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[bookmark: _Toc353184121]Brief overview
ElectraNet is the principal transmission network service provider (TNSP) in South Australia. We, the Australian Energy Regulator (AER), regulate the revenues of ElectraNet, and the revenues of all other TNSPs in the national electricity market (NEM).
We have made a transmission determination for ElectraNet's upcoming 2013–18 regulatory control period, setting a cap on the revenue ElectraNet can recover from customers. In total, ElectraNet will recover $1578 million from its customers over five financial years, beginning on 1 July 2013. If we had accepted ElectraNet's revenue proposal in full, it would have recovered $1609 million. 
This paper is intended to give consumers a better understanding of our transmission determination for ElectraNet. It offers an insight into what we considered, the conclusions we made and how those conclusions were reached. Background information on the NEM as a whole and our role as the NEM's economic regulator is provided.
The release of our final decision for ElectraNet follows an eleven month process beginning with ElectraNet submitting its revenue proposal on 31 May 2012. We made a draft decision in November 2012, from which ElectraNet had 30 business days to submit a revised revenue proposal. Throughout this process we sought the views of stakeholders.
We consider our final decision arrives at an appropriate balance. ElectraNet will receive sufficient revenue to cover its costs and provide a commercial return to its investors, while consumers will not pay more than required for efficient investment in, and efficient operation and use of, ElectraNet's transmission network.
How to use this document
We have tried to make this paper accessible to a wide ranging consumer audience. However, we understand parts of our decision are inherently complex.
To account for different levels of knowledge we have layered the paper to allow readers to be more selective in what they read. For issues that may be more complex, look out for text boxes that explain the issues at a more detailed level.
We know from reading submissions by customer representative groups that some stakeholders already have a good understanding of our approach. For more complex and technical discussions of the issues, see section 3.1 for links to the final decision documents and other related material.

[bookmark: _Toc353184122]Background
This section provides information about us and the South Australian transmission arrangements. If you are familiar with AER processes and the industry, then refer straight to the section on 'consumer questions'.
[bookmark: _Toc353184123]Who we are and what we do
We are Australia’s national energy market regulator and an independent statutory authority. Our functions are set out in national energy market legislation and rules, and mostly relate to energy markets in eastern and southern Australia. These functions include:
setting the prices charged for using energy networks (electricity poles and wires and gas pipelines) to transport energy to customers
monitoring wholesale electricity and gas markets to ensure suppliers comply with the legislation and rules, and taking enforcement action where necessary
publishing information on energy markets, including the annual State of the Energy Market report and more detailed market and compliance reporting, to assist participants and the wider community
assisting the Australian Competition and Consumer Commission with energy-related issues arising under the Competition and Consumer Act, including enforcement, mergers and authorisations.
Specific to this review, we are responsible for the economic regulation of all transmission networks in eastern and southern Australia. 
The National Electricity Law (NEL) and National Electricity Rules (NER) set out the regulatory framework for the NEM. Chapter 6A of the NER contains the timelines and processes for the regulation of transmission businesses. It provides that regulated transmission businesses must periodically apply to us to assess their revenue. Typically, this happens every five years. The application, known as a revenue proposal, starts a process often referred to as a regulatory reset, or simply a 'reset'.
Our revenue determinations are divided into components called 'building blocks'. This is a requirement of the NER. The sum of each building block is equal to the regulated revenue of a transmission business and, together, they cover the costs of providing prescribed transmission services. They also include an incentive mechanism to drive efficiencies. For more information on each building block see section 2.2.
[bookmark: _Toc353184124]Who ElectraNet is and what it does
ElectraNet operates the transmission network in South Australia. Its role is to connect generators with demand centres in cities, towns and regional communities. 
To fund its activities, which are highly capital intensive, ElectraNet levies transmission charges on its customers; its main customer being the distribution network business in South Australia, SA Power Networks (formerly ETSA Utilities). Those transmission charges are then passed on to almost every South Australian household and business when they pay their final electricity bill. Figure 1.1 illustrates the electricity supply chain and the role of ElectraNet as an operator of the transmission network.
[bookmark: _Ref353183251][bookmark: _Ref353183213]Figure 1.1	The electricity supply chain

Source: 	Productivity Commission (October 2012)
To elaborate, the electricity supply chain begins with a wholesale market in which generators produce electricity and sell it through a central dispatch process. Because generators are typically located near fuel sources, often hundreds of kilometres away from where consumers live and work, the electricity produced by a generator needs to be transported over long distances. The most efficient way to do this is at high voltages because this minimises energy losses which naturally occur when electricity is transported. In effect, this is ElectraNet's role: it operates the high voltage transmission network in South Australia which transfers electricity, in bulk, over long distances from where it is generated to where consumers need it. In addition to SA Power Networks, ElectraNet also supplies a number of large direct connect customers. 
The distribution network, operated by SA Power Networks in South Australia, connects with the principal transmission network in a region. This occurs at zone substations. While electricity moves along a transmission network at high voltages to minimise energy loss, it must be stepped down to a lower voltage before it enters a distribution network. This is so the electricity can be safely used by end-users. Distribution networks criss-cross urban and regional areas to provide electricity to every electricity consumer.
Energy retailers issue the final electricity bill a consumer receives. Their function in the supply chain is to buy electricity in the wholesale market and package it with transportation services (transmission and distribution) for sale to consumers. In South Australia, energy retailers include AGL and Origin. 
[bookmark: _Toc353184125]Consumer questions
In this section we have tried to address the questions consumers may have about our transmission determinations.
[bookmark: _Toc353184126]How does this affect you?
The final electricity bill a consumer receives incorporates transmission network charges. In South Australia it is estimated that about 8 per cent of an average electricity consumer's final bill can be attributed to transmission services.[footnoteRef:1] The other components relate to generation, distribution and retail services. [1:  	ESCOSA, Email response to information request to the AER, Enquiry regarding average electricity bills, 17 October 2012.] 

We expect our final decision for ElectraNet to have minimal impact on the average South Australian electricity consumer's final bill. More information on how we estimated the impact on a typical electricity bill can be found in attachment 8 of our final decision: http://www.aer.gov.au/node/16617. 
[bookmark: _Ref351732075][bookmark: _Toc353184127]What do your network charges cover?
In order to transport electricity from a generator to a power outlet in your home or business, several different activities take place. We can divide these businesses up into four discrete sectors: electricity production, transmission (high voltage), distribution (low voltage) and retail services.
We only control the prices charged by the transmission and distribution networks. We seek to make sure that the businesses which operate these networks recover just enough revenue to provide a safe and reliable delivery of electricity to household businesses, and to give investors an adequate return. In doing this the NEL requires us to take a long-term perspective of the interests of consumers and the needs of businesses. Our most recent determination for SA Power Networks, the South Australian distribution network provider (formerly known as ETSA Utilities), was for a five year regulatory control period from 1 July 2010 to 30 June 2015. It can be accessed at: http://www.aer.gov.au/node/4. 
In making an assessment of a network business's revenue requirement, we ask them to forecast how much they expect to spend over the next five years for a number of cost categories. These cost categories are referred to as 'building blocks' and include:
a return on the regulatory asset base (return on capital)
depreciation of the regulatory asset base (return of capital)
forecast operating expenditure (opex)
increments or decrements resulting from the efficiency benefit sharing scheme (EBSS) for opex
the estimated cost of corporate income tax.
Operating expenditure
We did not accept ElectraNet's proposed total forecast operating expenditure (opex) of $466 million ($2012-13) for the 2013–18 regulatory control period and instead estimated a substitute forecast of $418 million ($2012-13). Figure 2.1 compares our substitute forecast on total opex with ElectraNet's opex proposal. 
[bookmark: _Ref352941110]Figure 2.1	ElectraNet's total opex–actual,[footnoteRef:2] revised proposal and allowance, 2003–13 ($ million, 2012–13) [2:  	2012-13 is estimated.] 
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Source:	AER analysis. 
Opex refers to the ongoing costs of running a business. Specific to ElectraNet, opex includes activities such as field maintenance, corporate support and debt raising costs. 
The largest area of difference between our determination and ElectraNet's opex proposal related to field maintenance. This is a broad cost category encompassing routine maintenance, corrective maintenance, operational refurbishment and network optimisation. 
In real terms, that is, taking inflation into account, ElectraNet proposed a 57 per cent increase on its previous field maintenance allowance. We substituted this proposal with an amount representing a 27 per cent real increase. 
This conclusion was reached following an assessment of ElectraNet's new asset management regime and the way in which it was implemented. We found that the transition from the old to the new regime was a costly exercise, which should be able to provide long term benefits for customers. But we think that ElectraNet has not sufficiently factored the benefits of its new system into its regulatory proposal. We also noted ElectraNet's forecast expenditure was much higher than current levels. All this indicated to us that ElectraNet's forecast was too high. So we developed a substitute forecast which was lower than ElectraNet's proposal.
More broadly, ElectraNet's total opex can be divided into controllable and uncontrollable cost categories. Controllable opex refers to costs which ElectraNet can influence through its decisions, while uncontrollable opex are those costs which ElectraNet cannot influence. Most of ElectraNet's total opex is controllable.


Our assessment of ElectraNet's forecast controllable opex in more detail
We used two methodologies to assess ElectraNet's proposed controllable opex: the revealed cost approach and a bottom-up technical review.
The revealed cost approach, also known as 'base-step-trend', involves selecting an efficient base year in ElectraNet's historical costs and trending it forward. Costs which were not incurred in the selected base year but which are certain to occur in the 2013–18 regulatory control period were incorporated through step changes. Thus changes in circumstances from the base year are included in the forecast.
We also used a 'bottom up' technical review to assess ElectraNet's controllable opex forecast. This is where individual expenses are aggregated to determine ElectraNet's total future expenditure. Expert engineering knowledge is helpful when conducting a bottom up forecast so we engaged a technical consultant for advice – Energy Market Consulting associates (EMCa).
Both forecasting methodologies, the revealed costs method and the bottom up technical review, arrived at a similar outcome. The revealed cost method found that ElectraNet's proposed controllable opex did not reasonably reflect the base year extrapolation plus step changes, while EMCa's bottom up forecast concluded that specific areas of ElectraNet's opex proposal were higher than necessary.[footnoteRef:3] [3:  	EMCa, Technical review, November 2013, p. 29.] 

Capital expenditure
We did not accept ElectraNet's proposed total forecast capital expenditure (capex) of $750.1 million for the 2013–18 regulatory control period. We estimated a substitute forecast of $691 million, which we consider to be enough for the efficient operation of ElectraNet's transmission network.  
Capex refers to the cost of building new facilities or replacing existing infrastructure. The amount of overall capex required will vary depending on a network provider's circumstances. Factors that influence the required level of capex include the age and condition of existing assets, and changes in both the number of customers connected to the network and demand profile of customers.
We considered ElectraNet's proposed capex to be 'overly cautious', in that, it did not sufficiently consider the efficiency savings that are available. ElectraNet had not fully accounted for these in its proposed capex so we estimated a substitute forecast. 
To use a metaphor, all of ElectraNet's capex projects must pass through a series of 'gates', at the end of which is a formal review from a panel of senior management. As projects move through each gate and senior management suggest more prudent ways of achieving project outcomes the estimated cost of the project ought to decrease. We have seen this trend in operation at ElectraNet over the past five years. To account for this, as well as ElectraNet's stated commitment to continuous improvement, we applied a prudency adjustment of 7 per cent, or $24 million. 
Specific to replacement capex, ElectraNet applied for a cost estimation risk factor. If approved, this would lead to a percentage increase to ElectraNet's total replacement capex. It stated that this was necessary to account for forecasting errors which tend to underestimate the actual cost of replacing ageing assets. Past practice showed ElectraNet's proposal overstated this risk. Consequently we rejected the proposal and substituted cost estimation risk factors that accounts for ElectraNet's actions on continuous improvement. 

Our assessment of ElectraNet's proposed replacement capex in more detail
Cost estimation risk factor
We did not accept ElectraNet's proposed cost estimation risk factor of 4.9 per cent.
A cost estimation risk factor applies to concept stage capital projects that are yet to undergo a detailed cost build-up.[footnoteRef:4] The objective of this is to account for an asymmetric risk that unforeseen factors will lead actual project costs to exceed initial cost estimates across a portfolio of projects. [4:  	ElectraNet, Revenue proposal, pp.67-68.] 

To assess ElectraNet's proposed cost estimation risk factor we engaged our technical consultant, EMCa, to assess actual past cost outcomes. EMCa's detailed assessment methodology is set out in its report.[footnoteRef:5] In summary, it assessed the difference between ElectraNet's project concept estimates and actual costs incurred. [5:  	EMCa, ElectraNet technical review – revised revenue proposal, April 2013, pp. 50–8, paragraphs 198–248.] 

EMCa's analysis concluded that at the portfolio level ElectraNet incurs actual costs approximately five per cent below that of its estimates. Actual costs for replacement projects were found to come in around 15 per cent under estimated levels, while actual augmentation and connection capex project costs were about one per cent above estimates.
Therefore, past practice indicates that ElectraNet tends to overestimate the cost of capital projects. We therefore considered that a forecast inclusive of this uplift of 4.9 per cent does not meet the rule requirements of efficient and prudent capex forecast.
Prudency adjustment
We applied a prudency adjustment of 7 per cent to the replacement capex forecast. This adjustment is consistent with ElectraNet's forecast and actual capex outcomes in the current regulatory period 
The principle of the AER’s prudency adjustment is that forecasts based on concept stage estimates are inefficient without sufficient consideration of prudent decision making over the regulatory control period.
In its revised revenue proposal ElectraNet did not propose capex associated with demand growth and therefore reduced its original capex proposal by $132 million ($, 2012–13). Our final decision accepts ElectraNet's capex proposal which does not include any new demand related capex. We have also included 11 contingent projects in our final decision. Contingent projects can assist in dealing with specific demand uncertainty by allowing an amendment to the revenue determination if a step change in demand occurs consistent with the trigger event.
Cost of capital
Significant investment is required to build a transmission network. ElectraNet raises the required investment from banks and other investors in two ways:
Borrowing money from banks or other financial institutions (when a business borrows money it has to make a promise to the lenders to pay back the borrowed funds, with interest, in the future)
Raising money by selling shares usually to financial institutions, investment funds, or individuals (the buyers of shares expect to receive, in return, a regular stream of payments known as dividends).
Either way, ElectraNet will only be able to continue to raise money from banks and other investors if these investors have a reasonable assurance they will be able to get their money back, plus a reasonable return. ElectraNet's current shareholders include the State Grid Corporation of China, YTL Power Investments, and Hastings Fund Management. 
We assessed the return ElectraNet submitted that it needs to pay to its investors and to lenders. This allowed rate of return is also known as the ‘cost of capital’.
Even a small difference in the cost of capital can have a big impact on revenues. Just as an interest rate rise can have a substantial impact on a homeowner with a large mortgage, a small change in the cost of capital we allow a business can have a significant impact on consumer prices for electricity transmission services. This is because network businesses like ElectraNet have borrowed large amounts from lenders and other investors in the past––which is to be expected given the capital intensive nature of their operations. These past capital raising activities need to be financed, along with new capital spending. 
Our decision sets the allowed rate of 7.50 per cent. The rate of return determined for the previous period was 10.65 per cent. Rates of return set by us for previous energy related decisions from several years ago were higher. The main reason for the decrease is the current lower level of interest rates in Australia. Our decision on the rate of return for ElectraNet is consistent with current financial market conditions. 
Our assessment of the weighted average cost of capital
We accepted ElectraNet’s proposed averaging period for calculating the risk free rate.[footnoteRef:6] Consistent with this, we updated ElectraNet’s revised proposal weighted average cost of capital (WACC) to reflect the agreed averaging period. This results in a WACC of 7.50 per cent. [6:  	ElectraNet's approved averaging period is the 20 days (on which indicative mid rates for Commonwealth government bonds are published by the Reserve Bank of Australia) commencing on 18 February 2013. Under the rules, this information is confidential until the period has passed.] 

Our final decision on the WACC is consistent with ElectraNet's proposed WACC components. However, the final WACC is different because ElectraNet's revised proposal WACC was based on market data from September–October 2012. Our final decision is based on market data from February–March 2013 as agreed with ElectraNet in June 2012. 

[bookmark: _Toc353184128]Further information
This section highlights links to the final decision documents and other related material, our consultation process and how this review relates to our Better Regulation program.
[bookmark: _Ref352142940][bookmark: _Toc353184129]Where to find the final decisions and other related material?
Our final decisions for ElectraNet's 2013–18 regulatory control period was made in accordance with the relevant sections of the NEL and NER. In forming our final decisions, we considered:
ElectraNet's revenue proposal and supporting information—we undertook our own analysis to verify this information
submissions from interested parties
views expressed by stakeholders at our public forum and predetermination conference
expert advice or analysis commissioned by us and others on certain aspects of ElectraNet's revenue proposal.
Our draft and final decisions, stakeholder submissions and other supporting material can be found on our website: www.aer.gov.au/node16617 
The NEL can be found on the following website:
http://www.austlii.edu.au/au/legis/sa/consol_act/neaa1996388/sch1.html
The NER can be found on the Australian Energy Market Commission’s website:
http://www.aemc.gov.au/Electricity/National-Electricity-Rules/Current-Rules.html
[bookmark: _Toc353184130]Our consultation process
ElectraNet submitted its revenue proposals to us on 31 May 2012. We issued our draft decision on this proposal in November 2012, from which time ElectraNet had 30 business days to submit a revised revenue proposal. Throughout these stages of the regulatory process stakeholders were given the opportunity to make submissions and voice their views.
Understanding consumer interests is central to our role in regulating electricity transmission and distribution. Indeed, the National Electricity Objective in the NEL 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’.
We held public forums and invited consumer groups and other stakeholders. Consumer groups made submissions on our draft decision which we took into account when making our final determination. 
We are continuing to develop ways to better engage with consumers. A key part of our Better Regulation program (discussed below) are initiatives to involve customers in the regulatory decision making process.
[bookmark: _Toc353184131]How does the AER’s Better Regulation program impact this decision?
We are currently consulting on our Better Regulation program of work to deliver an improved regulatory framework focused on promoting the long term interests of electricity and gas consumers. This follows from changes to the National Electricity and Gas Rules that were published by the Australian Energy Market Commission (AEMC) on 29 November 2012. We announced the start of the program in December 2012.
Better Regulation builds upon the processes that we have developed as an independent regulator since 2005. It includes improved approaches to assessing revenue proposals and setting the return that may be earned on network investments. These changes are likely to impact on future electricity transmission determinations.
Due to the timing of ElectraNet's revenue proposal, the AEMC decided that the changes to the National Electricity rules would not apply to it over the 2013–18 regulatory control period.[footnoteRef:7] This was to allow us time to develop the Better Regulation guidelines which we expect to finalise towards the end of 2013. [7:  	AEMC, National Electricity Amendment (Economic regulation of network service providers), 29 November 2012, p.213] 
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