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Summary of draft Rule determination

The Australian Energy Market Commission (AEMC or Commission) has determined
not to make a rule in response to Trans Tasman Energy Group's rule change request
regarding the cost allocation method and regulation of negotiated services by
distribution network service providers (DNSPs).

Trans Tasman Energy Group submitted a rule change request on 7 December 2012 to
the Commission to make a rule that seeks to:

. improve customer engagement in the cost allocation method by requiring the
Australian Energy Regulator (AER) to comply with the distribution consultation
procedures when approving a cost allocation method;

. increase transparency in the cost allocation method by requiring cost allocation
methods to include the numeric values of allocators; and

. improve certainty regarding how prices are derived for negotiated distribution
services by amending the principles for access to negotiated services.

The Commission is not satisfied that there is a problem with the rules in these areas nor
that the changes proposed promote the National Electricity Objective (NEO).

The proponent is seeking to improve the ability of customers to engage with DNSPs
with respect to negotiated services. In general, the nature of a negotiated service
should mean that those negotiating with service providers have adequate negotiating
power already. If this is not the case then it is likely that the problem is with the
classification of the service, rather than the rules regarding negotiated services.

The cost allocation method must be consistent with the cost allocation guidelines,
which are consulted on by the AER. Any benefits of additional consultation on changes
to the cost allocation method appear to be unlikely or at most minimal but the costs to
undertake additional consultation would be material. The Commission views having
consultation only on the cost allocation guidelines appropriately balances stakeholder
engagement, regulatory oversight and the Distribution Network Service Provider
(DNSP) having ownership of its cost allocation method.

Customers of negotiated services currently have access to sufficient information
outside of the cost allocation method to engage in effective negotiation. This includes
numeric allocators outside the cost allocation method. The costs to DNSPs and the AER
of including numeric allocators as part of revised cost allocation methods are likely to
outweigh any potential benefits. Moreover, lighter handed regulation is appropriate
for negotiated services and DNSPs need not provide the same level of cost disclosure
for negotiated as they would for direct control services. The Commission views the
current role of the cost allocation method and other existing mechanisms, which enable
access to more detailed information, as appropriate and efficient.
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The Commission considers that the existing negotiated service principles are
appropriate as currently drafted. It gives the AER appropriate flexibility in
determining the criteria with opportunity for stakeholder engagement. Moving toward
defining how costs are to be calculated requires more involvement of the AER and
fundamentally changes the nature of the approach. Amending the principles is
unlikely to impose costs, however, the Commission does not consider that the change
to negotiated services will contribute toward more efficient prices.

The Commission welcomes submissions on this draft determination by 4 July 2013.
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1 Trans Tasman Energy Group's Rule change request

1.1 The Rule change request

On 7 December 2013, Trans Tasman Energy Group (Rule Proponent) made a request to
the Commission to make a rule regarding the contents of and consultation on the cost
allocation method and its role in the negotiation framework (Rule Change Request).

1.2 Rationale for Rule Change Request

In this Rule Change Request the Rule Proponent seeks to:

. improve customer engagement in the cost allocation method;

o increase transparency in the cost allocation method; and

. improve certainty regarding how prices are derived for negotiated distribution
services.

The Rule Proponent states that the cost allocation method is a primary input to
establishing prices for negotiated distribution services. As such, it argues that as an
important part of the negotiation process, the cost allocation method should be open to
review so customers can assess the appropriateness of any changes to DNSPs' cost
allocation methods. It also notes that as a "method", it should fall under the general
categories subject to the distribution consultation procedures.!

The Rule Proponent is concerned that the current requirements for the cost allocation
method in the National Electricity Rules (NER) are not sufficiently transparent to
enable effective negotiation of prices under Part D of the NER. The Rule Proponent is
specifically interested in the numeric value of allocators. An allocator is the method by
which a cost is split between different categories, and the numeric value is the quantity
of costs being added to each category. Without the numeric value included in the cost
allocation method, the Rule Proponent states that customers cannot establish for
themselves whether the price offer is compliant with the NER, including whether the
same cost was allocated more than once.2

The Rule Proponent argues that a default position for how prices must be established is
appropriate given the significant imbalance of market power that exists between the
DNSP and a negotiating party. It also states that although negotiating parties are free
to determine how they establish prices, it is relevant to have a default methodology in
place for cases where the AER needs to set prices to resolve a dispute. The Rule

Trans Tasman Energy Group, Proposed Rule Change, 7 December 2012, pp. 2-4.
Trans Tasman Energy Group, Proposed Rule Change, 7 December 2012, p. 4.
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Proponent also states that such a requirement will better equip parties in negotiating
with a DNSP.3

1.3 Solution proposed in the Rule Change Request

The Rule Proponent proposes to resolve the issues discussed above by making a Rule
that seeks to:

. require the AER to comply with the distribution consultation procedures when
approving a cost allocation method;*

o include the numeric value of allocators in cost allocation methods; and®

. amend the negotiated distribution service principle for determining a negotiated
price such that negotiated prices must be based on the cost of providing the
service, determined in accordance with the cost allocation method.®

1.4 Commencement of Rule making process

On 14 February 2013, the Commission published a notice under section 95 of the
National Electricity Law (NEL) advising of its intention to commence the Rule making
process and the first round of consultation in respect of the Rule Change Request. A
consultation paper prepared by AEMC staff identifying specific issues or questions for
consultation was also published with the Rule Change Request. Submissions closed on
14 March 2013.

The Commission received 12 submissions on the Rule Change Request as part of the
first round of consultation. They are available on the AEMC's website.” A summary of
the issues raised in submissions and the Commission’s response to each issue is
contained in Appendix B.

15 Consultation on draft Rule determination

In accordance with the notice published under section 99 of the NEL, the Commission
invites submissions on this draft Rule determination by 4 July 2013.

In accordance with section 101(1a) of the NEL, any person or body may request that
the Commission hold a hearing in relation to the draft Rule determination. Any request
for a hearing must be made in writing and must be received by the Commission no
later than 11 July 2013.

Trans Tasman Energy Group, Proposed Rule Change, 7 December 2012, p. 4.
Trans Tasman Energy Group, Proposed Rule Change, 7 December 2012, p. 7.
Trans Tasman Energy Group, Proposed Rule Change, 7 December 2012, p. 7.
Trans Tasman Energy Group, Proposed Rule Change, 7 December 2012, p. 7.
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Submissions and requests for a hearing should quote project number “ERC0150” and
may be lodged online at www.aemc.gov.au or by mail to:

Australian Energy Market Commission
PO Box A2449
SYDNEY SOUTH NSW 1235

Trans Tasman Energy Group's Rule change request 3



2 Draft Rule Determination

2.1 Commission’s draft determination

In accordance with section 99 of the NEL the Commission has made this draft Rule
determination in relation to the Rule proposed by Trans Tasman Energy Group.

The Commission has determined it should not make the Proposed Rule.

The Commission's reasons for making this draft Rule determination are set out in
section 2.4.

2.2 Commission’s considerations

In assessing the Rule change request the Commission considered:
o the Commission’s powers under the NEL to make the Rule;

. the Rule Change Request;

. the fact that there is no relevant Ministerial Council on Energy (MCE) Statement
of Policy Principles;8

o submissions received during first round consultation; and

. the Commission’s analysis as to the ways in which the Proposed Rule will or is

likely to, contribute to the NEO.

2.3 Commission’s power to make the Rule

The Commission is satisfied that the Proposed Rule falls within the subject matter
about which the Commission may make Rules. The Proposed Rule falls within section
34 of the NEL as it relates to the operation of the National Electricity Market (NEM)
(section 34(1)(a)(i)) and the activities of persons (including Registered participants)
participating in the NEM or involved in the operation of the national electricity system
(section 34(1)(a)(iii)).

Further, the Proposed Rule falls within the matters set out in Item 26D of Schedule 1 to
the NEL as it relates to the economic framework, mechanisms or methodologies to be
applied or determined by the AER for the purposes of items 25 and 26. This includes
(without limitation) the economic framework, mechanisms or methodologies to be
applied or determined by the AER for the derivation of the revenue (whether
maximum allowable revenue or otherwise) or prices to be applied by the AER in
making a distribution determination.

Under section 33 of the NEL the AEMC must have regard to any relevant MCE statement of policy
principles in making a Rule.
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2.4 Rule making test

Under section 88(1) of 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 NEO. This is the
decision making framework that the Commission must apply.

The NEO is set out in section 7 of the NEL as follows:

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

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

(b)  the reliability, safety and security of the national electricity system.”

The key aim of this rule change request is to enable stakeholders the opportunity to
comment on changes to cost allocation methods and to improve the information
available to participants in negotiating services. Such changes would contribute
towards the achievement of the NEO if they can improve the ability of the parties to
negotiate efficient prices without unduly increasing compliance costs.

The Commission is not satisfied that the Proposed Rule will, or is likely to, contribute
to the achievement of the NEO because:

. there is insufficient evidence of a problem with the existing provisions impacting
the ability of parties to negotiate efficient prices; and

. adopting the proposed rule will introduce extra costs and disproportionate
regulatory burden.

The Commission considers that the current approach to stakeholder engagement for
the cost allocation method is appropriate. Stakeholder engagement is required on the
cost allocation guideline where the most influence and impact can be drawn (see
section 5.3.1). The current approach appropriately balances stakeholder engagement,
regulatory oversight and DNSPs being responsible for determining how to allocate its
costs in the manner consistent with the guidelines having regard to its circumstances.
Benefits of additional consultation appear to be unlikely or at most minimal but the
costs to undertake additional consultation would be material, and so will not lead to
more efficient prices.

It is appropriate and consistent with the purpose of the cost allocation method not to
require specific cost information in it. The exclusion of certain numeric values of
allocators (or other such cost-related information) from the cost allocation method does
not impede effective negotiation. This is because the negotiation framework in the
rules provides negotiating parties with that, and more, relevant information (see
section 6.3.1) and is enforceable through the dispute process. Furthermore, the
publication of the numeric value of allocators will not lead to more efficient prices
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because it is unlikely or at most minimally beneficial to inform the costs of service. The
costs to DNSPs to prepare and publish revised cost allocation methods more
frequently, and the AER of approving revised cost allocation methods, are therefore
likely to outweigh such potential benefits.

The Commission considers that the negotiated distribution service principles? are
appropriate. It gives the AER appropriate flexibility in determining the criteria with
opportunity for stakeholder engagement (see section 7.3.1). Negotiated services are to
have more flexibility and less prescription in terms of the regulatory oversight due to
the nature of the services facing more competitive constraints. Moving toward defining
how costs are to be calculated requires more involvement of the AER and
fundamentally changes the nature of the approach. Overall, amending the principles is
unlikely to impose costs, however, a case has not been made that the change will
contribute toward more efficient prices.

2.5 Other requirements under the NEL - Revenue and pricing
principles

In applying the rule making test in section 88 of the NEL, the Commission has taken
into account the revenue and pricing principles as required under section 88B of the
NEL as the draft rule relates to matters specified in item 26D of Schedule 1 to the NEL.

The revenue and pricing principles are set out in section 7A of the NEL. They set out a
number of principles that concern matters such as the recovery of efficient costs,
incentives to promote efficiencies and that prices should reflect returns commensurate
with the risks involved in providing services.

Having considered the issues raised by the Rule Proponent, the Commission has
concluded that the changes proposed by the Rule Proponent do meet the NEO,
including taking into account the revenue and pricing principles. This is because there
is insufficient evidence of a problem with the existing provisions impacting the ability
of parties to negotiate efficient prices and adopting the proposed rule will introduce
extra costs and disproportionate regulatory burden.

9 NER, clause 6.7.1.
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3 Commission’s assessment approach

This chapter describes the analytical framework that the Commission has applied to
assess the Rule Change Request in accordance with the requirements set out in the
NEL (and explained in Chapter 2).

In assessing the rule change request against the NEO the first step is to consider the
counterfactual arrangements against which the rule change is being compared. In the
present case the counterfactual arrangements are the current provisions under the rules
which are summarised in Appendix A.

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

. transparency - whether the proposed rule is likely to improve the information
consumers receive about the costs of providing negotiated services;

. stakeholder engagement - whether the proposed rule would have an impact on
the opportunity for stakeholders to engage and to engage constructively in the
regulatory process; and

. regulatory process - whether the proposed rules would create additional
regulatory burden for the AER, regulated parties or any other relevant
stakeholder.

The key aspect of this rule change is to enable stakeholders the opportunity to
comment on changes to cost allocation methods and to improve the information
available to participants in negotiating services. Such changes will contribute towards
the achievement of the NEO if they can improve the efficiency of prices.10The
Commission considers that the above factors are relevant to determining whether the
proposed rule will lead to more efficient prices for network services. This is because
improving information transparency, and influence in what information is available
through consultation, would enable parties negotiating with DNSPs to be in a strong
position. This is consistent with Energex’s submission which stated that a relevant
consideration is whether the changes will lead to improved information for decision
making.11

Prior to assessing the rule change requests against these factors, the next chapter sets
out the current approach to cost allocation and negotiated services.

10 The factors have been modified from those presented in the consultation paper. The consultation

paper presented four factors separated by the proposed changes to the negotiated services
framework and proposed changes to the cost allocation method - the above three for the cost
allocation method and the efficiency of prices for negotiated services. Following further analysis of
the rule change, we consider the changes should be evaluated together subject to the same criteria,
with the above three all relevant considerations for the efficiency of prices.

11 Energex, Consultation Paper submission, 14 March 2013, p. 3.
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4 Approach to cost allocation and negotiated services

This chapter discusses fundamental elements of the cost allocation method and how
prices for negotiated services are determined. A more detailed overview of the
regulatory framework of negotiated services and the cost allocation method is included
in Appendix A. The subsequent three chapters address each of the three components in
the rule change request in detail. The conclusions in this chapter underpin the
Commission's approach to the subsequent chapters.

4.1 Negotiated services

It is important to recognise the different characteristics of negotiated services and
direct control services.

The AER classifies a service according to the form of regulation factors. Direct control
services are used where the service provider has market power, there are fewer
substitutes of the product or insufficient information exists to enable the consumer to
effectively negotiate with the network. By contrast, services that are classified as
negotiated should display these characteristics less strongly. For example, the service
provider might have less market power where services are classified as negotiated.

In the absence of regulation there should be less likelihood of prices rising above
efficient levels in the case of services that are classified as negotiated compared to
direct control services. To put it another way, regulation is not needed to the same
extent to ensure prices remain at efficient levels. As a result, lighter-handed regulation
is applied for negotiated services than for direct control services.

The rule change request seeks to impose greater regulatory control over services that
have been classified as negotiated. For example, it seeks to have numeric allocators for
services included in the cost allocation method to provide negotiating parties with
greater understanding of the underlying costs.

In fact, the nature of the negotiated service should mean that those negotiating with
service providers have adequate negotiating power already. If this is not the case then
it is likely that the problem is with the classification of the service, rather than the rules
regarding negotiated services. That is, the service would be more appropriately
classified as direct control. Stakeholders also have the opportunity to comment on the
proposed services classification which the AER consults on as part of the regulatory
determination process.

A lighter-handed approach to regulation should be retained for negotiated services.

4.2 Cost allocation method

The rules contain a particular framework for cost allocation. Certain principles are set
out in the rules. The AER develops and consults on cost allocation guidelines, which
must be consistent with the principles. Network Service Providers (NSPs) then
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produce their own cost allocation methods, specific to their business, which the AER
must check are compliant with its guidelines. The AER then applies the cost allocation
method when allocating costs for that NSP.

This framework treats the cost allocation method as a DNSP document, with
stakeholder consultation at the level of the guidelines. The framework balances the
requirements of NSPs and consumers.

The rule change request would change the fundamental character and purpose of the
cost allocation method and alter the balance between NSPs and consumers in the
framework. Currently, the cost allocation method is a stable document containing
principles to be read in conjunction with other compliance documents and revenue
determinations. It would shift to a frequently updated document which informs
potential customers of the costs of negotiated services under the Proposed Rule. Such a
change would affect the resources of all DNSPs and the AER but the parties who will
potentially derive the most value can access it through other means.

Approach to cost allocation and negotiated services 9



5 Consultation on changes to cost allocation method

In this chapter the Commission considers the proposal set out in the rule change
request for introducing consultation on the cost allocation method. The rule change
request would require the AER to conduct a public consultation process each time a
cost allocation method was submitted for approval.

5.1 Rule Proponent's view

Currently, a DNSP's cost allocation method and any subsequent amendments to the
method, are subject to the AER's approval. Under the rules, the AER is not required to
conduct any public consultation in determining its approval. However, the AER is
required to approve a DNSP's cost allocation method if it is compliant with the
requirements set out in the guidelines. The guidelines were developed in 2008 with
public consultation in accordance with the distribution consultation procedures. Any
amendments to the guidelines are also part of the distribution consultation
procedures.12

The Rule Proponent states that the cost allocation method is an input into negotiated
services, and so it should be open to review so customers can assess the
appropriateness of it. The Rule Proponent also states that the rules require consultation
in particular circumstances where the AER is developing or amending any guidelines,
models or schemes, or reviewing any values or methods. Yet the cost allocation
method has not been identified as requiring such a consultation.13

5.2 Stakeholder views

Generally, stakeholders do not support the proposed rule change.

The AER is not supportive of the proposed rule change as it states that the guideline
stage is more appropriate and effective for consumer engagement (and already subject
to consultation). The guidelines detail the process for cost allocation method
preparation and provisions for which the AER must assess compliance. The AER
approval is mechanistic to check compliance with guidelines. Further, it submits that
the benefits of consultation at that stage are unclear.14

Generally, DNSPs do not consider that additional consultation is warranted, and that
the costs will outweigh any benefit.1> Jemena submits that it does not object to the

12 For more detail on the current role and processes in relation to the cost allocation method see

Appendix A.2.

13 Trans Tasman Energy Group, Rule change request, 7 December 2013, p. 2.

14 AER, Consultation Paper submission, 21 March 2013, p. 3.

15 Energex, Consultation Paper submission, 14 March 2013, p. 5; SP AusNet, Consultation Paper

submission, 14 March 2013, p. 2; CitiPower & Powercor, Consultation Paper submission, 14 March
2013, pp. 2-3; Ergon Energy, Consultation Paper submission, 14 March 2013, p. 1, SA Power
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addition of consultation, as long as it does not delay the AER approval process, but
does not view the additional consultation as necessary.1® DNSPs submit that
additional consultation will add time and resources.1”

SP AusNet and Networks NSW submit that stakeholder consultation on the guidelines
are the most appropriate stage for consultation as it sets out the principles to be
applied to all.18 SP AusNet also states that the AER approach to determining cost
allocation specific to a regulatory determination is discussed in the framework and
approach process, and this is the appropriate point for further consultation and
opportunity for stakeholder input.1 DNSPs submit that the distribution consultation
procedures are for AER documents, whereas the cost allocation method is a DNSP
document.20

The Government of South Australia and Local Government Association of South
Australia support the rule change, specifically that rule changes should enable
increased stakeholder engagement.2l The Western Sydney Regional Organisation of
Councils support the rule change request as it states the request provides greater
transparency and consultation through the regulatory process.?2

5.3 Analysis

The following subsections provide the Commission's response to the issues raised in
the rule change request and analysis in respect of each of the key assessment factors set
out in chapter 3.

5.3.1 Response to the issues raised by the Rule Proponent

The Rule Proponent has stated that the cost allocation method should be open to
review by customers since it is an input in the negotiation process. Its argument is that
there is insufficient customer involvement in the cost allocation method and as a
"method" it should be subject to the distribution consultation procedures.

Networks, Consultation Paper submission, 15 March 2013, p. 5; Networks NSW, Consultation
Paper submission, 15 March 2013, p. 9.

16 Jemena, Consultation Paper submission, 14 March 2013, p.6.

17 See for example, CitiPower & Powercor, Consultation Paper submission, pp. 2-3; Energex,

Consultation Paper submission, 14 March 2013, pp. 5-6.

18 SP AusNet, Consultation Paper submission, 14 March 2013, p. 2; Networks NSW, Consultation
Paper submission, 15 March 2013, p. 9.

19 SP AusNet, Consultation Paper submission, 14 March 2013, p. 2.

20 SP AusNet, Consultation Paper submission, 14 March 2013, p. 2; Energex, Consultation Paper
submission, 14 March 2013, pp. 3-6.

Government of South Australia, Consultation Paper submission, 14 March 2013, p. 1; Local
Government Association of South Australia, Consultation Paper submission, 4 April 2013, p. 1.

21

22 Western Sydney Regional Organisation of Councils, Consultation Paper submission, 26 March

2013, p. 1.
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Current consultation process

Whilst the existing process for approving cost allocation methods does not impose
formal consultation requirements on the AER when approving cost allocation methods,
there is consultation on the guidelines.

Consultation on the guidelines only is therefore appropriate because the guidelines is
the document which drives the approval of cost allocation methods. The AER must
approve a cost allocation method if it meets the requirements of the rules and the
guidelines. This is consistent with the AER's view that since the guidelines set out the
principles for which cost allocation methods must apply, it is appropriate they be
subject to consultation requirements. 23

The Commission views the existing approach to stakeholder engagement as
appropriate. Stakeholder engagement is required at the guideline stage where the most
influence and impact can be drawn.

Role of the cost allocation method

The cost allocation method is a document prepared by individual DNSPs specific to
their business. The Rule Proponent has stated that as a "method", cost allocation
methods should be part of the distribution consultation procedures.?4 However, as
noted by DNSPs?2?, the distribution consultation procedures are for AER documents
and the cost allocation method is a DNSP document.

Cost allocation methods are high level documents which set out accounting policy to
split shared costs between different classes of services. Each DNSP will have different
service classifications, which will affect how costs can be split. Not all DNSPs are
structured in the same manner nor are accounting systems consistent between different
DNSPs. This means that cost allocation methods are specific to each DNSP and require
a fundamental understanding of the business to develop and maintain.

The purpose of the cost allocation method under the rules is for the DNSP to inform
the AER of how it will allocate costs between the classes of services it provides. It is
also publicly available to notify customers of how costs are allocated between services.
However, cost allocation methods are not designed to inform customers about
underlying costs for specific services. Rather, the cost allocation method provides a
basis for the AER to conduct an audit. This is because not all of the services a DNSP
provides are regulated. It is the AER's role to check the compliance of the document
against the guidelines, and whether appropriate costs are recovered from regulated
services.

23 AER, Consultation Paper submission, 21 March 2013, p. 3.

24 Trans Tasman Energy Group, Rule change request, 7 December 2013, p. 2.

25 See for example, SP AusNet, Consultation Paper submission, 14 March 2013, p. 2; Energex,
Consultation Paper submission, 14 March 2013, pp. 3-6.
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The Commission considers that it is appropriate for the cost allocation method to
remain a DNSP document in order to be consistent with its business's circumstances
and systems. As a result it is more appropriate for consultation to occur at the level of
the guidelines rather than the cost allocation method. The Commission notes that a
number of stakeholders submitted support for the rule change request without
providing evidence of a problem with the existing framework. We encourage
stakeholders to provide further evidence of a problem and how the proposed
amendment will address the problem.

5.3.2 Assessment considerations

Transparency

The rule change request states that public consultation will increase the ability for the
AER to consider a wider range of views. The proposed rule may increase transparency
since the AER’s decision as to whether to approve a DNSP’s cost allocation method
would be publicly documented, which is not currently required. Specifically, the AER’s
reasons for the approval and any analysis or response to submissions made would be
required to be published.

Stakeholder engagement

The addition of a public consultation process will increase the potential for stakeholder
engagement. However, the likely benefits would not outweigh the costs of conducting
a public consultation process.

Stakeholder engagement in a formal consultation process on cost allocation methods is
likely to be minimal because the cost allocation method is generally designed to inform
the AER of how costs will be split. Therefore, the cost allocation method does not
contain the information relevant for potential or existing customers to ascertain service
costs. Since the cost allocation method does not contain information directly relevant to
consumers, formal consultation is unlikely to elicit significant response.

Moreover, since cost allocation methods contain accounting policy for business specific
circumstances, consumers are unlikely to be able to meaningfully contribute. That is,
there may be a number of ways to allocate costs, some of which may benefit certain
users. From a whole of business perspective, the AER is best placed to objectively
ascertain whether the overall approach is compliant with the guidelines.

Regulatory process

The costs to the AER of conducting a formal consultation process when there is a
change to a cost allocation method would be material.

The distribution consultation procedures set out the requirements for the AER in
conducting a public consultation where required under the rules "in making,
developing or amending any guidelines, models or schemes, or in reviewing any
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values or methods".26 It is a formal set of requirements for the AER in conducting a
public consultation. Specifically, it sets out:

. publishing requirements, including explanatory statements (clause 6.16(b)(2));

. consultation periods, including the minimum number of business days for
stakeholders to prepare written submissions (clause 6.16(c));

J limitations on time, including when the AER is required to publish its final
decision (clause 6.16(e));

. requirements to consider all submissions received, including summarising and
responding to each issue (clause 6.16(f)); and

. circumstances where the AER can extend the time required to publish its final
decision (clause 6.16(g)).

The formal consultation requirements are significant compared to the informal process
between the AER and DNSPs currently in place.?” This is because in the formal
process decisions must be publicly documented which requires resources in terms of
preparing appropriate materials to be published, setting out reasons for decision
making and responding to any submissions received.?8 In addition, a formal
consultation process has participation costs for DNSPs which may or may not exceed
the costs of engaging with the AER for approval, for example, the preparation of public
submissions.

5.4 Draft conclusion

The aim of the Rule Proponent's request is to improve the regulatory framework to
enable more efficient negotiated service prices. The Commission does not agree that
there is a problem with the existing approach to stakeholder engagement with the cost
allocation method. The current approach which requires consultation at the guidelines
stage appropriately balances stakeholder engage, regulatory oversight and the DNSP
having ownership of its cost allocation method.

Overall, the Commission does not consider that additional consultation will lead to
more efficient prices. This is because the benefits appear to be minimal but the costs to
undertake additional consultation would be material. Additional consultation will also
add to regulatory burden on service providers.

26 NER, clause 6.16(b)

27 Submissions

28 NER, clause 6.15.4(c).
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6 Publication of numeric allocators

In this chapter the Commission considers the proposals set out in the rule change
request for the publication of numeric allocators as part of the cost allocation method.
The rule change request would require the AER to amend the cost allocation method
guidelines to require DNSPs' cost allocation methods to include all numeric values of
allocators.

6.1 Rule Proponent's view

The Rule Proponent states that the cost allocation method does not contain sufficient
information to enable effective negotiation and understand the reasonable costs of
providing the service. It states that by requiring DNSPs to include the numeric value of
allocators in the cost allocation method, it will lead to more efficient prices.29 A
numeric value of an allocator is, for example, if the Chief Executive's salary is to be
split between two services based on revenue, the numeric value of the allocator would
be the proportion of revenue generated by each service.

6.2 Stakeholder views

Generally, the majority of stakeholders do not support the proposed rule change.30
However, the Local Government Association of South Australia, Government of South
Australia and Western Sydney Regional Organisation of Councils support the rule
change request.31

The AER submits that cost allocation method is intended to be principles based. The
nature of principles-based means that the cost allocation method can be stable and

consistent over time to enable comparisons and minimise regulatory burden.32

The AER also states that the existing negotiated service framework provides a more
direct way of accessing relevant information.33 DNSPs also stated that it is more
efficient to provide information at a negotiation, rather than include the numeric
allocators in the cost allocation method.34

29 Trans Tasman Energy Group, Rule change request, 7 December 2013, p. 4.

30 Jemena states that it is not opposed to including numeric allocators in the cost allocation method at
the time it is approved but noted that by their nature they will change (Jemena, Consultation Paper
submission, 14 March 2013, p. 2).

31

Local Government Association of South Australia, Consultation Paper submission, 4 April 2013, p.
1; Government of South Australia, Consultation Paper submission, 14 March 2013, p. 1; Western
Sydney Regional Organisation of Councils, Consultation Paper submission, 27 March 2013, p. 1.

32 AER, Consultation Paper submission, 21 March 2013, p. 3.
33 AER, Consultation Paper submission, 21 March 2013, pp. 2-3.

34 Networks NSW, Consultation Paper submission, 15 March 2013, p. 2; SA Power Networks,
Consultation Paper submission, 15 March 2013, p. 1
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DNSPs submit that the allocators are unlikely to provide sufficient or relevant
information to assess whether offers are NER compliant.3> DNSPs also state concern
that it may raise commercially sensitive figures (eg value of unregulated services).3¢

DNSPs also submit that other processes address compliance concerns. For example, the
Regulatory Information Notice process includes an audit to ensure compliance with
the cost allocation method.3” DNSPs also state that while some of the allocators are
stable and the AER does require these to be in the cost allocation method, most change
frequently.38

6.3 Analysis

The following subsections provide the Commission's response to the issues raised in
the rule change request and analysis in respect of each of the key assessment factors set
out in chapter 3.

6.3.1 Response to the issues raised by the Rule Proponent

The Rule Proponent has stated that the cost allocation method does not contain
sufficient information to enable effective negotiation and understand the reasonable
costs of service. Its argument is that because negotiated service pricing is to be based
on the costs derived in accordance with the cost allocation method, the cost allocation
method should contain all numeric values of allocators.

Negotiated services prices

Negotiated services are a lighter-handed form of regulation because they are assessed
by the AER as having being provided with a greater level of competitive discipline,
compared with monopoly services. In this case, the presumption is that the negotiating
party will have sufficient countervailing power in terms of the substitutes available to
it or will have sufficient information on the costs of providing the service such that the
provider will be constrained from exercising monopoly power.

35 See for example, Jemena, Consultation Paper submission, 14 March 2013, p. 6; SP AusNet,
Consultation Paper submission, 14 March 2013, p. 3; SA Power Networks, Consultation Paper
submission, 15 March 2013, p. 6.

36 See for example, Energex, Consultation Paper submission, 14 March 2013, p. 6; SA Power
Networks, Consultation Paper submission , 15 March 2013, p. 6.

37 Jemena, Consultation Paper submission, 14 March 2013, pp. 1-2.

38

See for example, Jemena, Consultation Paper submission, 14 March 2013, p. 2; SA Power Networks,
Consultation Paper submission, 15 March 2013, p. 6; Energex, Consultation Paper submission, 14
March 2013, p. 6; Networks NSW, Consultation paper submission, 15 March 2013, p. 9.
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The AER states that:

“Negotiated service prices are set by negotiation between the parties
according to a framework set out in the Rules. The AER is available to
arbitrate if negotiations stall. This classification relies on both parties
possessing sufficient market power for effective negotiations.39”

Therefore it should not be necessary for the negotiating party to know with precision
what the underlying costs are as its market understanding should assist it to know
what the reasonable costs are. Determining the reasonable costs for the price of a
service will be the subject of negotiation.

The framework in the rules sets out some principles on how prices should be
established, but it is a principle only and essentially up to the parties to interpret and
agree. This is discussed further in the next chapter. The concept of basing a price on
cost is imprecise and does not have a universally accepted interpretation. Indeed, in
the economic literature, "cost" can be defined a number of different ways. This fits with
the approach of negotiated services being subject to lighter handed regulation.

The Commission considers that the role of the cost allocation method in negotiated
services is to inform the AER of the DNSP's approach to cost allocation and to enable
the AER to assess its appropriateness. The cost allocation method is integral for the
AER in determining the level of costs to be recovered between the service
classifications.

It is the role of the AER to confirm compliance with the cost allocation method and so
information is not required for customers to be able to confirm compliance. A number
of processes are in place to address compliance concerns, such as the AER requires that
accounts are audited for consistency with the cost allocation method.

DNSPs are also required to submit audited Regulatory Information Notices which set
out revenues, costs and a number of other items for the AER to check.

As discussed in the previous chapter, the cost allocation method is not designed as a
tool to inform customers of the underlying costs of service. However, there are other
mechanisms in the rules to assist customers in obtaining relevant information.

Information to enable effective negotiation

As stated above, the cost allocation method contains information regarding how
shared costs are split between service categories. Direct cost information would be
required to understand the nature of specific service costs. That is, the cost allocation
method does not contain information in relation to the cost of providing specific
services. The Commission agrees that the cost allocation method does not contain
sufficient information to assess whether a DNSP's price offer is appropriate.

39 AER, Stage 1 F&A,
http:/ /www.aer.gov.au/sites/default/files/ AER %20-%20Stage %201 %20Framework %20and %20a
pproach%20-%20NSW %20distributors %20-%20March %202013.pdf
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However, other provisions in the rules provide service applicants with access to, and
indeed require DNSPs to provide, relevant information on the costs of the negotiated
service. For example, the negotiating framework must specify a requirement for the
DNSP to provide relevant commercial information to enable effective negotiation,
including costs (NER 6.7.5(c)(2)-(3)). A number of stakeholders agreed that these
provisions in the rules provide a better and more direct way to access relevant
information to enable effective negotiation.#0 Should a DNSP disagree with a
customer's request for such information, it can lodge a dispute with the AER.

The Commission views the lack of specific cost information in the cost allocation
method as appropriate and consistent with the role of the cost allocation method being
a principles-based document. The exclusion of certain numeric values of allocators (or
other such cost-related information) from the cost allocation method does not impede
effective negotiation. This is because other mechanisms exist in the rules to provide
negotiating parties with relevant information.

6.3.2 Assessment considerations

Transparency

The proposed rule will increase the transparency of the numeric values of allocators by
including it in the cost allocation method which is required to be published on DNSPs'
websites. However, the wide publication of numeric values of allocators is unlikely to
yield material benefits since the size of negotiated distribution services is small, and
customers can request this information as part of a negotiation.

Moreover, the numeric values of allocators are insufficient to gauge whether a service
offer is appropriate because the cost allocation method is between service classes (eg
direct control, negotiated and unregulated). Therefore the transparency of numeric
allocators will only identify the split of indirect costs and so further information would
be required.

Stakeholder engagement

It is not clear whether the proposed rule will impact stakeholder engagement. In
combination with the additional consultation it is likely that it may encourage parties
who may benefit from any changes to the cost allocation method to engage. However,
the benefits of this are potentially minimal. This is because of the role of the guidelines
to determine the content requirements of cost allocation methods, which are already
subject to consultation. Further, negotiating parties are already able to access such
information. It would therefore be expected that parties with sufficient information to
constructively engage will already have access to such information.

40 AER, Consultation Paper submission, 21 March 2013, p. 3; Networks NSW, Consultation Paper
submission, 15 March 2013, p. 2; SA Power Networks, Consultation Paper submission, 15 March
2013, p. 1.
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Regulatory process

The costs to DNSPs of including the numeric value of allocators is material. This is
because the numeric values are likely to change frequently, as noted in submissions.41
If the AER is required to approve the publishing of allocators, it increases the AER's
costs, especially if changes are subject to public consultation.42

We note that the principles in the rules state that numeric allocators be included in a
cost allocation method if they are used. The AER’s guidelines formulate this principle
as a requirement to include stable allocators, as they will remain valid throughout the
operation of the cost allocation method. We view this distinction between stable
allocators and those that change as appropriate as the cost allocation would not require
updating should it include stable allocators, however to include numeric values of
allocators that change, the cost allocation method will require updating at the same
rate.

The AER proposes an alternative approach in its submission.43 It suggests that a
separate schedule be a more workable approach to annual updating of cost allocation
methods. Such a schedule could potentially avoid approval, and any consultation,
requirements that pertain to the cost allocation method. Although this approach has
regard for the costs of the AER, it does not address those of the DNSP that would still
be required to prepare, publish and update such a document, as well the numeric
values will not provide benefits to customers. It may also add to confusion regarding
the role of the document.

6.4 Draft conclusion

Overall, the Commission does not consider that the publication of the numeric value of
allocators will lead to more efficient prices. This is because the parties that may benefit
from such information already have access to some information through the
negotiation framework. The publication of the numeric value of allocators is also
unlikely or at most minimally beneficial to inform customers of the costs of service. The
costs to DNSPs to prepare and publish, and the AER of approving revised cost
allocation methods, are therefore likely to outweigh such potential benefits.

41 See for example, SA Power Networks, Consultation Paper submission, 15 March 2013, p. 6;
CitiPower & Powercor, Consultation Paper submission, 14 March 2013, p. 4; Networks NSW,
Consultation Paper submission, 15 March 2013, p. 9.

42

We note that an alternative schedule could be published rather than included in the cost allocation
method.

43 AER, Consultation Paper submission, 21 March 2013, p. 2.
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7 Amendment of negotiated distribution service pricing
principles

In this chapter the Commission considers the proposals set out in the rule change
request for amending the negotiated distribution service pricing principles.
Specifically, the rule change request seeks to amend the word "should" to "must" in the
pricing principle which relates the price of a negotiated service and its relationship to
cost (ie that the price must be based on the cost of service).

7.1 Rule Proponent's view

The Rule Proponent states that by requiring prices to be based on the cost incurred
provides a “default” position on how prices must be established. The Rule Proponent
also states that by having such a default position included in the rules, it provides
clarity to the AER in solving any dispute.44

It also states that although it recognises that parties may in theory agree to any method
of establishing prices, the minimum requirement is appropriate because a significant
imbalance of market power exists between customers and the DNSPs.4

7.2 Stakeholder views

The Western Sydney Regional Organisation of Councils supports the proposed rule
change and view particular benefits from the change for negotiated distribution
services.46 The South Australian Government and Location Government Association
of South Australia also support the proposed change.#”

The AER submits that the rules currently require DNSPs to inform service applicants of
the reasonable costs of supplying negotiated services, and also to demonstrate how
prices reflect costs. It further submits that the proposed change does not seem to
establish a new requirement or restriction but reflects an existing requirement. To the
extent that the use of "should" is ambiguous, the proposed substitution of "must"
would reduce such uncertainty. The AER submits that while a marginal change, it
supports it.48

44 Trans Tasman Energy Group, Rule change request, 7 December 2013, p. 4.

45 Trans Tasman Energy Group, Rule change request, 7 December 2013, p. 4.

46 Western Sydney Regional Organisation of Councils, Consultation Paper submission, 27 March
2013, pp. 1-2.

47

Government of South Australia, Consultation Paper submission, 14 March 2013, p. 1; Local
Government Association of South Australia, Consultation Paper submission, 4 April 2013, p. 1.

48 AER, Consultation Paper submission, 21 March 2013, p. 4.
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DNSPs state the proposed change result in more intervention than currently required
and is inconsistent with the negotiated framework as a "light-handed" approach.4?

SA Power Networks stated that a high degree of price setting direction would require
cost allocation guidelines to be very prescriptive in all aspects of costs and that
imposing a pricing requirement will effectively limit the negotiation process.>?

7.3 Analysis

The following subsections provide the Commission's response to the issues raised in
the rule change request and analysis in respect of each of the key assessment factors set
out in chapter 3.

7.3.1 Response to theissues raised by the Rule Proponent

The Rule Proponent has stated that the negotiated distribution principles should be
amended to provide guidance in the event of an access dispute. Its argument is that
there is a significant imbalance of market power and so a default position is
appropriate.

The basis for the AER’s decision making in arbitration is the negotiated service criteria,
which must be consistent with the principles. The negotiated service criteria are
determined as part of the revenue determination and so are part of the broader
consultation process. It is therefore possible to influence the AER's decision making as
part of this process.

However, the Rule Proponent also states that a clearly defined "fall back" position is
required due to an imbalance in market power. The Commission considers that if
DNSPs have market power in service negotiations, this may be an indication that the
service classification is problematic. The intention of the negotiated service category is
that regulatory oversight is lighter handed. Moving toward defining how costs are to
be calculated requires more involvement of the AER and fundamentally changes the
nature of the approach.

The Commission views the role of the principles as appropriate as they inform the
AER's powers when determining the criteria. A strong enough case to justify
implementing a direct pricing requirement has not been made. Moreover, should there
be concern regarding the imbalance of market power, the appropriate framework to
address such concerns is in the service classification.

The proposed drafting of the rule may also raise further problems in terms of
interpreting the rules from a legal perspective. This is because all but one of the

49 See for example, Ergon Energy, Consultation Paper submission, 14 March 2013, p. 1; CitiPower &

Powercor, Consultation Paper submission, 14 March 2013, p. 4; Jemena, Consultation Paper
submission, 14 March 2013, p. 7; Networks NSW, Consultation Paper submission, 15 March 2013, p.
10.

50 SA Power Networks, Consultation Paper submission, 15 March 2013, pp. 6-7.
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principles use the word ‘should” which is constructed in a way to signal that there is a
degree of discretion (on the part of the AER) because the contents are not absolute
across each DNSP. That is, the principles contain parameters which will differ when
applied to each DNSP. As a "variable" which will differ among NSPs, it cannot be
defined absolutely and to do so becomes nonsensical. The one principle which uses
‘must’ is one that can be applied universally - that the same discounts be offered to all
customers. Adopting the word "must" would therefore have the effect of altering this
legal framework in the rules.

7.3.2 Assessment considerations

Transparency
The proposed rule is unlikely to have a material effect on the transparency of the

principles. It may have a slight effect on the transparency of prices since it may add
certainty that in a dispute they would be based on costs. However, the AER’s

submission suggests that there may be no difference in outcomes.>!

Stakeholder engagement

The proposed rule is unlikely to have an effect on stakeholder engagement.
Regulatory process

The proposed rule change does not materially affect the process, but does potentially

limit the AER's discretion in determining the negotiated service criteria. It may also
detract from the current clarity fo the Rules.

7.4 Draft conclusion

Overall, the Commission considers that changing the word "should" to "must" in the
rules is unlikely to lead to a material change in efficiency and thus will not contribute
to the NEO.

51 AER, Consultation Paper submission, 21 March 2013, p. 5.
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Abbreviations

AEMC

AER
Commission
DNSP

MCE

NEL

NEM

NEO

NER

NSPs

Rule Change Request

Rule Proponent

Australian Energy Market Commission
Australian Energy Regulator

See AEMC

Distribution Network Service Provider
Ministerial Council on Energy

National Electricity Law

National Electricity Market

National Electricity Objective

National Electricity Rules

Network Service Providers

Request to the Commission on 7 December 2012
from Trans Tasman Energy Group to make a rule
regarding the contents of and consultation on the
cost allocation method and its role in the

negotiation framework.

Trans Tasman Energy Group

Abbreviations
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A Regulatory framework for cost allocation method and
negotiated services

Al Negotiated services

Negotiated distribution services are a category of services for which the parties can
negotiate the terms and conditions for services, including price. This is in contrast to
direct control services for which the Australian Energy Regulator (AER) determines the
maximum price that a DNSP can charge for a particular service.>? Services that are not
classified by the AER are not regulated under the rules. Direct control services must be
further classified as either standard control or alternative control. This process is
illustrated in Figure A.1 below.

Figure A.1 Distribution service classification process

Oistribution semvices

Step 1 Oirect cortral Megctizted Unclas sified
services distribution services

services
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Standard contraol B terrative control Step 2
services services

In making its decision on service classification, the AER is to have regard to the form of
regulation factors,”3 which include:

. 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;

. the presence and extent of any substitute, and the elasticity of demand; and

. the extent to which there is information available to a prospective user, and
whether that information is adequate, to enable the user to negotiate on an
informed basis with a network service provider.

52 Note in practice the AER may approve a maximum price change for a basket of services or the total

revenue that a DNSP may recover from certain activities. For ease of reference, we refer to the
AER's role in standard and alternative control as price setting, given the level of regulatory
oversight.

53 NEL, clause 2F.
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Once the AER classifies a service, there is no scope under the rules for the AER to
change its classification of services or to classify new services within a regulatory
control period.>*

The number of negotiated services remains small. There are currently no negotiated
services in NSW>> and Queensland,® In Victoria®” and Tasmania®® some public
lighting services are classified as negotiated services. The most significant number of
negotiated services are in South Australia, for example, public lighting, new and
upgraded connections, non-standard metering services, large customer metering
services, embedded generation services.>

Direct control services are characteristically services where it is considered necessary to
regulate the revenue earned by DNSPs through the AER making a distribution
determination. Direct control services have price setting requirements for the AER
under the rules. Pricing for negotiated services is determined by the negotiating
parties; however, the process is bound by the requirements in the rules. This includes:

o the DNSP's negotiating framework; and
. the DNSP's negotiated distribution service criteria.

The negotiating framework forms part of a distribution determination. Therefore it is
approved by the AER. It sets out the requirements that a DNSP is to comply with in
respect of the preparation, replacement, application or operation of its negotiating
framework. There are minimum requirements for the framework set out in the rules,
including the kind of information the DNSP is required to provide to an applicant.

The negotiating framework forms part of a distribution determination. Therefore it is
approved by the AER. It sets out the requirements that a DNSP is to comply with in
respect of the preparation, replacement, application or operation of its negotiating
framework. There are minimum requirements for the framework set out in the rules,
including the kind of information the DNSP is required to provide to an applicant.

The negotiated distribution service criteria must give effect to and be consistent with
the negotiated distribution principles. These principles are set out at clause 6.7.1 of the
NER and generally relate to the relationship between the cost and price of a negotiated
service. For example, the price for a negotiated distribution service should be based on
the costs incurred in providing that service. We understand that to date, there have not

54 NER, clause 6.2.3.

55 AER, Final decision: New South Wales distribution determination 2009-10 to 2013-14, 28 April 2009, p.
28.

56 AER, Final decision: Queensland distribution determination 2010-11 to 2014-15, May 2010, Appendix A.

57 AER, Final decision: Victorian electricity distribution network service providers Distribution determination

2011-2015, 29 October 2010, Appendix B.

58 AER, Final Distribution Determination Aurora Energy Pty Ltd 2012-13 to 2016-17, April 2012,
Attachment 1. Note reference to draft determination for decision - Attachment 1, p. 50.

59 AER, Final decision: South Australia distribution determination 2010-1 to 2014-15, May 2010, pp.
280-285.
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been any disputes lodged under the rules in relation to negotiated distribution
services.

A2 Cost allocation method

The cost allocation method is a document published by a DNSP which sets out how it
will allocate costs between the different classes of services that it provides. Essentially
it is a set of instructions to convert the statutory accounts (corporate reporting) into the
regulatory accounts (for compliance with the economic regulatory framework). DNSPs
are required to publish cost allocation methods under the rules. Its principal aim is to
ensure that an appropriate amount of costs are allocated to the activities that drive the
relevant costs, and in particular between regulated and unregulated services. This is so
customers of the relevant category of services are paying prices that reflect the cost of
delivering those services. If a higher proportion of costs were allocated to one service
(for example, standard control) relative to the costs of providing it, customers of that
service would end up cross-subsidising other customers.

An important consideration for any cost allocation method is the distinction between
direct and indirect costs. Direct costs are those that are incurred as a result of carrying
out a specific activity and so can be easily attributed to it. For example, the labour and
vehicle costs to fix a fault in the distribution network are directly related to providing
standard control (or regulated) services. In contrast, indirect costs are those that relate
to a broader range of activities and cannot be easily attributed to one category of
service and so are usually referred to as "shared costs". For example, overhead costs,
such as the Chief Executive Officer's salary and the costs of the head office's premise,
relate to providing all the services that the distribution business provides, including
those that are unregulated.

Under the rules, the AER is required to develop cost allocation guidelines. DNSPs' cost
allocation methods are to be developed in accordance with the AER's guidelines. The
guidelines are required to give effect to the cost allocation principles in the rules. There
are seven cost allocation principles, which are:

“1.  the detailed principles and polices used by a Distribution Network
Service Provider to allocate costs between different categories of
distribution services must be described in sufficient detail to enable
the AER to replicate reported outcomes through the application of
those principles and policies;

2. the allocation of costs must be determined according to the substance
of a transaction or event rather than its legal form;

3. only the following costs may be allocated to a particular category of
distribution services:

(@) costs which are directly attributable to the provision of those services;
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(b)  costs which are not directly attributable to the provision of those
services but which are incurred in providing those services, in which
case such costs must be allocated to the provision of those services
using an appropriate allocator which should:

(i)  except to the extent the cost is immaterial or a causal
based method of allocation cannot be established without
undue cost and effort, be causation based; and

(if)  to the extent the cost is immaterial or a causal based
method of allocation cannot be established without undue
cost and effort, be an allocator that accords with a well
accepted cost allocation method;

4. any cost allocation method which is used, the reasons for using that
method and the numeric quantity (if any) of the chosen allocator
must be clearly described;

5. the same costs must not be allocated more than once;

6.  the principles, policies and approach used to allocate costs must be
consistent with the Distribution Ring-Fencing Guidelines;

7.  costs which have been allocated to a particular service cannot be
reallocated to another service during the course of a regulatory control
period.60”

The regulatory determination process is highly dependent on the cost allocation

method. This is because the revenues for direct control services are related to the costs

that are attributed to providing those services. For this reason, it is important for the

cost allocation method to remain as stable as possible. Substantial changes in

approaches even between periods will affect the comparability of costs between past

and future periods.

The AER has approved three amendments to cost allocation methods since the

introduction of Chapter 6 of the NER.61 DNSPs are also required to amend their cost

allocation methods if required by the AER to take into account any change to the AER's

cost allocation guidelines.®2 The AER published its cost allocation guidelines in June

2008.93 It was also required to publish a separate set of guidelines to apply to the

Victorian DNSPs.%* This set of guidelines was to be consistent with the Essential

60
61
62
63
64

NER, clause 6.15.2
See the AER website, Determinations & Access Arrangements, Cost allocation method.
NER, clause 6.15.4(g).

AER, Electricity distribution network service providers, Cost allocation guidelines, June 2008.

These are included as Appendix A to the guidelines noted above.

Regulatory framework for cost allocation method and negotiated services

27



Services Commission's approach to enable consistency between future regulatory
periods and historic periods.®®

65  NER, clause 11.17.4.
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Summary of issues raised in submissions

Stakeholder

Issue

AEMC Response

Assessment framework

Energex (p. 3)

Framework could be strengthened with the addition of the criterion "improved
information for decision making".

Noted. The Commission has revised the
assessment framework. See chapter 3.

Jemena (p. 4) Rather than simply whether rule change will lead to more efficient prices for As above.
negotiated services, should also consider whether the proposed change would lead
to more efficient provision of network services.

CitiPower & Powercor (p. 2); | The assessment framework is appropriate. As above.

SA Power Networks (p. 4)

Consultation on changes to

the cost allocation method

Networks NSW (p. 9);
Energex (p. 4); SP AusNet
(p.2); AER (p. 3)

Stakeholders already able to provide input into cost allocation method at guideline
stage. This is optimal as guidelines determine how each DNSP is required to
develop its cost allocation method.

Agree. See section 5.3.1.

Energex (pp. 5-6)

Distribution consultation procedures refer to AER documents rather than DNSP
documents. Consultation would increase time, would need to extend deadline to
approve amendment.

Agree. The Commission has considered
the additional regulatory burden. See
section 5.3.2.

CitiPower & Powercor (pp.
2-3)

Current process provides sufficient flexibility for constructive dialogue between the
AER and DNSP. Introduction of a formal consultation will impose costs and it is
questionable whether the benefits outweigh the costs. Stakeholders will not have
the same access to the DNSP as the AER and unlikely to understand the subtleties
of the cost accounting system and service provider model. A formal process will
constrain the AER's flexibility to reach an optimal outcome.

As above.
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Ergon Energy (pp. 2-3)

Regulatory Information Notice issued by the AER includes an audit to ensure
compliance with the cost allocation method. To date, the AER has approved cost
allocation methods well within the time frame. Applying the formal consultation
procedures would increase the time to gain approval.

Agree. The Commission has considered
the existing governance frame work and
additional regulatory burden in assessing
the rule change request. See section
5.3.2.

AER (p. 3)

The AER approval of the cost allocation method is relatively mechanistic. The
potential benefits to customers from consultation on the cost allocation method
approval are not clear.

As above.

Jemena (p. 6)

Does not believe that additional consultation is required but does not oppose it as
long as it does not slow down or delay the cost allocation method approval
process.

The Commission has considered the
comment that additional consultation is
not required and the additional regulatory
burden of imposing a requirement. See
section 5.3.2.

SA Power Networks (p. 5)

Costs of additional consultation will be significant and far outweigh any benefits.

Agree. See section 5.4.

Western Sydney
Organisation of Regional
Councils (p. 1)

Welcomes the proposed rule change as it provides greater transparency and
consultation through the negotiation process.

Noted. The Commission recognises that
transparency and consultation are
integral to the regulatory process,
however the costs of regulatory burden
need to be weighed against the potential
benefits gained from additional
consultation. The Commission considers
that the current arrangement
appropriately balances opportunity for
effective stakeholder engagement and
regulatory costs. See section 5.3.1.

Inclusion of numeric values

of allocators

AER (p. 3); Ergon Energy

Cost allocation method is high level principles and does not contain information

Agree. The Commission recognises that
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(p- 2); Jemena (p. 6); SA
Power Networks (pp 4-6);
CitiPower & Powercor (p. 3)

necessary to understand specific cost information.

the role of the current cost allocation
method is high level and other provisions
provide more appropriate information for
access seekers. See section 6.3.1.

AER (p. 2); SA Power
Networks (p. 1); Networks
NSW (p. 2)

Existing negotiated service provisions provide a more direct way of accessing
relevant information.

Agree. Comment as above.

AER (p. 3)

Separate schedule more workable to amending cost allocation method but would
still add to burden and costs.

Noted. The Commission has considered
this alternative and concludes that whilst
the costs are less than the rule change
proposal there are still costs without
identifiable benefits. See section 6.3.2.

CitiPower & Powercor (p. 4)

Do not see benefit in updating the cost allocation method annually but if deemed
necessary should not trigger a formal consultation process.

Noted. The Commission has considered
the regulatory burden of updating. See
section 6.3.2.

SP AusNet (p. 3)

Concern is not well-founded. An independent auditor is specifically required to
assess whether information for the Regulatory Information Notice is prepared in
accordance with the cost allocation method. Unclear how the quantification of
allocated values would allow a negotiated service customer to establish whether an
offer was compliant with the NER. Unclear on how an individual negotiated
services customer would use this information to meaningfully assess the price
offered by a NSP.

Agreed. The Commission considers that
the current governance framework is
appropriate. See section 6.3.1.

Energex (p. 6); SA Power
Networks (p. 6)

Publishing values may jeopardise the commercial viability of non-regulated
services.

Noted. The Commission does not
consider that the potential benefits of
publishing numeric allocators outweigh
the regulatory costs of doing so. See
section 6.4.

SA Power Networks (pp.

Comparability is being addressed separately by AER in expenditure forecast

Noted. The Commission considers that
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4-6)

assessment guidelines. It endorses ENA view that interfering with the cost
allocation method is not a proportional regulatory response to perceived problems
in comparability. There is disparity in classification of like services, and changes for
negotiation will affect all DNSPs and some don't have any negotiated services.
Major concern of proponent appears to be verifying compliance whereas the
Regulatory Information Notice template is devoted to this and independent auditors
verify. Does not believe value of allocators will provide any assistance in verifying
compliance with the approved cost allocation method.

the current governance framework is
appropriate. See section 6.3.1.

Jemena (p. 6); SA Power
Networks (p. 6); Energex

9); CitiPower & Powercor

2-3); AER (p. 3)

(pp. 5-6); Networks NSW (p.

(pp. 3-4); Ergon Energy (pp.

Inclusion of numeric values of allocators will require more frequent updating which
will add regulatory burden.

Agree. The Commission has explicitly
considered the additional regulatory costs
in assessing the rule change request.
See section 6.3.2.

WSROC (pp. 1-2)

The allocated value for an activity may vary between distributors but activities are
similar. Propose a standardised list of activities be included in a pro forma cost
allocation method, issued via the AER and applied to all distributors. Without
clearly identified activities and costs establishing the distributor's compliance with
6.7.1 it becomes problematic for the customers, as well as compliance with
6.7.5(c)(3) to demonstrate cost reflectivity.

The AER is currently considering the
comparability of distributors' costs in its
Expenditure Forecast Assessment
Guideline (see
http://www.aer.gov.au/Better-regulation-r
eform-program). We note that although
activities by distributors may be
considered similar, accounting systems
vary in how costs are defined. This
affects the costs of activities. The
proposal to standardise activities is
outside the scope of this rule change and
would have significant implementation
costs. The Commission considers that
the current governance arrangements
provide confidence that compliance is
maintained. Furthermore, there are
appropriate provisions in the rules for

32 Changes to Cost Allocation Method




Stakeholder

Issue

AEMC Response

customers to request relevant information
to a service negotiation. This is discussed
in section 6.3.1.

Negotiated service prices

AER (p. 4)

The rules currently require DNSPs to inform service applicants of the reasonable
costs of supplying negotiated services, also demonstrate how prices reflect costs.
The proposed change does not seem to establish a new requirement or restriction
but to reflect an existing requirement. To the extent that the use of "should" is
ambiguous, the proposed substitution of "must" would reduce such uncertainty.
While a marginal change, the AER supports.

Noted. The Commission considers that a
case has not been made to amend the
principles. See section 7.3.1.

Ergon Energy (p. 1);
CitiPower & Powercor (p. 4);
Jemena (p. 7); Networks
NSW (p. 10)

The proposed rule is inconsistent with the intent of the distinction between service
classifications.

Agree. See section 7.3.1.

SP AusNet (pp. 3-4) AER has determined for that principle for SP AusNet it default to a binding As above.
obligation - view any justifiable departure from a cost based pricing approach
should be at the discretion of the AER and there is no valid reason to not leave
open this discretion for the regulator.

SA Power Networks (p. 7) Imposing requirement for negotiated services based on cost effectively limits the As above.

negotiation process - no further amendment necessary. High degree of price
setting direction would require cost allocation guidelines to be very prescriptive in
all aspects of costs. Do not believe practical or desirable for negotiated prices and
likely to reduce AER's flexibility in the interpretation or application of framework.

WSROC (p. 2)

Support the proposed rule change to clause 6.7.1.

Noted. The Commission encourages the
stakeholder to provide further evidence of
a problem and how the proposed
amendment will address the problem.
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See section 7.3.1.

Transitional arrangements

Energex (pp. 6-7)

Any changes to principles will require change to guidelines. Any new guidelines
would not take effect until the next regulatory period and so no transitional
arrangements required. If required to take effect immediately will impact revenue
and uncertainty would not be in the best interest of customers.

Noted. No draft rule has been made so
transitional arrangements are not
required.

allocation principles are amended.

SA Power Networks (p. 7) Would only be practical to apply rule change as a part of the regulatory reset As above.
process and consultation would need to be finalised before submission of the
regulatory proposal. Any changes during a regulatory period would be challenging
and potentially inequitable.

Networks NSW (p. 10) Do not consider transitional requirements are necessary in the event that cost As above.

Other issues

Government of South
Australia (p. 1); Local
Government Association of
South Australia (p. 1)

Supports appropriate rule changes that provide for increased transparency of the
DNSP's costs and cost allocation between and within classifications. Rule changes
should provide uniformity in the provision of DNSP's costs to the AER, prevent
costs being applied twice, provide insight into how specific tariff costs are
established, enable effective comparison between DNSP's costs, enable increased
stakeholder engagement, and establish more efficient prices.

Noted. The transparency of DNSP costs
are provided under the assessment
framework. The cost allocation between
and within classifications is addressed by
the AER as part of the Regulatory
Information Notice. The current
arrangements appropriately balance
regulatory oversight, DNSP ownership
and stakeholder transparency and
engagement. See section 4.

Networks NSW (p. 9)

Consider issue more relevant to transmission networks as provide more negotiated
services.

Noted.
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Grid Australia (p. 1)

The transmission cost allocation methodology framework is appropriate. A lengthy
public consultation was conducted on the guidelines. The AER has the necessary
discretion to ensure that the cost allocation methodology meets the principles.

Noted. The Commission considers that
the governance framework for cost
allocation methodology in transmission is
similar to that in distribution. The
Commission has determined that the
current arrangements in distribution are
appropriate. See section 5.3.1.
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