. 3-4.

343

Origin Energy, submission to the Consultation paper, p. 2.
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investment risks to DNSPs. It also supported changes to allow changes to service
classification during the determination process (should relevant circumstances
arise).345

7.2.5 Commission's conclusion - final determination

Reclassification within a regulatory control period

The Commission has decided to maintain the approach adopted in the draft rule and
has not made a final rule that allows the reclassification of services within a regulatory
control period.

The Commission acknowledges that the changing energy market has seen the
emergence of new technologies, which can lead to a need to reclassify services more
frequently. The regulatory framework must thus be sufficiently responsive so as to
allow for the timely reclassification of services.

However, the Commission considers that the costs of allowing for reclassification
within a regulatory control period would significantly outweigh the benefits. As noted
by stakeholders, allowing for within period reclassification would effectively mean
reopening a distribution determination, a process which would be lengthy and involve
a significant investment of resources by DNSPs and the AER. As noted by the AER in
its submission, this cost would ultimately be borne by consumers.346

Furthermore, if a service was to be reclassified, it could have significant flow-on effects
to other aspects of the regulatory framework. For example, it could require
recalculation of:

. the total revenue requirement

. the RAB

. operating expenditure targets

. capital expenditure targets

. corporate income tax calculations
. depreciation amounts

. incentive regulation targets such as the CESS and EBSS.

As noted by stakeholders, there would also be significant implications for DNSPs’
planning and business decisions and the risks that they face. With respect to standard
control services, for example, DNSPs are currently able to make investments with

344 EnergyAustralia, submission to draft determination, p. 4.
345 5A Power Networks, submission to draft determination, p. 5
346

AER, submission to the consultation paper, p. 5.
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confidence on the basis of being to provide these services on a regulated basis over the
entire regulatory control period. If the NER allowed for reclassification within a
regulatory control period, DNSPs would not have the confidence to make these very
significant investment decisions, and therefore may not make the most appropriate
investment decisions in the long-term interests of consumers.

Reclassification during the distribution determination process

In relation to reclassification during the distribution determination process, the final
rule retains the approach adopted in the draft rule and amends the threshold in clause
6.12.3(b) from “unforeseen circumstances’ to 'a material change in circumstances'.

As acknowledged above, changes in technology can lead to a need to reconsider
service classifications. Whilst the costs of changing service classifications within a
regulatory control period would outweigh the benefits and therefore cannot be
justified, the implications of changing service classifications prior to the
commencement of a regulatory control period are less significant.

The Commission considers that it is foreseeable that technologies could change
between the F & A stage of service classification and the stage where distribution
determinations are determined, and therefore lead to a need to reassess a service
classification. This has happened in the past, for example, in relation to metering
services in several distribution determinations in 2015 due to new rules facilitating the
roll-out of advanced meters.

The Commission considers that it would not necessarily be true that a technology
change in relation to the provision of a service could be considered an “unforeseeable
circumstance” justifying a change in classification.

Accordingly, the final rule lowers the threshold used in Clause 6.12.3 of the NER. In
order to be consistent with wording adopted in Chapter 6 of the NER, the final rule
lowers the threshold in the clause from “unforeseen circumstances” required to justify
a departure from a classification set out in a relevant F & A paper to “a material change
in circumstances” required to justify a departure from the classification set out in a
relevant F & A paper.347 This would capture technology changes and furthermore,
other important changes such as changes in jurisdictional laws or NEM regulatory
arrangements, and changes in submissions as a result of errors.

As aresult of a change to this clause, a subsequent change is necessary to the threshold
contained in clause 6.12.3(cl) of the NER. This provision states that the formulae that
gives effect to the control mechanism relevant to a service and set out in the relevant F
& A paper, must be as set out in that paper unless there are “unforeseen
circumstances” justifying a departure. As the Commission considers that technology
changes may not necessarily be captured within an “unforeseen circumstances”
threshold in relation to a change in classification, the same reasoning would prevail in
relation to a change in the formulae which gives effect to the control mechanism

347 See clause 6.12.3(b) under the draft rule.
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relevant to that classification and set out in the F & A paper. Accordingly, the final rule
changes the threshold in clause 6.12.3(cl) from an “unforeseen circumstances”

threshold to a “material change in circumstances” threshold.348

Additional amendments to clause 6.12.3

The final rule also incorporates an amendment to clause 6.12.3(c) of the NER, which
currently states that ‘the form of control mechanisms must be as set out in the relevant
framework and approach paper’. This amendment was not originally included in the
draft rule.

Consultation with the AER after the publication of the draft determination indicated
that the current clause limits the AER’s ability to change the form of the control
mechanism applying to a distribution service if it decides to change service
classification during a determination process and conflicts with the draft rule’s intent
to provide the AER with the ability to respond to changes in technology.349

As a change of service classification will most likely necessitate a change in the form of
control mechanism, the current clause will significantly limit the effectiveness of the
Commission’s decision to lower the threshold that applies to the AER’s ability to
change its service classification between the F & A paper stage and the final
determination.

The final rule therefore amends clause 6.12.3(c) to allow the AER to change the form of
control mechanism for a service between the F & A paper stage and the final
determination if it is as a result of a change in service classification made in accordance
with clause 6.12.3(b). The AER is still required to maintain the form of control

mechanism as set out in the F & A paper in all other circumstances.350

7.3 Factors applied by the AER when classifying distribution services

7.3.1 COAG Energy Council's request

In its rule change request, COAG Energy Council requested that the Commission
investigate whether the form of regulation factors in section 2F of the NEL remain
appropriate in the context of a changing energy market and in relation to the
Commission’s deliberations on the issues raised in the rule change request.35! This
section sets out the Commission’s findings in relation to this request.

348 See clause 6.12.3(cl) under the draft rule.

349 Informal consultation between staff of the AER and the Commission. The AER has not included
this issue in its formal submission to the draft determination.
350 see clause 6.12.3(c) under the final rule.

351 see clause 6.12.3(cl) under the draft rule.
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7.3.2

Background

Service classification occurs over a number of different stages. Figure 7.1 sets out the
three levels of service classification, the service classifications within each level, core
characteristics of services within each classification and examples of which services the
AER has typically classified within each classification.

Non-distribution
services
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At the first stage, in order to be able to be classified, services must be a “distribution

service” within the meaning contained in the NER.352

At the second stage, the AER classifies distribution services as either direct control

services or negotiated distribution services, or leaves the service unclassified.353
Clause 6.2.1(c) of the NER specifies that the AER must have regard to the following

factors when classifying distribution services at this stage:

. the form of regulation factors (as set out in section 2F of the NEL)

. the form of regulation (if any) previously applicable to the relevant service or

services and, in particular, any previous classification under the present system

of classification or under the previous regulatory system

. the desirability of consistency in the form of regulation for similar services (both
within and beyond the relevant jurisdiction

. any other relevant factor.

The form of regulation factors set out in section 2F of the NEL are:

352

353 NER, Clause 6.2.1.

NER, chapter 10, glossary.
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the presence and extent of any barriers to entry in a market for electricity
network services

the presence and extent of any network externalities (that is, interdependencies)
between an electricity network service provided by a network service provider
and any other electricity network service provided by the network service
provider

the presence and extent of any network externalities (that is, interdependencies)
between an electricity network service provided by a network service provider
and any other service provided by the network service provider in any other
market

the extent to which any market power possessed by a network service provider
is, or is likely to be, mitigated by any countervailing market power possessed by
a network service user or prospective network service user

the presence and extent of any substitute, and the elasticity of demand, in a
market for an electricity network service in which a network service provider
provides that service

the presence and extent of any substitute for, and the elasticity of demand in a
market for, electricity or gas (as the case may be)

the extent to which there is information available to a prospective network
service user or network service user, and whether that information is adequate,
to enable the prospective network service user or network service user to
negotiate on an informed basis with a network service provider for the provision
of an electricity network service to them by the network service provider.

At the third stage, the AER further classifies direct control services as either standard
control services or alternative control services. Clause 6.2.2(c) of the NER sets out that

the AER must have regard to the following factors when classifying direct control
services at this stage:

. the potential for development of competition in the relevant market and how the

classification might influence that potential

. the possible effects of the classification on administrative costs for the AER, the

DNSP and users or potential users

. the regulatory approach (if any) applicable to the relevant service immediately

before the commencement of the distribution determination for which the
classification is made

. the desirability of a consistent regulatory approach to similar services (both
within and beyond the relevant jurisdiction)

. the extent the costs of providing the relevant service are directly attributable to

the person to whom the service is provided
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. any other relevant factor.

In arriving at a service classification decision, the AER will consider jurisdictional laws
which may restrict the scope of competition for the provision of a service
notwithstanding the underlying economic scope for competition in relation to the
market for the service.

7.3.3  Stakeholders’ views on the consultation paper

Ausgrid was the only stakeholder to comment on the specific policy question raised by
COAG Energy Council in its rule change request, that is, whether the form of
regulation factors remain fit for purpose in the context of technology change. Ausgrid
stated that COAG Energy Council’s concern that the classification process is not
keeping pace with technological changes is misguided. They state that there is no
reason to believe that the form of regulation factors become less “fit for purpose” in the
face of technological change. Furthermore, the reassessment of service classifications at
each regulatory review provides the flexibility for the AER to respond to changes over
time 354

Some stakeholders commented on the broader appropriateness of the form of
regulation factors and the service classification framework.

Jemena and the AEC stated that the form of regulation factors remain appropriate.35°
Ausgrid further stated that the underlying intent of the form of regulation factors is

appropriate, as is the AER’s approach to applying the factors.356

Other stakeholders proposed amendments to the factors applied in classifying
services/form of regulation factors. The AEC stated that the emergence of potentially
competitive markets should be a priority consideration amongst the form of regulation
factors.357 Furthermore, AGL stated that the likely impact of a classification decision
on the emergence and development of a contestable market for a particular service
should be included as a factor in the decision to classify a service as a direct control

service or otherwise.358

The AER further submitted that the terminology used in the form of regulation factors
may be made more accessible to stakeholders.3>?

Endeavour Energy stated that the service classification framework in the NER remains
appropriate with minor scope for improvement in relation to service classification

354 Ausgrid, submission to the Consultation paper, p. 12.

355 Submissions to the Consultation paper: Jemena, p. 2; AEC, p.7.
356 Submissions to the Consultation paper: Jemena, p. 2; AEC, p.7.
357 AEC, submission to the Consultation paper, p. 7.

358 ibid, p. 8.

359 AER, submission to the Consultation paper, p. 6.

104  Contestability of energy services



processes (discussed in section 7.1 of this chapter).300 Furthermore, it stated that the

AER’s application of the framework remains appropriate.361

7.3.4 Commission's analysis and conclusions in the draft determination

The Commission noted at the outset that the form of regulation factors are set out in
the NEL and the Commission cannot make changes to the NEL. Nonetheless, the
Commission can make recommendations that changes be made to the NEL if it
considers it to be necessary, and can make changes to the factors set out in clauses
6.2.1(c) and 6.2.2(c) of the NER.

Appropriateness of the form of regulation factors in the context of a changing
energy market

The Commission agreed with the views expressed by Ausgrid that the form of
regulation factors applied in classifying services are sufficiently flexible to adapt to
changes in technology. The form of regulation factors are based on classic economic
regulatory principles designed to make an assessment of the potential need for
regulation and/or the potential scope for competition in the market for a service. These
factors do not need to change in light of technology change; technology change may
simply lead to a need to reconsider the application of the factors when determining the
classification of a service.

Appropriateness of the service classification regime beyond technology change

Notwithstanding this, the Commission decided to conduct an analysis of whether the
current approach to service classification, including the factors applied in classifying
services/form of regulation factors, remains appropriate beyond the scope of
technology change.

In order to make this assessment, the Commission conducted a “blank page” analysis
of the factors that should be considered in determining whether a service should be
regulated or provided by contestable markets.

The Commission’s analysis led to a framework containing four principles:

. Principle 1: That the service is distinct and separable. This principle sets out an
approach to distinguishing between an input and a service, and is primarily
intended to apply in the context of determining whether part of an existing
regulated service can be provided on a contestable basis as a stand-alone service.

. Principle 2: That scope for competition for the service exists or can exist. This
means that the opportunity for a customer to switch to an alternative provider of

360 Endeavour Energy, submission to the Consultation paper, p. 6.
361 ibid, p. 8.
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the service is credible and provides an effective constraint on the behaviour of an
incumbent supplier.

. Principle 3: That sector-specific economic regulation is not required to address
any identified barriers for competition for the service to develop. This principle
considers whether any identified barriers to competition can be sufficiently
addressed through the application of broader competition law (as provided for in
the Competition and Consumer Act 2010), rather than sector-specific economic
regulation. Principle 3 also provides for consideration of whether sector-specific
regulation might be required to further other objectives, notably consumer
protections.

. Principle 4: If there is scope for competition in the absence of sector-specific
regulation, is contestability likely to provide a net benefit to end-users, compared
to regulation. If there is limited scope for contestability, Principle 4 considers
which form of regulation would be most appropriate.

Principle 2 of the Commission’s framework provides a useful comparison point in
analysing the appropriateness of the form of regulation factors, as it also sets out the
factors that should be considered in making an assessment of the scope for competition
in relation to a particular service. Under this principle, the Commission has concluded
that the following factors should be considered:

. Whether economic factors mean that the service has natural monopoly
characteristics, or that one or more service providers are likely to have significant
market power. Relevant considerations in this regard include economies of scale
and scope, contract and coordination costs, network effects, costs of entry and
expansion, and the extent of vertical integration.

. Countervailing buyer power, which looks at the extent of customers’ capacity to
constrain supplier behaviour. Relevant considerations in this regard include the
availability of substitutes, information asymmetry, the negotiation capacity of
customers and search and switching costs.

Furthermore, under this principle, the Commission considers it appropriate to assess
whether there are regulatory, legislative or policy barriers that maintain the position of
a monopoly service provider or otherwise restrict competition for the provision of
services, notwithstanding the underlying economic conditions in a market for a
particular service.

The Commission notes that this approach is similar to the approach currently adopted
by the AER. The form of regulation factors are very similar to the factors considered
under Principle 2 of the Commission’s framework, and include barriers to entry (which
may include a range of factors such as contract and coordination costs, costs of entry
and expansion, the extent of vertical integration, and economies of scale and scope), the
availability of substitutes, information asymmetry, the negotiation capacity of
customers, and the extent to which market power is or is likely to be mitigated by
countervailing buying power. Furthermore, the AER’s approach to assessing
jurisdictional laws which may effectively restrict the scope for competition in relation
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to a market for a service notwithstanding the underlying economic factors present in
the market, is very similar to the Commission’s approach under principle 2, of
assessing regulatory, legislative or policy barriers that maintain the position of a
monopoly service provider in similar circumstances.

The Commission also considered stakeholder submissions and informal consultation
with the AER in assessing the appropriateness of the factors applied in classifying
services/the form of regulation factors. Having taken these comments into
consideration, the Commission does not believe that further changes should be made
to these factors. Stakeholder submissions and informal consultation with the AER have
generally indicated that these factors are appropriate and are being applied effectively.
The Commission notes that certain stakeholders have suggested that the emergence of
potentially competitive markets or the likely impact of a classification decision on the
emergence and development of a contestable market should be introduced into the
factors applied in classifying services or form of regulation factors at the second stage
of classification. Informal consultation with the AER, however, has indicated that if an
assessment of the scope for competition in a particular regulatory period indicates that
a distribution service should be classified as either a direct control service or an
alternative control service at the second stage of classification, it is almost impossible
that the potential scope for competition in relation to that service would lead to a
different classification.

Whilst the Commission acknowledges the AER’s comments that the terminology in
relation to the form of regulation factors could be made more accessible to
stakeholders, it recommends that the AER use the classification guidelines to clarify
any ambiguities in that regard.

7.3.5 Stakeholders' views on draft determination

Stakeholders did not comment on the Commission’s analysis or conclusions on the
form of regulation factors in the draft determination.

7.3.6 Commission's final decision

Having regard to the Commission's analysis, stakeholder comments and informal
consultation with the AER, the Commission has decided to maintain its position in the
draft determination and does not recommend making changes to the factors applied in
classifying services/the form of regulation factors.
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7.4 Consideration of service classifications/regulatory approaches
taken in previous regulatory periods

7.4.1 Background

Clauses 6.2.1(d) and 6.2.2(c)(3) and 6.2.2(d) of the NER set out obligations on the AER
to consider service classifications and/or regulatory approaches taken in previous
regulatory periods when classifying distribution services.

Clause 6.2.2 () (3) of the NER states that in classifying a direct control service as a
standard or alternative control service, the AER must have regard to the regulatory
approach (if any) applicable to the relevant service immediately before the
commencement of the distribution determination for which the classification is made.

Clause 6.2.1(d) of the NER states that in classifying distribution services that have
previously been subject to regulation under the present or earlier legislation, the AER
must act on the basis that, unless a different classification is clearly more appropriate:

. there should be no departure from the previous classification (if the services had
been previously classified)

. if there had been no previous classification - the classification should be
consistent with the previously applicable regulatory approach.

Similarly, clause 6.2.2(d) of the NER states that in classifying direct control services that
have previously been subject to regulation under the present or earlier legislation, the
AER must act on the basis that, unless a different classification is clearly more
appropriate:

. there should be no departure from a previous classification (if the services have
been previously classified

. if there has been no previous classification - the classification should be
consistent with the previous applicable regulatory approach.

7.4.2 COAG Energy Council's views

COAG Energy Council proposed that the wording of clauses 6.2.1(d) and 6.2.2(c)(3)
and (d) of the NER be changed to remove prescription around the AER’s consideration
of services that had been previously regulated which COAG Energy Council believes
favours the status quo.302 Nonetheless, COAG Energy Council did not specify what
this exact wording should be. COAG Energy Council stated that these rules provide
the AER with limited discretion to reclassify services and are framed contrary to the
policy aim of promoting the development of effective competition. In a less dynamic
market, a more static or conservative approach to the classification of services may
have been appropriate. However, in the context of a changing (more dynamic) energy

362 COAG Energy Council, Rule change request Contestability of energy services, p. 14.
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market, allowing the AER to have more discretion to re-classify services would allow a
more proactive approach to be applied to moving services out of economic regulation,
and would also likely stimulate greater debate in the market in relation to the potential
contestability of services.363

COAG Energy Council also noted that the limitations on the AER’s discretion to
reclassify services reflects the context for their development and are no longer
warranted. COAG Energy Council stated that the clause was included in the NER as
part of the process of avoiding disruptive service classifications when transferring
economic regulation from jurisdictional regulators to the AER. With that period past,
and a period of technological change occurring in the market, COAG Energy Council
considered the AER now needs more discretion to reclassify services.364

7.4.3 Stakeholders' views on the consultation paper

Retailers such as AGL and Origin Energy, as well as the AEC and the AER supported
the removal of the clauses 6.2.1(d) and 6.2.2(d). AGL and the AEC state that the clauses
were originally included in the rules to prevent disruptive reclassification decisions on
the transfer of economic regulatory responsibility from jurisdictional regulators to the
AER.365 The clauses are therefore unnecessary in the current environment and lead to
an unjustified bias towards maintaining the status quo.366

The AEC stated that the clauses are unnecessary if the AER is operating appropriately.
Where a regulator is doing the most careful job it can in the normal course of its
activities, there is no need to retain these requirements.367

Origin Energy stated that in each regulatory period, the AER should simply be able to
classify distribution services according to their potential contestability at the time.368

The AER stated that the clauses have resulted in the maintenance of direct control
service classifications originally determined by jurisdictional economic regulators prior
to the AER assuming its responsibility. While the current approach has promoted
regulatory consistency over time within jurisdictions, it has resulted in the retention of

unnecessary differences in classifications across jurisdictions.369

AGL and the AER further stated that the clauses are an impediment to appropriate and
swift reclassification decisions. Given the long-standing nature of classification

363 ibid.

364 ibid.

365 Syubmission to the Consultation paper: AGL, p. 3; AEC, p. 8.
366 AGL, submission to the Consultation paper, p. 3.

367 AEC, submission to the Consultation paper, p. 8.

368 Origin, submission to the Consultation paper, p. 4.

369

AER, submission to the Consultation paper, p. 3.
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decisions, AGL believed that the AER should be encouraged take a more proactive
approach to reclassification decisions.370

Distributors were generally in favour of retaining the clauses. Ausgrid, Energy
Queensland and Endeavour Energy argued that the clauses should not be removed as
any changes to service classification should be justified. Endeavour Energy stated that
it is common sense that a service classification should only be changed if that change is
to a more appropriate service classification.3”1 Ausgrid stated that regardless of the
genesis of the provision, it is sound regulatory practice to require evidence that
changes to the regulatory framework - including reclassifying services - will be
preferable (or more appropriate) than existing arrangements.372

Ausgrid, Energy Queensland and Jemena further noted that reclassifying services can
have a significant impact on both DNSPs and customers, so it is appropriate that
changes be justified.373

However, Endeavour Energy also stated that it does not consider the removal of the
clauses provision would be problematic should the Commission form an alternate

view 374

There were limited comments from stakeholders in relation to the amendment of
clauses 6.2.2(c)(3) of the NER.

7.4.4 Stakeholders' views on draft determination

Stakeholders who commented on this aspect of the draft determination generally
supported the approach adopted in the draft rule to remove clauses 6.2.1(d) and
6.2.2(d) from the NER.37> AGL and Red and Lumo considered that the removal of the
clauses will improve the regulatory framework’s flexibility, transparency, and its
ability to respond to the changing nature of the services provided by different assets in
an evolving electricity market characterised by developing technologies.376

Ausnet Services noted that the draft determination did not include any analysis of the
potential impacts for DNSPs arising from reclassification in relation to past investment
but it anticipated that the AER would address such issues in its guideline, which it
considered as necessary.

370 AGL, submission to the Consultation paper, p. 3.

371 Endeavour Energy, submission to the Consultation paper, p. 7.

372 Ausgrid, submission to the Consultation paper, p. 12.

373 Submissions to the Consultation paper: ENA, p. 2; Jemena, p. 2; Ausgrid, p. 12.
374

Endeavour Energy, submission to the Consultation paper, p. 8.

375 Submissions to draft determination, AER, Attachment 1, p. 1, AGL, p. 6; AusNet Services, p. 2; Red
and Lumo, p. 3.

376 Submissions to draft determination, Red and Lumo, p. 3, AGL, p. 6.
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The AER considered the clauses have served their original purpose and are now seen
as unnecessary constraints in achieving consistent and more appropriate classifications

between jurisdictions. The AER therefore supports the removal of the clauses.3”7
7.45 Commission's final decision

The draft rule retains the Commission's approach in the draft rule and removes clauses
6.2.1(d) and 6.2.2(d) from the NER.

The Commission acknowledges and agrees with stakeholder comments that the clauses
were introduced as part of the transfer of economic regulatory responsibility from
jurisdictional regulators to the AER to prevent disruptive reclassification decisions. The
Commission agrees with the AER's comment that the clauses have served their original
purpose and therefore no longer required.

Furthermore, the Commission considers that the regulatory framework should provide
the AER with the discretion to make decisions that are suitable for a changing
environment. The Commission notes that the discretion provided to the AER in
applying the factors set out in Clauses 6.2.1(c) and 6.2.2(c) of the NER in classifying
services is consistent with this principle. The Commission considers clauses 6.2.1(d)
and 6.2.2(d) are inconsistent with this principle.

Additionally, as noted by Origin Energy in their submission to the consultation paper,
there should be no need for the requirement on the AER to consider previous service
classification approaches as it should be able to classify distribution services according
to their scope for competition at the commencement of each regulatory control period
by simply applying the factors in classifying services. Retaining the clauses does not
allow the AER to act in this way, and as noted by stakeholders, leads to a bias towards
maintaining the status quo and an approach that favours regulation over competition.

Whilst the Commission acknowledges that changes in service classification can have an
impact on distributors, service classification decisions are made following extensive
consultation. In addition, the service classification framework operates on the basis that
classification decisions are made for one regulatory period only. Therefore, if
circumstances in relation to market for a service change in a subsequent period, it
should be open to the AER to reclassify the service.

The Commission notes that the classification guidelines introduced by the final rule
and discussed in Section 7.1 of this determination will provide distributors with clarity,
transparency and regulatory predictability in relation to the AER’s approach to service
classification. Accordingly, in understanding the AER’s approach to service
classification, distributors should be able to foresee the likely classification of services
in any given period. This is likely to allow distributors to prepare for the impact of any
change.

377 AER, submission to draft determination, Attachment 1, p. 1.
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The final rule does not make any amendments to clause 6.2.2(c)(3) of the NER. The
clause simply requires the AER to consider, amongst other factors in clause 6.2.2(c), the
previous regulatory approach when determining whether a service should be classified
as a direct control service or alternative control service. The Commission therefore
concludes that there is no need to amend this clause as, unlike clauses 6.2.1(d) and
6.2.2(d), it does not limit the AER’s discretion to reclassify services.
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Abbreviations

AEMC
AEMO
MCE
NEL

NEO

Australian Energy Market Commission
Australian Energy Market Operator
Ministerial Council on Energy
National Electricity Law

National Electricity Objective
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Summary of other issues raised in submissions

Summary of other issues raised in submissions to the consultation paper

This section sets out the issues raised in the first round of consultation on this rule change and the AEMC's response to each issue. If an issue
raised in a submission has been discussed in the main body of this document, it has not been included in this table.

Stakeholder

Issue

AEMC response

DER and the contestable procurement of inputs

management of the network, they do not exhibit
natural monopoly characteristics. Instead they
lend themselves to contestable provision by a
service provider who can craft service offerings
which optimise for the various potential values
available.

TEC, p. 3. Can find no support in the NER for the assertion | As set out in Chapter 4 draft determination, the
that “It is the services provided by DNSPs to service classification framework under Chapter 6
customers that are classified within distribution of the NER and the relevant defined terms in
service classification.” Chapter 10 of the NER dictate that it is services

provided by distributors to customers which can
be classified within distribution service
classification.

AGL, p. 1 Although DER can be used to support the As set out in Chapter 4, inputs provided to

DNSPs cannot be classified within distribution
service classification. Only the services provided
by DNSPs to customers can be classified. Given
that inputs cannot be classified, the impact of
whether they display natural monopoly
characteristics for service classification will only
be through their effect on the economic
characteristics of the end service.

PIAC, p. 2; TEC, p. 4

Rule change could be changed to distinguish
between assets and services essential to the
operation of the network to provide a safe and

The Commission is satisfied with the current
position in the NER that only services should be
classified. As set out in Chapter 4, the inputs that
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Stakeholder

Issue

AEMC response

reliable power supply, which is not amenable to
competition, and which should be the subject of
a revenue or a price cap as periodically
determined by the AER; and all other assets and
services, which should be procured as
operational expenditure only and open to
competition.

DER provide cannot be classified. The
introduction of contestable frameworks inputs to
standard control services provided by restricted
assets is dealt with through the form of
regulation - the building block methodology in
Chapter 6 of the NER. These issues are
addressed in Chapters 5 and 6 of the draft
determination.

TEC, p.4

Concur with the Consultation Paper that the
distinction between an input and a service is not
always clear. Believe that energy storage could
fall into the same category and therefore should
be capable of being separately classified.

Energy storage devices are assets that can
provide multiple services. As set out in Chapter
4, assets are not classifiable within distribution
service classification.

Where energy storage devices provide inputs,
these inputs are also not classifiable, but some
of the services provided by energy storage may
be classifiable.

SAPN and CitiPower, p. 7

The AER suggests that when a DNSP uses
DER, it is providing a non-network service, and
therefore a service that DNSPs are disallowed
from providing under ring-fencing. The AEMC is
invited to comment.

This is a matter for the AER.

Service classification processes

Jemena, p. 2

The issue of insufficient time to prepare
submissions (in relation to an F & A) can be
addressed by providing more time for
stakeholders to prepare a submission.

The Commission understands that in practice,
stakeholders are generally provided with at least
six weeks to respond to the draft F & A paper.
The Commission considers that this is sufficient
time in which to prepare relevant submissions.
Furthermore, stakeholders have not generally
considered that they have insufficient time to
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Stakeholder

Issue

AEMC response

prepare submissions to the draft F & A paper.

Red & Lumo, p. 3

In general, stakeholders do not participate in the
F & A process because it is so embedded in the
DNSP rate review process.

The Service Classification Guideline will provide
an opportunity for stakeholders to participate in
the overall approach to service classification
NEM wide.

Origin Energy, p. 2

Agree with COAC EC that the gap between the F
& A process and the lodgement of the regulatory
proposals is longer than preferable; in many
instances there is a gap of six months.

Recognise that a DNSP needs to understand in
advance how the different services it provides
are going to be regulated to enable it to prepare
its regulatory revenue proposal. Nonetheless,
consider that this gap should be compressed
and that a guideline would provide certainty to
support a shorter window.

The preparation of a revenue proposal is
complex and time consuming. The Commission
considers that a six-month gap in between the F
& A process and the time that a DNSP is
required to submit a revenue proposal is
therefore appropriate.

Reclassification

United Energy, p. 3

Supports being able to propose changes to the
AER'’s service classification within the regulatory
period for alternative control or negotiated
services only. For instance, should be able to
propose new alternative control or negotiated
services throughout the period. Considers the
cost associated with offering additional
alternative control or negotiated services within
the period would be low and largely
administrative.

Changes to classify services as alternative or
negotiated distribution services would still be
administratively complex, and require the
reopening of a revenue determination. For
example, if a new service was classified as an
alternative control service within a regulatory
period, the AER would need to determine
(amongst other things) the price or revenue that
a DNSP can charge (or earn) for provision of the
service.
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Stakeholder

Issue

AEMC response

Factors applied in classifying services

AGL, p. 3

AGL agrees with COAG Energy Council that
whether a service exhibits natural monopoly
characteristics is a primary factor in making
service classification decisions, and should be
included in the form of regulation factors.

Whether a service displays natural monopoly
characteristics already plays a significant role in
determining how the service is classified
because the form of regulation factors, which
guide the AER’s service classification decisions,
include factors such as barriers to entry and the
presence of substitutes for the service.

TEC, p. 4

The AER currently applies s 2F of the NEL in
light of Clause 6.8.1(b)(2)(i) of the NER.
However, clause 6.8.1 of the NER does not
specify how the AER should classify these
services.

Clause 6.8.1(b)(2)(i) of the NER specifies that
the AER must have regard to the factors set out
in that clause - which also include consideration
of the form of regulation factors set out in s 2F of
the NEL - when classifying services.

The clause does not specify how the services
are to be specifically classified as the AER has
the discretion to decide how the different
combinations of the factors may lead to different
service classification decisions. Nonetheless, as
set out in Chapter 7 of this determination, the
AER will be able to provide clarity and
transparency to stakeholders in regards to likely
service classification decisions by introducing the
Service Classification Guidelines, which will
assist stakeholders in understanding which
factors are important when arriving at particular
service classification decision outcomes.

ENA, p. 11

The AEMC should consider the interlinkages
between the form of regulation factors and the
declaration criteria contained in Part IlIA of the

The Commission considers that the AER has
been applying the form of regulation factors
without material problems and the factors remain
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Stakeholder

Issue

AEMC response

Competition Act and the Coverage criteria in the
Gas regime.

The form of regulation factors appear in contrast
to the declaration and coverage criteria, to be:

- complex and multi-layered, adding uncertainty
to their interpretation;

- based on distinct economic concepts to the
declaration criteria, without it being clear whether
such difference is intended to bring about
different outcomes or assessment approaches;

- rarely practically used as the basis for in-depth
market or competitive analyses by the AER,
which generally appears to adopt high-level
qualitative based assessments;

- unbalanced and inconsistent with the
declaration criteria in lacking a requirement for
the decision-maker to be affirmatively satisfied of
a range of factors before regulation of a service
can be introduced:;

- missing a wider ‘public interest’ test allowing
consideration of wider impacts (such as indirect
investment impacts, and broader public welfare
considerations).

appropriate in the context of a changing energy
market.

ENA, p. 12

Service classification decisions should be

primarily driven by market-based considerations
of the state of competition in the market, barriers
to entry, countervailing market power, availability

Service classification decisions will still be
determined by applying the factors set out in
Clauses 6.1.2(c) and 6.2.2(c) of the NER. Where
other guidelines influence the market-based
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Stakeholder

Issue

AEMC response

of information and substitutes. That is,
classification decisions under the Rules should
not be driven by the current content of subsidiary
guidelines and other instruments (which can and
do change more frequently, and with fewer
procedural consultation safeguards than the rule
change process).

This would invert the intended governance
framework of the NEL, NER and subsidiary
guidelines and instruments. Rather, the AER’s
obligation is to ensure that its ring-fencing
guideline, cost allocation obligations, and shared
asset approaches are workable and responsive
to the policy determinations made by the AEMC
on the different types of classifications and when
each should be applied.

assessments the AER will continue to have
regard to these issues.

AER, p. 6

Consider that the negotiated service
classification requires reconsideration, with a
view to potentially removing this category from
the range of service classification options or
better specifying its purpose.

It is unclear exactly what utility a negotiated
service classification currently provides. Existing
examples of services classified as negotiated
services, such as in South Australia, are legacy
approaches inherited from jurisdictional
economic regulators.

It is also possible that this category could be
used as an intermediate step for services which
are transitioning between alternative control and

The removal of the negotiated distribution
service classification goes beyond the scope of
this rule change request, and would require
detailed consideration which would be more
appropriately dealt with under a separate rule
change request.
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Stakeholder

Issue

AEMC response

unregulated categories. It has not really been
used in this way, nor can we think of any
examples of this. In either case, however, it is
likely it will be used sparingly at all.

AER, p. 7

The alternative control service classification
should be split in order to deal with two different
types of services. The first relates to monopoly
services which can be separately charged to
customers. The second relates to services which
are potentially contestable, and therefore, a
standard control service classification would
prevent the emergence of a competitive market.

Splitting the two alternative control services in
this way would improve the operation of the
Ring-Fencing Guidelines. At present, the NER
has established that alternative control services
are not treated differently to standard control
services by the Ring-Fencing Guidelines.
However, arguably, potentially contestable
services should be ring-fenced because the
service is being offered (or may be offered) in a
contestable or potentially contestable market.

The splitting of the alternative control
classification goes beyond the scope of this rule
change request. It would require detailed
consideration which would be more appropriately
dealt with under a separate rule change request.

PIAC, p. 2; TEC, p. 5

There should two classifications: regulated and
contestable services.

Regulated services would comprise what are
currently standard control services including
planning, designing, constructing, operating and
maintaining the network.

Contestable services would comprise what are

The Commission does not consider that there
should only be two possible service
classifications. For example, the removal of
alternative control services would restrict the
ability for the AER to provide a transitional
mechanism for services moving from regulated
to contestable.
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Stakeholder

Issue

AEMC response

currently alternative control services (such as
ancillary network services, public lighting,
metering and possibly connections) as well as
negotiated and unclassified services. Network
services would be subject to a revenue cap,
while contestable services would be free of
revenue or price caps.

Definitions

AER, p.5 The definition gives rise to uncertainty, as it may | There is likely to be some degree of uncertainty
be arguable that a specific service is, or is not, as to whether a service will fall within any
consistent with the definition. definition of a ‘distribution service'. As explained

in Chapter 4, the level of ambiguity in the current

Furthermore, the phrase ‘in conjunction with’ definition will not prevent DNSPs from being able
may be interpreted very broadly. Potentially to deploy new and emerging technologies in
almost any service provided with resources order to provide already existing distribution
otherwise used to provide distribution services services.
may also be considered to be a distribution
service. In an evolving market and technological
environment, this does not promote regulatory
certainty or efficient market outcomes.

AER, p. 5 Distribution services do not need to be defined There will need to be some set criteria that a

separately. Rather, distribution services may be
considered in more general terms so that their
physical characteristics are not specified, with
emphasis instead on provision of a service by a
distributor to a customer. The definition could
instead be determined through the service
classification process. Alternatively, less
importance may be placed on the definition of
distribution services and the focus instead
placed directly on the services we classify as

service will need to meet in order for it to be
considered a ‘distribution service’, irrespective of
whether there is a specific definition in the NER,
or the service is classified through the
Guidelines. The benefit of a definition is that it
sets out this criteria clearly and transparently to
stakeholders.
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Stakeholder

Issue

AEMC response

direct control services and negotiated services.
That is, avoid the step of identifying what is a
distribution service before the classification of
services.

is unclear, notably around those services that
can provide both network support and other
contestable services.

AER, pp. 6, 8 An improved definition of services may help As set out in Chapter 4 of the determination, the
address the issues raised by the AEMC draft rule does not make changes to the
Consultation Paper about the distinction between | definition of a ‘distribution service’. As a result,
inputs and services. there is no need to consider changes to related
definitions in the NER.
Aside from the definition of a distribution service,
other NER and NEL definitions that could be Furthermore, the Commission cannot make
reconsidered include network service, changes to the NEL, and any changes made to
transmission service and shared distribution NER definitions would need to be consistent with
service to make these clearer and made definitions contained in the NEL. Therefore, if
consistent with any changes made under these any changes were to be made to these
rule changes. definitions, COAG Energy Council would be
best-placed to make these changes as part of a
package of reforms.
Origin, p. 2 Notes that the definition of a distribution service The definition of a distribution service solely

relates to services provided by a distributor to a
customer. Inputs to the provision of standard
control services that are provided to DNSPs,
such as network support, do not fall within the
definition.

Regulation of standard control services

AGL, p. 5.

AGL also suggests the Commission reconsider
the regulatory framework with regard to the form
of control (price or revenue) and the incentives
provided to network businesses given the
changing nature of energy provision. The

Control mechanisms decisions for DNSPs are
made by the AER under clause 6.2.5 of the NER
and are not within scope of the rule change
requests.
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Stakeholder

Issue

AEMC response

prevalence of revenue cap regulation is counter
intuitive in an environment where underutilisation
of networks is becoming a significant issue.
Disassociating usage and throughput from
networks’ capital expenditure decisions is
nonsensical.

Dr. Martin Gill, p. 2.

Efficiency of demand response programs: The
AER reviews DNSP regulatory proposals to
ensure network augmentation only occurs in
areas where peak demand is approaching the
network capacity. This is intended to prevent
DNSPs receiving a regulated income for
unnecessary network augmentation. The AER is
unable to apply the same checks to DNSP
demand response programs. This is largely
because the AER is unable to validate the
achieved demand reduction.

The validation of results of demand response
programs by the AER is not within scope of this
rule change.

ENA, p. 3

Primacy should be given to the efficient delivery
of network services to customers

The NEO refers to “efficient investment in, and
efficient operation and use of electricity services
[emphasis added]” which relates to the entire
electricity supply chain, not just network
services.

Energy Queensland, p. 17

Where DNSPs are forced to procure battery
storage as network support, if the battery storage
fails as a network support service, then DNSPs
are essentially paying twice, once for the behind
the meter service and then for the upgrade of the
network. DNSPs should not be required to adopt
more expensive solutions to placate an
under-developed third party market at greater

The performance of the service delivery methods
that DNSPs employ in delivering standard
control services is an issue for all service
delivery methods and is taken into account by
DNSPs for all inputs to standard control services.

For example, when selecting whether and how to
obtain any input to standard control services
DNSPs will take into account the likelihood of
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Stakeholder

Issue

AEMC response

cost and risk to customers.

non-performance of each input and consider the
likelihood of the provider of that input not
delivering. The restricted asset definition will not
change this onus on DNSPs. It will (in certain
circumstances) remove the option of sourcing
the inputs through capital expenditure on
restricted assets - which will narrow the range of
options available to the DNSP.

Other issues

Southern City of Regional Councils (SSROC), p.
1

This submission relates specifically to public
lighting and urges the AEMC to consider:

« measures the AEMC can take to facilitate the
introduction of both comprehensive public
lighting service-level regulation and expanded
contestability of public lighting

« developing an access framework to facilitate
future contestability of public lighting services;
and

« allowing customers to fund replacement lighting
across the NEM.

Direct council control of public lighting is the
norm in much of the developed world and, in
some other overseas jurisdictions where this is
not the case, steps towards transferring control
of lighting from utilities to local councils is
underway in an effort to speed up LED and
smart controls deployments. It is in this context
that SSROC is asking the question about

The Commission considers that SSROC has
raised a number of significant issues with the
regulation of public lighting in the NEM.
However, as SSROC notes, its main goal is to
achieve direct council control over the supply of
public lighting. The distribution service
classification is capable of facilitating council
control through AER classification of public
lighting services as non-direct control services.
However, as SSROC notes, there are two main
barriers to this being achieved:

(a) DNSP ownership of existing public lighting
assets, and

(b) access to network assets (for example,
poles) to facilitate supply of public lighting.

Neither of these issues is within the scope of this
rule change. The first would require the sale of
public lighting assets from DNSPs to councils
and the second would require a third party
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Stakeholder

Issue

AEMC response

whether steps should be taken in the National
Electricity Market to facilitate enhanced
contestability of public lighting services.

access arrangement.

A.2 Summary of other issues raised in submissions to the draft determination

This section sets out the issues raised in the second round of consultation on this rule change request and the AEMC's response to each issue. If an

issue raised in a submission has been discussed in the main body of this document, it has not been included in this table.

Stakeholder

Issue

AEMC Response

AEC, p. 3. The impact of the DMIA and the fact that networks can As set out in section 5.4.1, the impact of
obtain services from a ring-fenced entity can produce intersecting incentive schemes on network
perverse investment outcomes that are not efficient. behaviour is best addressed through a separate
review. The Commission plans to assess the
incentive framework through the 2018 Electricity
network economic regulatory framework review.
Origin, p.1. The proposed rule balances the competing objectives of The Commission notes this opinion.
allowing customers to optimise DER, networks to source
DER for network support services and separating
regulated and unregulated activities.
AGL, p. 5. Because the (AER's) Ring-fencing Guideline has not The asset restriction elements of the final rule

established a sufficiently robust reporting, compliance and
enforcement framework in respect of ring-fenced entities,
there remains a substantial risk that network businesses
could circumvent their compliance with the Contestability
rule changes. Realistically, ring-fenced unregulated
network businesses would not have any incentive to report

place restrictions on DNSP’s capital expenditure,
not their ring-fenced affiliates. As set out in section
6.1.5 the Commission considers that the AER has
the necessary tools to gather information to apply
and enforce the final rule.
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Stakeholder

Issue

AEMC Response

on their compliance. Accordingly, AGL would urge the
Commission to consider developing additional safeguards
to ensure accurate reporting on compliance. This may
entail imposing further reporting requirements on
ring-fenced unregulated network businesses.
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B Legal requirements under the NEL

This appendix sets out the relevant legal requirements under the NEL for the
Commission to make this final rule determination.

B.1 Final rule determination

In accordance with sections 102 and 103 of the NEL the Commission has made this
final rule determination in relation to the rule proposed by the COAG Energy Council
and the AEC.

The Commission’s reasons for making this final rule determination are set out in
Section 2.4 of this final rule determination.

A copy of the final rule, which is a more preferable rule, is attached to and published
with this final rule determination. Its key features are described in Section 2.4.1 of the
final rule determination.

B.2 Power to make the rule

The Commission is satisfied that the final rule falls within the subject matter about
which the Commission may make rules. The final rule falls within section 34 of the
NEL as it relates to the operation of the national electricity market378, and to the

activities of persons participating in the national electricity market.37?

B.3 Additional rule-making test - Northern Territory

The National Electricity (Northern Territory) (National Uniform Legislation) Act 2015
provides the Commission with the ability to make a differential rule that varies in its
terms between the national electricity system and the Northern Territory’s local
electricity system. The Commission may make a differential rule if, having regard to
any relevant MCE statement of policy principles, it determines that a differential rule
will, or is likely to, better contribute to the achievement of the NEO than a uniform
rule.

The Commission has considered whether a differential rule is required for the
Northern Territory electricity service providers and concluded that it is not required in
this instance. This is because the Commission considers that the final rule will be able
to operate in the Northern Territory without special arrangements.

378 NEL, section 34(1)(a)(i).
379 NEL, section 34(1)(a)(iii).
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B.4 Revenue and pricing principles

In addition to having regard to the NEO, the Commission must take into account the
revenue and pricing principles in making a rule with respect to (among other things)
the regulation of revenue earned, or that may be earned, by DNSPs from provision of
services that are the subject of a distribution determination.380

The Commission has taken into account the revenue and pricing principles. The
Commission considers the following revenue and pricing principle the most relevant to
the final rule:

. A regulated network service provider should be provided with a reasonable
opportunity to recover at least the efficient costs the operator incurs in providing
direct control network services.381

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

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

—  the efficient provision of electricity network services

—  the efficient use of the distribution system or transmission system with

which the operator provides direct control services.382

. Regard should be had to the regulatory asset base with respect to a distribution
system or transmission system adopted:383

—  inany previous

. as the case requires, distribution determination or transmission
determination; or

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

- in the NER.

380 Refer to section 88B and Items 25 and 26] of Schedule 1 of the NEL. The revenue and pricing
principles are set out in section 7A of the NEL.

381 NEL, section 7A(2)(a).
382 NEL, section 7A(3).
383 NEL, section 7A(4).
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The final rule changes the processes and principles within the NER regarding the AER
undertaking distribution service classification. These changes will provide greater
clarity to DNSPs about the AER’s likely approach to classifying services as direct
control services, which will promote DNSPs having a reasonable opportunity to
recover the efficient costs of providing direct control network services.

The Commission has taken into account the incentives provided to DNSPs in
providing direct control services and whether the final rule promotes economic
efficiency with respect to direct control network services that DNSPs provide. The
Commission notes that while the final rule may have a minor impact on the ability of
DNSPs to provide direct control services efficiently with respect to investment in
restricted assets, this will not affect the overarching incentive regulatory framework for
the provision of direct control services. Furthermore, to the extent that the final rule
limits efficient incentives for the provision of direct control services, the Commission
considers that any detriment will be outweighed by benefits through efficiency gains in
the provision of non-direct control (contestable) electricity services and that the final
rule will therefore contribute to the achievement of the NEO.

The Commission has had regard to the RAB in developing the restricted asset
provisions of the final rule. Importantly, the restrictions do not affect any past
investments by DNSPs or investments made in the current regulatory control period.

B.5 Commission's considerations

In assessing the rule change requests, the Commission considered:

. its powers under the NEL to make the rule;

. the rule change requests;

. submissions received during first and second rounds of consultation; and

. the Commission’s analysis as to the ways in which the proposed rule will or is

likely to, contribute to the NEO.

There is no relevant Ministerial Council on Energy (MCE) statement of policy
principles for this rule change request.384

The Commission may only make a rule that has effect with respect to an adoptive
jurisdiction if satisfied that the proposed rule is compatible with the proper
performance of Australian Energy Market Operator (AEMO)’s declared network and

system functions.38> The final rule is compatible with AEMO’s declared network and

384 Under s. 33 of the NEL, the Commission must have regard to any relevant MCE statement of policy

principles in making a rule. The MCE is referenced in the Commission's governing legislation and
is a legally enduring body comprising the Federal, State and Territory Ministers responsible for
Energy. On 1 July 2011 the MCE was amalgamated with the Ministerial Council on Mineral and
Petroleum Resources. The amalgamated council is now called the COAG Energy Council.

385 Section 91(8) of the NEL.

Legal requirements under the NEL 129



system functions because it is unrelated to them and therefore does not affect the
performance of those functions.

B.6 More preferable rule

Under section 91A of the NEL, the Commission may make a rule that is different
(including materially different) to a proposed rule if the Commission is satisfied that,
having regard to the issue or issues that were raised by the proposed rule (to which the
more preferable rule relates), the more preferable rule will, or is likely to better
contribute to the achievement of the NEO. As discussed in Chapter 2 of this
determination, the Commission has determined to make a more preferable rule. The
reasons for the Commission’s decision are set out in section 2.4 of this determination.

B.7 Civil penalties

Given the importance of a robust planning framework to efficient provision of network
services and an efficient competitive energy services market, the Commission
considers that any breaches of the RIT-D and RIT-T processes should be subject to civil
penalty provisions. The Commission therefore considers that clauses 5.16.3(a) and
5.17.3(a) of the NER should be classified as civil penalty provisions. The Commission
also agrees with the AER’s recommendation to also make clauses 5.15.2(b), 5.15.2(c),
5.16.4(a) and 5.17.4(a) of the NER civil penalty provisions.

While the Commission cannot create new civil penalty provisions, it may recommend
to COAG Energy Council that new or existing provisions of the NER be classified as
civil penalty provisions. The provisions that the Commission is recommending to
COAG Energy Council as civil penalty provisions are clauses 5.15.2(b), 5.15.2(c),
5.16.3(a), 5.16.4(a), 5.17.3(a), and 5.17.4(a), which relate to the regulatory investment
tests for transmission and distribution.
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