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“..to conduct all its determination and approval processes in an open, transparent and
competitively-neutral manner, including by consulting with network users, end-use
customers, members of the public and all licensed electricity entities that may be affected,
directly or indirectly, by the resultant prices.”
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. agrees that the focus of the Reset should take advantage of the learning that has

taken place over the past four years and build on a working and successful regime;
and

. considers that the decisions taken by the Commission in 2004 in relation to the
form of price control and other structural matters were robust, consistent with
general regulatory precedent at that stage and have been successfully integrated
into Power and Water’s operational and business practices.

There is no obvious reason to depart from the weighted average price cap form of
regulation.” (p.1)
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“Price caps are readily amenable to manipulation. It has already been seen in other
jurisdictions that regulated businesses devote considerable attention to setting of prices
with services, in order to maximise revenue without providing any additional service. For
example, in Victoria it was identified that by this practice alone, the electricity distribution
businesses gained up to 5% more revenue (effectively unearned) by adjusting tariffs. This
5% increase in revenue effectively added some 50% to the profit expected by the
regulator.”(p.9)
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«

.. it is the attention provided to network pricing rather than the form of regulation that is
critical. Thus the pricing rules setting out the appropriate pricing principles and the price
guidelines setting out the pricing methodology that must be adopted by the distribution
network business should be the main consideration ...” (p.11)
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“If the UC considers that the basket of tariffs is the most economically efficient approach
to tariff price movements, then it will be necessary to ensure that the initial tariffs are as
close to cost reflectivity as possible.“ (p.18)
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“The NTMEU agrees, in the interests of certainty, that the price cap methodology applies
to the 2009 Reset.” (p.3)

o)

»s $ $ 6
1 *105A
8]
6 >
6 6 + 1
/ E 6 > $
6 > 6 <
4
, (@) > <
$
*1 b $ b $
$ 6
* 6 (@)
3 > 6 *105A 6 18]
* 6 (@)
6 $ !
. > 6
o * 6 (@) > >
../ 1 1 -
6 D 6 #
$

*1 $
% " Th g *1 &
- 0O 6 > National Electricity Rules $ $
" b & =
A > s~ > 4
6 6 o< & 5 $
6 6
4 $ 6 4
$

Utilities Commission March 2008



Page 14 Price Control Mechanism: Draft Decision

- $> _ D)
. 6 6
6 2 6 KP > 1 80
. 6 > 6 +
$ 6
I > $ 6 $ &
A - $ 4 6
6 $ 78 6 ?
Q RST S R+:UKT S L+ UU
Q
6 2
- 0 4 > $ > 6
6 $ 0
Q % &
6 $ 0
+ Q + $6 6 ) &
6 0
?
78 6 >
6 6 =
0
T8 %
6 >
) 1 6 -
+ 6 o + 6
6
$ 1
6 $ $ 6
/ 1 .= + 6 o
4 6 $ $
6 3 $ 6 6 o 6
= $ 4 $
6 6 o
6 ) #
T
, 1 $ $ $ >
6
6 $ + $ 6 > $
B > 6
6= > $
6 o
6 $ + $ 6 $
+ $6

"1 Framework for Negotiation of Discounted
Network Tariffs> O $

March 2008 Utilities Commission



Price Control Mechanism: Draft Decision Page 15

! *105A
E 6 > *105A 4
4
- v 6 > 6 o
6=
6 6 $
! *10O5A #
6 > 6 $ EG6 > *105A
+ $ 6 6 b $ 4
& $ 6 o ! *105A
6 $ 2
. 0
. 6 6 0
. 6
" ! *105A > 8 4 $
6 4 > 6

4

“There should be no reason for the introduction of a new tariff within the first 2-3 years of
a period because if there is it implies that the business does not have a good
understanding of the business itis in.” (p.21)
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“Overall, the NTMEU sees that its concerns could be addressed by the UC requiring very
stringent controls on the introduction of new tariffs and the demise of old tariffs. As a
matter of principle the UC should make it very clear to PWC that tariff changes are not
expected to be made as it implies that PWC has not devoted sufficient attention to the
matter during the reset review. To justify the introduction of a new tariff PWC should be
required to demonstrate why the existing tariff is no longer even remotely applicable and
why it did not raise this as an issue during the time of reset review.” (p.22)

)) $ 6
!
/ ! 6 6 $ + $
6 1 + $ 6 6 6 6
$ > $ + $
-, 1 6 6
$ 1
$
# 6
- * > 6 4 6 6
+ B + 4
$ 1 4
* 6 (@) 6 +

Utilities Commission March 2008



Page 16 Price Control Mechanism: Draft Decision

Adjustments to base year costs or revenues (Po adjustment)”’
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“s  Power and Water acknowledges the Commission’s criticism in the 2004
Determination which led to its Off-Ramp Review but will argue that sufficient
improvements have since been made through a number of important financial and asset
management initiatives for the Commission to reconsider its approach;

. Power and Water submits that the parameters which underpinned the Commission’s
2004 Determination no longer adequately reflect Power and Water’s costs of supply. As
noted in the covering letter, our indicative analysis shows that a positive [Po adjustment
factor] would be a likely outcome for the 2009 Reset if the base year was established

using the 2006K, 7 year (even without adjustment for forward looking costs); ...” (p.2-3)
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“...the NTMEU would point out strongly that it is unlikely the PWC costs have reached a
level of certainty for consumers to be certain that the benchmark cost levels have been
reached to support the contention implicit in the use of a [Po adjustment factor], that the
PWC costs have reached demonstrable maximum economic efficiency.” (p.23)
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Basis for X factors
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“2) The methodology to be used by the regulator to adjust the revenue or price cap
[between years] is to involve increasing the previous year’s cap in line with both —

(a) the factors which the regulator considers to be the main real-terms drivers
affecting the network provider’s costs (such as the growth in the quantity of electricity
transported annually over the electricity network); and

(b) inflation (as measured by the rate of change in the consumer price index),
and decreasing it by an efficiency gains factor (“X factor”).
(3) The use of an efficiency gains factor is to ensure that the benefits of efficiency

gains are shared between end-use customers (those gains achieved up to the X factor
level) and the network provider (any gains achieved in excess of the X factor).”
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“The methodology for determining the value of X to apply in the second and subsequent
regulatory control periods is to be determined by the regulator in a manner that most
effectively achieves the outcomes in subclauses (1) and (3) and is consistent with
generally accepted regulatory practice at the time.”
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“Power and Water ... considers that these forecast costs and asset values should provide
the basis for the development of a weighted average price cap index.” (cover letter)

. E 6 ?
“Power and Water supports the continued use of a X; and Xz factor, and notes that:
. while decisions on its own efficiency compared to a benchmark new entrant are

best left to the Commission to determine, its own costs are increasing, not
decreasing, with others in the industry in the same situation; and

. the work underpinning the selection of new X factors should seek to understand
the national and Territory wide factors that are causing these increases, and
reflect them into X factors as appropriate.”(p.6)

D) E > 6 18]
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“Power and Water ... considers that a forward looking cost based assessment is an
essential part ...

. there is a pattern of evidence that network companies are facing cost increases
that are higher than CPI (some as large as 6-7% per annum), caused by rising
labour costs from skilled labour shortages and strong enterprise bargaining
outcomes for employees, which suggests that forward looking costs may be
higher than current costs; and

. there are significant events scheduled to occur during the next regulatory period
which must be taken into account in establishing the base year costs. The first is
the possible introduction of full retail contestability in 2010, which will make
transparent a ‘capability gap’ within Power and Water that will require significant
future expenditure. Secondly, the current policy consideration being given to
electricity market reform will, even if FRC does not occur, impose considerable
costs in meeting whatever new regulatory and technical obligations are required.”

(p.2-3)
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“The AEMC in its review of the transmission networks (Chapter 6A) noted the existence of
TFP and commented (page 40 of its final determination).

‘The Commission has also concluded that the building block approach remains
preferable to alternative regulatory approaches which utilize industry-wide
benchmarks (such as total factor productivity (TFP) based approaches) in view of
the lumpiness and uniqueness of shared transmission network costs.’

The NTMEU considers that the AEMC and the other jurisdictional regulators are correct
that regulation in Australia has not sufficiently mature to warrant a transition such as is
contemplated by the [Po adjustment], and accordingly does not consider the UC should
deviate from that. This view is supported by the most recent draft of the new Chapter 6
Rules of the NER (distribution network services) which state quite clearly in clause 6.3
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that a building block approach is to be used for the development of revenue for an
electricity distribution business.” (p.24)

- *11 $6
?
“This approach has merit as it is consistent with the objective of the 2004 Regulatory
Reset ... to institute a methodology that would ensure there is continuity over time in the
setting of network access charges. As a result it provides greater certainty to the local
electricity industry and network users about the cost of electricity services.” (p.1)
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“..Treasury considers it important that regulatory practice in the Territory remain

consistent with the national framework for electricity distribution networks, including
proposed amendments now being developed by the Ministerial Council on Energy.” (p.1)
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“..to conduct all its determination and approval processes in an open, transparent and
competitively-neutral manner, including by consulting with network users, end-use
customers, members of the public and all licensed electricity entities that may be affected,
directly or indirectly, by the resultant prices.”
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(@)

(e)

(9)

()
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“The
(@)
(b)

()
(d)
(e)

Box 1: NT Code’s pricing principles

+

6 ?
efficient costs of supply;
expected revenue for a regulated service or services that is at least sufficient to meet the efficient
long-run costs of providing that regulated service or services, and includes a return on
investment commensurate with the commercial and regulatory risks involved;
prevention of monopoly rent extraction by the network provider;
promotion of competition in upstream and downstream markets and promotion of competition in
the provision of network services where economically feasible;
an efficient and cost-effective regulatory environment;
regulatory accountability through transparency and public disclosure of regulatory processes
and the basis of regulatory decisions;
reasonable certainty and consistency over time of the outcomes of regulatory processes;
an acceptable balancing of the interests of the network provider, network users and the public
interest; and
such other outcomes as the regulator determines are consistent with the underlying principles
set out in clause 2.”

+ > >
?

the demand growth that the network provider is expected to service using any appropriate

measure including but not limited to —

(i)  energy consumption by category of network users or other relevant groups of persons who
consume energy;

(ii) demand by category of network users or other relevant groups of persons who consume
energy;

(iii) numbers of network users or other relevant groups of persons who consume energy by
category of network users; and

(iv) length of the electricity network;

the service standards applicable to the network provider under this Code and any other

standards imposed on the network provider by any regulatory regime administered by the

regulator and by agreement with the relevant network users;

the potential for efficiency gains to be realised by the network provider in expected operating,

maintenance and capital costs, taking into account the expected demand growth and service

standards referred to in paragraphs (a) and (b);

the network provider’s cost of capital applicable to the relevant network access service, having

regard to the risk-adjusted rate of return required by investors in commercial enterprises facing

similar business risks to those faced by the network provider in the provision of that service;

the provision of a return on efficient capital investment undertaken by the network provider in

order to maintain or extend network capacity that is commensurate with the commercial and

regulatory risks involved;

the right of the network provider to recover reasonable costs incurred by the network provider in

connection with the operation and maintenance of the network, including those arising from but

not limited to —

(i)  any Territory and Commonwealth taxes or equivalent taxes paid in connection with the
operation of its business as a provider of network access services; and

(ii)  the tariffs and charges paid to other network providers irrespective of whether these tariffs
and charges are regulated under this Code;

any increase in the rate of a tax or any new tax, whether it is a tax or tax equivalent imposed by

the Territory, a State or the Commonwealth that directly increases the cost of providing the

access services that are directly attributable to the increase in the rate or to the new tax;

any reduction or increase in network energy losses; and

the on-going commercial viability of the network provider.”

# 6 6 ?

reference tariffs are —

to reflect efficient costs of supply;

to involve a common approach for all network users, with the actual tariff with respect to a
particular network access service only differing between users because of —

(i) the user’s geographical and electrical location;

(ii)  the quantities in which the relevant network access service is to be supplied or is supplied;
(iii)  the pattern of network usage;

(iv) the technical characteristics or requirements of the user’s load or generation;

(v) the nature of the plant or equipment required to provide the network access service; and

(vi)  the periods for which the network access service is expected to be supplied;

to be transparent and published in order to provide pricing signals to network users;

to promote price stability; and

to reflect a balancing of the quest for detail against the administrative costs of doing so which
would be passed through to end-use customers.”

63

March 2008
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“a high level of certainty that the business will be able to pay its bills as they fall due,
and have sufficiently strong cashflow to raise the finance required to fund its continuing
operations (including growth).” 14
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“o while decisions on its own efficiency compared to a benchmark new entrant are

best left to the Commission to determine, its own costs are increasing, not
decreasing, with others in the industry in the same situation; and

. the work underpinning the selection of new X factors should seek to understand
the national and Territory wide factors that are causing these increases, and
reflect them into X factors as appropriate.” (p.6)
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“Since 2004, two trends have been observable in the national utilities market:

. it is now far more difficult to attract and retain skilled electricity staff than
previously. This has been well documented and it is now an accepted aspect of
regulatory decision making that wage costs are rising by more than CPI. The BIS
Shrapnel Report submitted by ElectraNet to the AER as Appendix D to its revenue
proposal looked at wage costs for the electricity industry to 2017 and forecast
wages growth of between 5% and 6% per annum for the industry from 2009 to
2014. This means that both operations and maintenance costs, and capital
expenditure delivery costs, are rising; and

. it is more expensive than ever to buy the materials required to deliver capital
expenditure programs. For example, the Evans and Peck Report submitted by
ElectraNet to the AER as Appendix E to its current revenue proposal forecast cost
increases ranging from 3.4% to 7.5% over the period to 2014 based on forward
looking prices for steel, copper and other materials.” (p.5-6)
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“There is a role for a mechanism that rewards and penalises Power and Water for over or
under performance in the network. Performance data is now available which could make
it an appropriate and reliable part of the future regulatory regime.” (p.6)
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“Power and Water... accepts that side constraints are a necessary and robust mechanism
for ensuring that impacts on retailers and customers are minimised in an environment of
tariff rebalancing under a weighted average price cap...” (p.7)
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“..set non-cost reflective [network] tariffs at the start of a period and use the side
constraint as an argument to not to provide appropriate adjustments during the period to
reflect actual costs. This can be by way of providing cross subsidies.

If the tariff is demonstrably cost reflective at the reset, then the application of a side
constraint should not be necessary, as the movement of any tariff as a result of network
and/ or customer changes is unlikely to exceed whatever side constraint might have been
applied.” (p.28)
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“If the UC applies close control on the development of the tariffs as recommended by
NTMEU in earlier sections, then the need for a side constraint becomes a non-issue.”(p.28)
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“..specifically requires the regulator to assess the outcomes of the pricing approach used
by a distribution business. It is now no longer sufficient for the regulator to have a cursory
review of tariff outcomes — they are now required to be confident that they are cost
reflective as near as is reasonable, and that the basket of tariffs used for managing tariff
movements is demonstrably reflective of the costs to provide the various services included,
and the weighting allocated to each service is demonstrably developed from actual
experience.” (p.29)
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