Promoting efficient investment — protecting
consumers from paying more than necessary

Executive Briefing
Energy network regulation reform

On Thursday 29 September 2011, the Australian Brieegulator (AER) submitted a
rule change proposal to the Australian Energy Ma@l@mmission (AEMC) to protect
consumers from paying more than necessary foreassad reliable energy supply.

Policy context

The National Electricity Law (Law) lays the founubat for the regulatory framework
governing electricity networks. In particular, thaw sets out the National Electricity
Objective: to promote efficient investment in arfiiceent operation of electrical
services in the long term interest of consumersthiey, the Law includes the principle
that electricity network service providers shouéddiven a reasonable opportunity to
recover at least efficient costs.

However, during the development of rules for eleityr transmission networks in 2006,
the AEMC considered that the general protectiofm@éd by the Law and the
administrative law for regulatory decision-makingre not sufficient to guard against
the risk of the regulator restricting allowanceseteels below efficient cost. Despite
submissions at the time challenging this assumptigdas were drafted to lock down
the regulatory decision making process to addresperceived risk.

This detailed codification of the methodology obromic regulation has hindered the
AER'’s ability to appropriately regulate natural nopoly electricity networks. It has
restricted the AER’s ability to ensure that theulated electricity networks invest
efficiently and earn appropriate commercial returlidas also hindered the AER’s
capacity to respond to changing circumstances. lswt, consumers are paying more
than is necessary to maintain a reliable and sqmwer system.

Key changes proposed
The AER is proposing two key changes to the natielegtricity and gas rules to:

= amend the process for estimating how much eletmatwork businesses need
to spend in order to provide a safe and relial#etatity supply (no equivalent
change is proposed for gas)

= reform the way in which the returns that electyi@hd gas network businesses
may earn on their assets is determined.

The rule change proposal also includes improventerttse process for making
decisions, making it easier for interested patbgsarticipate in the process.




Setting expenditure forecasts for electricity busiasses

The current rules require the AER to accept expgarelproposals from businesses if it
is satisfied they ‘reasonably reflect’ efficientugent and realistic expenditure. The
expression ‘reasonably reflects’ recognises thexietimay be more than one expenditure
forecast that is efficient, prudent and realisii€.any number of possible forecasts, this
effectively allows network businesses to proposehighest possible forecast and
leaves the evidentiary burden on the AER to firevp that the proposed forecast is not
efficient and not prudent. Even if there is a lowessible forecast that is efficient,
prudent and realistic, the rules operate to excttdeAER from setting that lower
forecast.

This problem is further compounded for electridtgtribution businesses due to two
further restrictions on the AER’s discretion undeapter 6. Under chapter 6, if the
AER considers a proposed forecast is too high sumat satisfied it reasonably reflects
the expenditure criteria, in substituting whatdhsiders should be the efficient, prudent
and realistic forecast, it can only do so by amegdine proposed forecast to the
minimum extent necessary for it to be approved utiterules. Secondly, the AER
must base its substitute on the original propddak restricts the AER to conducting a
detailed line by line assessment of the proposestést, rather than making a balanced
assessment of all available information.

In an unbiased regime, all answers that meet tpanements of the Law could be
determined. That is not the case under the curubed.

The experience from the last five years has exdimglihe restrictions on the AER’s
regulatory discretion and in turn suggests thateams about inflated forecasts were
well founded. While it is difficult to quantify ghextent to which price rises have
exceeded efficient levels, inflated forecasts Hasen a factor in the price rises faced by
consumers.

What the AER is proposing — determining forecasts foexpenditure

The AER recognises the long term risks to religptiat could arise from under-
estimates of required expenditure. Indeed the leawires the AER to ensure that
electricity network businesses have a reasonalgeramity to recoveat least efficient
costs. However, the current rules go much furthan this. The changes being
proposed by the AER use a more balanced approasiting forecasts, while ensuring
that networks are funded to provide a safe andbigielectricity supply.

Under the proposed changes to the rules, the ABRdwdetermine the forecast of
required expenditure, bounded by the requirementisa Law and guided by a clear,
consistent and transparent list of expenditureofaciet out in the rules. This would
allow the AER to weigh up all available informatjavidence and data—including
benchmarking analysis—in order to reach a baladeedsion on forecast expenditure.

The result would be an impartial estimate of regghiexpenditure. These proposals are
not radical, but would place the regulation of ¢#hectricity sector back in line with
normal regulatory practice in other countries aciss other industries.




Ensuring investment is efficient

Currently the value of all investment (capital exgigure) undertaken by the electricity
networks is added to their ‘regulatory asset balee’ networks then earn a rate of
return on this asset base. This occurs even iakeof this capital expenditure is in
excess of the forecast expenditure determineceadttrt of the period. In certain
circumstances, the current rules create incentoasetworks to over-invest, even if
such investment is inefficient. The AER proposesitrease the incentive on
electricity businesses to invest efficiently to @mesa safe and reliable supply.

The AER proposes to amend the rules so that ompliyad@xpenditure within the
approved forecast would be automatically addetiecasset base. If a network spends
more than was forecast, it would only be alloweddd 60 per cent of the value to the
asset base. The cost of the remaining 40 per cemitvbe borne by the owners of the
network. This greatly strengthens the disciplinglmnetworks to properly manage
their capital expenditure.

Dealing with uncertainty

The current rules address the risk that the reguratly incorrectly set forecast
expenditure by tightly prescribing the regulatatécision making functions, but this
may lead to consumers paying for systemically tefldorecasts. However, the AER
recognises that there needs to be mechanismt aditworks to adjust their
expenditure in the event of significant unforeselecumstances. Accordingly, the AER
also proposes additional measures for managingtangy, by introducing new
mechanisms which permit electricity distributiortwerks to re-open their forecasts if a
significant unforeseen event occurs. It is als@psed that the ‘contingent project’
framework currently available to transmission netsgalso be introduced for
distribution.

This approach ensures that network businessedblEr¢oarecover at least the efficient
costs of their operation, while advancing the Itergn interests of electricity consumers
by removing the systemic upward bias in forecasts.

Setting the rate of return on the asset base

The AER also proposes to change the process ferrmdeting the rate of return that
energy networks earn on their asset bases, knotheaseighted average cost of
capital (WACC). Unlike the rest of the rule chamgeposal, the AER’s proposed
changes to the WACC methodology apply to gas pipslas well as electricity
networks.

At present, the AER must use a different methodptogletermine the WACC
depending on whether the relevant network is actrédéy transmission network, an
electricity distribution network or a gas pipelini electricity transmission, the AER
must review the WACC every five years and the tesufl this review must apply in
each transmission determination. In electricistrbution and gas, each network
business has the opportunity to seek a unique m#cahe AER believes that all
energy networks should be treated consistently.




Under this approach the AER would undertake WAC@ergs at intervals of no more
than five years, and the outcomes of each revieuldvapply to each subsequent
energy network revenue determination. The WACCeawwvould cover a range of
parameters used to calculate the WACC, includieghiethodology for setting the debt
risk premium.

The AER would be required to have regard to presiypadopted values in tandem with
all other relevant legal requirements. Importantynoving some of the prescription of
how a number of elements of the WACC are to berneted will ensure that the
regulatory framework keeps pace with the actuat tiencing practices of the sector.
Currently, the AER must attempt to calculate aovedince for debt using benchmarks
that are not reflective of how the sector is adyualanaging its debt, resulting in
significantly higher prices for consumers.

These changes would deliver significant improvemémprocess and would provide a
better balance between flexibility and certaintyhis aspect of economic regulation.

Improving the regulatory process

The AER’s proposal would improve the efficiency afifectiveness of the regulatory
process by addressing procedural problems thatdm@sen during the course of its
reviews. In particular, the AER considers thatnges to the rules are necessary to
discourage network businesses from strategicalligheiding key information until the
final stages of the review process and from seekamjidential treatment for
information which is not genuinely confidential.

Currently, electricity networks can submit subnossi on their own revenue proposals.
These submissions are due at the same time asssibngs from other stakeholders.
Often the networks’ submissions contain substadeé#il that should have been
contained in either the initial or revised regulgitproposal. This denies stakeholders
the opportunity to consider and respond to thisrimfation and compresses the time for
the AER to analyse the information.

The AER proposes that networks be precluded frokimgasubmissions on their own
proposals. This will ensure that all stakeholdeitshave the opportunity to contribute
meaningfully to the revenue determination process.

Expected timeframe and next steps

The AER has submitted its proposals to the AEMCctsideration. To make the
changes, the AEMC needs to be sure that the prdpbsaiges meet the National
Electricity Objective. The AER is confident thaetproposed changes will maintain
incentives for efficient investment and operatiohghe networks and advance the long
term interests of consumers.

The AEMC will then follow the mandated consultatipmocess set out in the national
electricity and gas rules. The AER intends thatrtlies changes would be in place in
time for the next round of revenue determinationsl§W and the ACT, with the first
determinations under the new rules to take effechfl July 2014.




