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1 
Introduction

Under the National Electricity Rules (NER) the Australian Energy Regulator (AER) may develop guidelines (Distribution Ring-Fencing Guidelines) for the accounting and functional separation of the provision of direct control services
 by Distribution Network Service Providers (DNSPs) from the provision of other services by DNSPs.
 In developing any Distribution Ring-Fencing Guidelines the AER is required to consult with participating jurisdictions, Registered Participants, AEMO and other interested parties.

The AER is of the view that Distribution Ring-Fencing Guidelines help limit the ability of vertically integrated DNSPs to discriminate against upstream and downstream competitors and are therefore desirable. However, currently, there is not a single set of national ring-fencing guidelines that apply to DNSPs in all participating jurisdictions. Instead, between 2000 and 2005, the jurisdictional regulators in each participating jurisdiction of the National Electricity Market (NEM) developed ring-fencing guidelines that currently apply to DNSPs in their respective jurisdiction. 
The AER is of the view that there are two main issues with these current ring-fencing arrangements. Firstly, there are significant differences between these jurisdictional guidelines, meaning that the ring-fencing obligations of DNSPs across jurisdictions can differ considerably. Secondly, there has only been limited review of the jurisdictional guidelines since their implementation, meaning that their continuing relevance and adequacy has not been examined.

The purpose of this discussion paper is to seek views on whether the AER should develop a nationally consistent set of Distribution Ring-Fencing Guidelines. The paper sets out the issues that the AER believes are relevant to developing such a set of guidelines, and invites submissions on these issues. 
In summary, the AER is seeking submissions on: 

· the adequacy of current ring‑fencing arrangements and whether a nationally consistent set of Distribution Ring-Fencing Guidelines is appropriate and/or desirable 

· the appropriate content of any Distribution Ring-Fencing Guidelines

· how any Distribution Ring-Fencing Guidelines should deal with emerging industry trends

· the application of the guidelines to dual function assets.

The AER will take submissions received in response to this discussion paper into account in deciding whether to proceed to develop a draft set of Distribution Ring‑Fencing Guidelines for public comment.

2 Ring-fencing and its purpose

2.1 Vertical integration of DNSPs

The participation of DNSPs in other competitive elements of the electricity supply chain may give rise to significant competition concerns. This is because, where the owner of essential infrastructure also participates in a contestable market it often has the ability and the economic incentive to restrict the level of competition in the contestable market by favouring its associated business over its competitors. As the Australian Competition and Consumer Commission (ACCC) has previously stated: 

“These problems are widely acknowledged … An integrated entity has the incentive to restrict the level of competition when the natural monopoly is tightly regulated but the competitive activity is not. In this instance, the owner of the natural monopoly has a strong incentive to provide the competitive activity itself, restrict competition in this activity, thereby capturing some of the monopoly rents that it would otherwise lose to regulation.”

DNSPs have both the means and the incentive to discriminate against upstream and downstream rivals where vertical integration exists. As the revenues of DNSPs are capped, they may have incentives to capture monopoly rents foregone through engaging in price and non-price discrimination, and to evade regulatory constraints. There are a number of ways through which such discrimination and regulatory evasion may occur. They include:                                        

· limiting access of competitors to the distribution network by delaying or degrading connections  

· restricting the quantity and quality of the distribution service provided to competitors or improving the network performance for its affiliated interests

· sharing commercially sensitive information regarding competitors with its affiliated interests

· the way it negotiates and processes connection arrangements with competitors as opposed to affiliated interests

· shifting costs between the regulated and unregulated activities. 
Jurisdictional regulators have previously expressed such concerns regarding vertical integration. The Essential Services Commission of Victoria (ESCV) has stated, specifically with respect to distributors and related retailers, that it: 

“… considers that there are four possible ways in which distributors and retailers might behave so as to reduce the efficiency of distribution price regulation or create anti-competitive advantages for an affiliated retailer: 

1. a distributor cross-subsidising affiliated retailer activities

2. a distributor giving an affiliated retailer preferential access to distribution services

3. a distributor and retailer conducting joint marketing

4. a distributor giving an affiliated retailer access to information held by the distributor.”

With respect to the problem of cost shifting, the Independent Competition and Regulatory Commission (ICRC) has stated:

“Where regulated businesses have either regulated or unregulated associated businesses or are part of a single integrated business, it is more difficult to allocate costs for activities performed for both the network and retail businesses and there is potential for cross subsidisation or costs shifting… This practice usually gives the integrated business an advantage in the captive market, namely the power to distort the competitive market in its favour and thereby lessen competition … [and] may have other undesirable results such as raising barriers to market entry”.
 

Such behaviour can often be difficult or costly to detect. This makes the implementation of a regulatory framework which can prevent such conduct particularly important. The AER is of the view that an effective means of preventing problems associated with the integration of DNSPs and other competitive elements of the electricity supply chain is necessary in the NEM. Ring-fencing is one method that may be used to address the risks that vertical integration poses. 

2.2 Ring-fencing

Ring-fencing is the identification and separation of the business activities, costs, revenues, and decision making of an integrated entity that are associated with a monopoly element, from those that are associated with providing services in a competitive market. Ring-fencing obligations that apply to DNSPs generally require the separation of the accounting and functional aspects of regulated distribution services from other contestable services provided by a DNSP.
Ring-fencing is aimed at limiting the ability of vertically integrated DNSPs to use their market power and favour related businesses to the detriment of an efficient market.  The ESCV has stated that the Victorian ring-fencing guidelines are, ‘designed to promote effective competition in the electricity market, thereby increasing efficiency and customer welfare.’
 Under the NER, the AER is responsible for developing and enforcing ring-fencing guidelines.
 The NER provides that Distribution Ring-Fencing Guidelines may include provisions dealing with legal separation, accounting separation, allocation of costs, limits on the flow of information, and waiver of obligations under the guidelines.
  

The AER is of the view that Distribution Ring-Fencing Guidelines help limit the ability of vertically integrated DNSPs to discriminate against upstream and downstream competitors.  

3 Regulatory framework 

This section of the paper outlines the development of distribution ring-fencing guidelines by jurisdictional regulators,
 and discusses the regulatory framework that governs ring-fencing arrangements today. 

3.1 Jurisdictional guidelines

3.1.1 Development of guidelines under the National Electricity Code 

Under the National Electricity Code (NEC) the jurisdictional regulators in each of the participating jurisdictions were required to develop distribution ring-fencing guidelines.
 The NEC provided some guidance as to the content of the guidelines, as well as matters that should be taken into account in developing them.
 From September 2000 to May 2005 guidelines were developed by each of the jurisdictional regulators in accordance with the NEC (discussed in section 3.1.3 of the Discussion Paper). 

3.1.2 Current regulatory framework 

On 1 July 2005, the NEC was replaced by the NER. The NER contains a number of provisions that deal with ring-fencing arrangements applicable to DNSPs.
 Under the NER all DNSPs must comply with any Distribution Ring-Fencing Guidelines developed by the AER.
 
Currently, the Distribution Ring-Fencing Guidelines that apply in each participating jurisdiction differ, as does the role of jurisdictional regulators and the AER. 

ACT, NSW, Queensland, South Australia and Tasmania

Under the NER, ring-fencing arrangements developed in accordance with the NEC continue to apply in participating jurisdictions until the AER assumes regulatory responsibility.
 On the AER’s assumption of regulatory responsibility in a participating jurisdiction, DNSPs in that jurisdiction are no longer subject to ring‑fencing arrangements of the NEC, and become subject to the ring fencing requirements of the NER.
  However, distribution ring-fencing guidelines in force in a participating jurisdiction immediately before the AER's assumption of regulatory responsibility continue to be in force for that jurisdiction subject to amendment, revocation or replacement by guidelines made under the new regulatory regime.
  

On 1 July 2010, the AER assumed responsibility for administering the ring-fencing guidelines in the ACT, NSW, Queensland and South Australia. However, the AER has not made any amendment, revocation or replacement of any of the guidelines in place in these jurisdictions. As a result the guidelines developed by the jurisdictional regulators in the ACT, NSW, Queensland, and South Australia have applied to DNSPs since the introduction of the NER, and continue to apply to DNSPs in these jurisdictions. 

The AER does not assume regulatory responsibility in Tasmania until 1 July 2012. As a result, the Office of the Tasmanian Energy Regulator (OTTER) is currently responsible for administering and developing ring‑fencing guidelines that apply to DNSPs in Tasmania until 1 July 2012. 

Victoria 


Section 23 of the National Electricity (Victoria) Act 2005 (Vic) (NEVA) provides that from 1 January 2009
 the AER is conferred all relevant regulatory functions and powers of the ESCV. However, s. 19 of the NEVA excludes from the definition of a ‘relevant regulatory function’ the power to make or amend a code or guideline that relates to the provision of distribution services. This means that the AER is the economic regulator of Victorian DNSPs and is responsible for administering the ring‑fencing guidelines that are developed by the ESCV. However, the power to amend the ring-fencing guidelines or to make new guidelines that will apply to DNSPs in Victoria still rests with the ESCV. 

If the AER were to develop a set of national guidelines the ESCV would have to revoke the Victorian guidelines that are currently in place, before any national guidelines could apply in Victoria. 

3.1.3 Currently applicable ring-fencing guidelines 

As outlined above, the ring-fencing guidelines that apply to DNSPs in participating jurisdictions have been developed by the jurisdictional regulators (jurisdictional guidelines). In each jurisdiction, except Tasmania, the AER is responsible for administering the guidelines. 

Table 3.1 lists the guidelines that currently apply in each NEM jurisdiction. 
Table 3.1 Current electricity distribution ring-fencing guidelines

	Queensland
	‘Electricity Distribution: Ring Fencing Guidelines’, developed by the Queensland Competition Authority (QCA) in September 2000 (Queensland Guidelines)

	ACT
	‘Ring Fencing Guidelines for Gas and Electricity Network Service Operators in the ACT’ developed by the Independent Competition and Regulatory Commission (ICRC) in November 2002 (ACT Guidelines)

	New South Wales
	‘Distribution Ring Fencing Guidelines’, developed by the Independent Pricing and Regulatory Tribunal (IPART) in February 2003 (NSW Guidelines)

	South Australia
	‘Operational Ring Fencing Requirements for the SA Electricity Supply Industry: Electricity Guideline No. 9’, developed by the Essential Services Commission of South Australia (ESCOSA) in June 2003 (South Australian Guidelines)

	Victoria
	‘Electricity Industry Guideline No. 17: Electricity Ring-Fencing Issue 1’, developed by the Essential Services Commission (ESC) in October 2004 (Victorian Guidelines)

	Tasmania 
	Two sets of guidelines were developed by OTTER; ‘Functional Ring-fencing Guidelines’ (Tasmanian Functional Guidelines) in October 2004, and ‘Electricity Distribution and Retail Accounting Ring fencing Guidelines: Electricity Industry Guideline No. 2.2, Issue No 3’, in May 2005 (Tasmanian Accounting Guidelines)


3.1.4 Enforcement and compliance

As stated above, under rule 6.17.1 of the NER, DNSPs must comply with Distribution Ring-Fencing Guidelines developed by the AER.
 This is not a civil penalty provision. For civil penalties to apply a change to the National Electricity Regulations would be required. 
There are two enforcement options available. The AER can seek an order from the Court declaring that there has been a breach, which may include an order that the DNSP cease the activity constituting the breach, take appropriate remedial action or implement a specified compliance program.
 Alternatively, the AER can seek injunctive relief if a DNSP has engaged in, or is likely to engage in, conduct in breach of its ring-fencing obligations.

3.2 Vertical integration of Transmission Network Service Providers
3.2.1 ACCC Transmission Ring-Fencing Guidelines

Currently, the Transmission Network Ring-Fencing Guidelines released by the ACCC (the Transmission Ring-Fencing Guidelines) require the separation of the accounting and functional aspects of regulated transmission services from other contestable services provided by Transmission Network Service Providers (TNSPs). Under the NER, TNSPs in all participating jurisdictions must comply with these guidelines.

Further, the NER requires that in developing or amending the Distribution Ring‑Fencing Guidelines the AER must consider, without limitation, the need for consistency between the Distribution Ring‑Fencing Guidelines and the Transmission Ring‑Fencing Guidelines.
 

3.2.2 Ministerial Council on Energy’s Consultation Regulation Impact Statement on the separation of generation and transmission 

In 2006, the Council of Australian Governments (COAG) requested that the Ministerial Council on Energy (MCE) develop recommendations for specific provisions to maintain the separation of generation and transmission ownership in the NEM. In August 2011, the MCE released a Consultation Regulation Impact Statement (CRIS) with the aim of facilitating a discussion on the risks associated with future generation and transmission co-ownership, and to examine the adequacy of current legislative protections against the resulting competition concerns. The MCE sought submissions from stakeholders to assist it in making its recommendations to COAG. 

In September 2011, the AER made a submission to the MCE’s CRIS outlining its views on co-ownership of generation and transmission. In the submission the AER expressed the views that: 

· The current provisions of the Competition and Consumer Act 2010 (CCA) are potentially insufficient to deal with the problems co-ownership of transmission and generation may lead to.  

· The preferred means of addressing the market power concerns co-ownership of transmission and generation may give rise to is the insertion of a provision in the National Electricity Laws prohibiting the ownership of both generation and transmission assets. 

The AER notes that any recommendations that the MCE makes to COAG in relation to co-ownership of transmission and generation assets may be of relevance to the AER’s review of Distribution Ring-Fencing Guidelines.  
3.2.3 Application of the Competition and Consumer Act 2010

There are no provisions of the Competition and Consumer Act 2010 (CCA) which specifically prohibit co-ownership of distribution businesses and other related businesses which operate in a competitive environment, such as generation or retail of electricity. 

Section 50 of the CCA prevents acquisitions of shares in a body corporate or assets of a person by a corporation where the acquisition would have the effect, or would likely have the effect, of substantially lessening competition in a market. If the ACCC considers that an acquisition contravenes s. 50 of the CCA and the parties do not agree to modify or abandon the acquisition, the ACCC can apply to the Federal Court for an injunction, divestiture or penalties.

A key purpose of the CCA is to protect competition in markets in Australia, including the NEM. The AER notes that whilst the application of s. 50 of the CCA will generally address competition issues arising from a particular acquisition effectively, it is not specifically designed to achieve the effective separation of generation or retail and distribution activities in the NEM. As has been previously recognised, there may be specific issues in the NEM that 
s. 50 does not address: 

“…there are costs to vertical integration which may not be adequately captured by section 50. Mergers involving natural monopoly and contestable activities may allow a regulated entity to discriminate in favour of its upstream or downstream businesses. There are concerns that the regulated entity might discriminate as to the terms of access for rival competitors. These problems of a ‘regulatory evasion’ nature, which are consequent on the existence of information asymmetries, are unlikely to be fully captured in the substantial lessening of competition test in section 50.”

The AER considers that, in the absence of Distribution Ring-Fencing Guidelines, DNSPs could have the incentive and opportunity to behave in a manner that negatively impacts on the achievement of the National Electricity Objective
 but does not breach the CCA. As a result, the AER is of the view that the continued operation of distribution ring‑fencing guidelines is necessary to prevent the anti-competitive effects that can arise where there is co-ownership of a DNSP and a competitive business. 

3.3 Request for submissions

The AER invites submissions on whether Distribution Ring Fencing Guidelines are necessary today. 

Questions on which the AER seeks views:

Is ring-fencing an appropriate means of addressing the problems that vertical integration of DNSPs may give rise to? If not, what is an appropriate regulatory method?

Is a national set of Distribution Ring-Fencing Guidelines desirable under the current regulatory framework? Are the current guidelines and provisions of the CCA sufficient to deal with the issues that vertical integration poses?

Are the current enforcement mechanisms sufficient to ensure effective compliance by DNSPs with their ring-fencing obligations?
Are the existing jurisdictional guidelines still appropriate in light of recent developments in the industry structure and the regulatory framework governing DNSPs? If not, why?  

Are there matters that the Transmission Ring-Fencing Guidelines deal with that a national set of Distribution Ring-Fencing Guidelines should not?

4 Content of ring-fencing guidelines

This section of the discussion paper examines the content of the jurisdictional guidelines and highlights inconsistencies that exist between the guidelines applicable in each jurisdiction. 
4.1 Content of current jurisdictional guidelines

The guidelines developed by each of the jurisdictional regulators deal with the manner through which the monopoly activities of a DNSP must be separated from the provision of other, related services. In general, the guidelines deal with the following issues: 
· legal separation requirements  

· accounting separation requirements

· allocation of costs

· access to services

· access to information

· physical and functional separation

· waiver of ring-fencing obligations. 

This is consistent with the requirements of the NEC and the NER.
 

4.2 Inconsistencies between jurisdictional guidelines

While in general the jurisdictional guidelines deal with the matters listed above, the content and application of the guidelines varies significantly. The significant differences between the jurisdictional guidelines may lead to difficulties for the AER in developing a consistent approach for assessing compliance with, and waivers from, DNSPs’ ring‑fencing obligations. For this reason, the AER considers that a nationally consistent set of ring-fencing guidelines would be desirable and would provide DNSPs with greater clarification and certainty regarding their ring-fencing obligations.
The following section briefly outlines some of the major differences between the guidelines applicable in each of the jurisdictions and the ACCC Transmission guidelines. 

4.2.1 Legal separation requirements

Legal separation is not required under all jurisdictional guidelines, and where it is required it is not dealt with consistently. The NSW, Victorian and Tasmanian guidelines do not include a requirement that there be any legal separation between the monopoly or network services that a DNSP provides and any other entity through which it conducts business. In the remaining jurisdictions legal separation is dealt with as follows: 

· ACT Guidelines - a DNSP must not carry on a business of producing, purchasing or selling electricity services, except in limited circumstances.
 

· Queensland Guidelines - a DNSP must not carry on the business of producing, purchasing or selling electricity, within the same legal entity.
 

· South Australian Guidelines - a DNSP must not hold a retail or a generation licence, except where generation is carried out for network support purposes and no revenue is generated from such generation.
 

Under the Transmission Ring-Fencing Guidelines a TNSP must not carry on a related business unless it attracts a revenue of less than or equal to five percent of the TNSP’s total revenue.

4.2.2 Accounting separation

Similarly, accounting separation is not dealt with consistently across jurisdictions. The NSW, Victorian and South Australian guidelines do not include a requirement that there be a separation of accounts between the monopoly or network services and any other service that a DNSP provides. The remaining jurisdictional guidelines deal with accounting separation as follows: 

· ACT Guidelines – a DNSP must establish and maintain consolidated and separate accounts for the provision of its distribution services and other businesses.

· Queensland Guidelines – a DNSP must establish and maintain consolidated and separate accounts for the provision of its prescribed and non-prescribed distribution services.

· Tasmanian Accounting Guidelines – provide for how a DNSP should present accounting reports and disaggregation statements where they provide contestable services.

Under the Transmission Ring-Fencing Guidelines a TNSP must establish and maintain separate sets of accounts for provision of ring-fenced services and separate amalgamated accounts for entire business.

4.2.3 Allocation of costs

The Victorian and South Australian guidelines do not deal with the issue of allocation of costs between the distribution service and any other service provided by the DNSP. The remaining guidelines deal with the issue as follows: 

· NSW Guidelines – a DNSP must ensure costs relating to a distribution service are fully allocated to either prescribed distribution services or excluded distribution services on a causation basis.

· ACT Guidelines – a DNSP must not cross-subsidise a business of producing, purchasing or selling electricity services, except in limited circumstances.

· Queensland Guidelines – a DNSP must allocate any costs that are shared between prescribed distribution services, non-prescribed distribution services and other activities in a manner that ensures there is no cross subsidy, and according to a methodology approved by the QCA.

· Tasmanian Accounting Guidelines – provide for how a DNSP should present accounting reports and disaggregation statements where they provide contestable services.
The Transmission Ring-Fencing Guidelines provide that a TNSP must allocate costs that are shared between any ring-fenced services and any other activity.

4.2.4 Access to information

All jurisdictional guidelines, except the Queensland Guidelines, contain provisions which deal with the provision of information by DNSPs to other parties, and the sharing of information between a DNSP and a related business entity. The guidelines provide as follows: 

· The NSW and the Transmission Ring-Fencing Guidelines – a DNSP must provide information to a non-related business entity on terms no less favourable than it provides to a related business entity. 

· ACT Guidelines – a DNSP must ensure that where commercially valuable information is made available to a related business it is also made available to similarly situated entities.
 

· South Australian Guidelines – a DNSP must ensure that any information obtained in the course of conducting a licensed business which might reasonably be expected to affect materially the commercial interests of a related business or provide a related business an advantage over its competitors, is disclosed to the related business and its competitors in a non-discriminatory manner.

· Tasmanian Functional Guidelines – a DNSP must establish access controls so that users of DNSP’s information systems do not have access to information concerning the distribution service if the user is providing a contestable service.

· Victoria Guidelines – a DNSP must ensure that distribution information it provides to any retail business is available to all retail businesses.
 
4.2.5 Other matters
All the jurisdictional guidelines provide that a DNSP shall not deal with a related business on more favourable terms than it deals with another.
 They also all provide that there be physical separation of staff that provide specified services in a contestable area, from those that provide services in the distribution area, or that marketing staff involved in the distribution business are not involved in any other business.
 All jurisdictional guidelines, with the exception of the ACT and Victorian Guidelines, allow a DNSP to apply for a waiver from ring-fencing obligations.
 

A further inconsistency between the jurisdictional guidelines is the terminology they use. For example, the term ‘related business’ is used in many of the jurisdictional guidelines, but is defined differently in each. In addition, as the guidelines were developed when the NEC was in place, they include terminology and definitions from the NEC that are not contained in the NER.  

4.3 Request for submissions

The AER invites submissions on the appropriate scope and content of ring fencing guidelines, and whether a nationally consistent set of guidelines is appropriate. 

Questions on which the AER seeks views:

What matters should distribution ring-fencing guidelines address and what is the appropriate way to deal with such matters?

Are there any problems with the content of the current jurisdictional guidelines? In what ways could they be improved?

Should the AER work to develop a set of national guidelines that apply consistently across all participating jurisdictions?

If not how should the inconsistencies across jurisdictional guidelines be dealt with?

5 Industry structure issues

5.1 Historical context to development of the guidelines
Historically, the electricity supply chain was owned and operated by vertically integrated state based utilities. In the 1990s, state governments undertook reforms to structurally separate the vertically integrated utilities into generation, transmission, distribution and retail businesses. Electricity generation and retail were opened up to competition while transmission and distribution networks became regulated monopolies. Despite these reforms, ownership linkages between different sectors of the electricity supply industry remained, and at the time the jurisdictional guidelines were developed integration between distribution and retail functions existed in all jurisdictions except South Australia.    

The aim of the jurisdictional guidelines was to establish operational separation between electricity distribution and other businesses to help to ensure that price, quality and quantity of both the electricity traded in the retail market, and the physical distribution networks, was not biased by vertical integration.
 In this respect, the jurisdictional guidelines were important in minimising the cost of monopoly distribution service and enabling competition in the retail market and other contestable activities. Importantly jurisdictional guidelines were aimed at:

· Allowing new entrants in the contestable elements of the market (particularly retailing) to compete on a fair and equal basis, without fear of vertically integrated incumbents being able to gain a competitive advantage.

· Avoiding the perception of an uneven playing field that may deter the entry of potential new market participants.

· Ensuring that the monopoly elements of the market, which are subject to economic regulation, would be clearly defined.

· Avoiding the anti-competitive effects of cross-subsidies (or other unfair interactions) between contestable and non-contestable services.

· Ensuring no unfair advantage is achieved through the acquisition of information from a monopoly activity for the benefit of a contestable activity.

· Providing the regulator with sufficiently accurate information to undertake pricing reviews. 

5.1.1 Changes to the market structure
The industry context has changed substantially since jurisdictional regulators first developed the jurisdictional guidelines. Importantly, there have been a number of changes in the ownership structure of DNSPs in most of the participating jurisdictions. 

In NSW and Queensland the retail operations of a number of state-owned DNSPs have been privatised. At the time the Queensland guidelines were developed there were two state owned DNSPs (Energex and Ergon Energy). Between 2006 and 2007 the retail operations of Energex were privatised. However, Ergon Energy’s retail business which supplies rural and regional areas at regulated prices and is not permitted to compete for new customers, remains state owned.  In NSW, there were three state owned DNSPs
 at the time the NSW Guidelines were developed, all of which had subsidiary retail operations. In 2011 the retail operations of all these DNSPs were privatised, while the DNSPs themselves remain state owned. 

In 2004, when the Victorian Guidelines were developed, there were five DNSPs in Victoria,
 all of which were privately owned. Two of the DNSPs (AGL and TXU) had subsidiary retail operations. In 2006, Alinta acquired AGL’s network assets and TXU’s distribution and retail arms were sold to separate private owners. As a result there is now complete ownership separation of distribution and retail business in Victoria. 

When the Tasmanian Guidelines were developed, there was one state-owned DNSP (Aurora) with a subsidiary retail business. This state of ownership remains today, and Aurora is still involved in both retail and distribution. However, Aurora no longer has an exclusive retail franchise following the staged introduction of retail competition commencing in 2009. 

5.1.2 Emerging industry trends
It appears that there may be increasing interest amongst DNSPs to engage in generation activities to relieve network congestion (as an alternative to network augmentation), and to off-set electricity consumption through the installation and operation of small solar generators.

In March 2011, Ergon Energy applied to the AER for a waiver from the Queensland Guidelines as they applied to the photovoltaic devices it operates on its office buildings and depots, which it uses to generate electricity. Section 1(b) of the Queensland Guidelines prohibits a DNSP from carrying on a ‘related business’.
 The use of the photovoltaic devices by a distribution business is a breach of the Queensland Guidelines. Ergon Energy submitted that a waiver should be granted as the photovoltaic devices formed part of its corporate plan to improve the energy efficiency of its buildings. In May 2011, the AER granted a waiver as it was of the view that the administrative costs of compliance would outweigh any likely benefit that would arise from compliance. 

On the basis of Ergon Energy’s application, there appears to be an emerging trend for DNSPs to seek to engage in generation activities. At present, it is unclear whether DNSPs wish to generate electricity as an incidental part of their business or on a larger scale. The extent that such activity is permitted varies across jurisdictions. Some jurisdictional guidelines do not prevent DNSPs from engaging in generation activities.
 Others, however, do prohibit a DNSP from engaging in generation activities.

The market for new contestable services is evolving and this may have implications for the application and content of a revised set of ring-fencing guidelines. Areas where services may be contestable include:

· Demand side participation. Provision of demand side participation services, which are becoming increasingly diverse and innovative, are likely to be contestable with opportunities for unregulated firms.

· Domestic connections. For example, under the Accredited Service Provider scheme in NSW, services relating to domestic connections are currently contestable.

· Meter reading and installation. 

The AER needs to consider the appropriate classification of any new services in its development of the framework and approach for each distribution business. The AER anticipates that generation services (other than network support) and other network innovations would not form part of standard control services (i.e. they will be classified as unregulated or negotiated services). Ring-fencing of unregulated services is considered necessary to ensure that DNSP’s are not shifting costs between regulated and unregulated activities.
Further, to the extent that shared network assets are used to earn unregulated revenue, the AER considers that standard control service customers should be compensated. The current rules do not allow the AER to make a revenue adjustment for the use of standard control assets in the provision of other services, including unregulated services. The AER has proposed a rule change to the Australian Energy Market Commission (AEMC) that will allow the AER to include a revenue adjustment or mechanism for situations where shared assets are used for non-standard control services, including unregulated services.
 
There are a number of policy issues surrounding emerging markets for contestable services currently being considered by the AEMC in the context of demand management.
 The AER is not seeking to address these issues directly through a revised set of ring-fencing guidelines. The outcome of any rule obligations on DNSPs is unlikely to be known for sometime. Nevertheless, the emergence of contestable services will have implications for the application of ring-fencing arrangements and any revisions to the current ring-fencing guidelines should be made with these developments in mind.
5.1.3 Previous reviews of the ring-fencing guidelines

Despite these changes in industry structure there has been relatively limited review of the jurisdictional guidelines since their development. In 2003, a review of the regulatory arrangements that applied to Queensland DNSPs, including ring-fencing guidelines, was conducted by the QCA. No changes to the Queensland Guidelines were made as a result of this review. In 2007 and 2011, OTTER conducted reviews of the Tasmanian Accounting Guidelines, both of which resulted in changes to the guidelines. The currently applicable Tasmanian Accounting Guidelines were developed in March 2011. The Tasmanian Functional Guidelines have not changed since their development.

5.2 Request for submissions

The AER seeks submissions on how the current distribution ring fencing guidelines should take into account the significant changes that have taken place in the electricity supply industry since their development. 

Questions on which the AER seeks views: 

Does the current structure of the NEM mean that distribution ring-fencing guidelines are no longer necessary? 

How should distribution ring fencing guidelines be modified to account for changes in the electricity supply industry?

How should the generation of electricity by DNSPs to offset energy consumption be dealt with in any ring fencing guidelines? Should there be an exception to allow such consumption, should it be capped, or should it be prohibited?

Do the current jurisdictional ring fencing guidelines inhibit effective innovation in the market for new contestable services? If so, how could a revised set of ring fencing guidelines address this?

6 Summary and request for submissions

The AER invites submissions on the specific issues identified in this discussion paper, as well as any other matters that respondents consider relevant. Submissions can be sent to AERinquiry@aer.gov.au. Alternatively, written submission can be sent to:
Chris Pattas

General Manager, Network Operations and Development

Australian Energy Regulator 

GPO Box 520

Melbourne VIC 3001

The AER prefers to receive submissions in electronic form, either in PDF or Microsoft Word format which allows the submission text to be searched. Submissions should be received by 24 February 2012. Submissions received after this time may not be considered. 

All submissions will be considered public and posted on the AER’s website. If stakeholders wish to submit commercial-in-confidence material to the AER they should submit a public and a commercial-in-confidence version of their submission. The public version of the submission should clearly identify the commercial-in-confidence material by replacing the confidential material with an appropriate symbol or ‘[c-i-c]’.

The ‘ACCC-AER information policy: the collection, use and disclosure of information’ sets out the general policy of the Australian Competition and Consumer Commission and the AER on the collection, use and disclosure of information. A copy of the guideline can be downloaded from the AER website at www.aer.gov.au.

Consolidated list of questions:

Is ring-fencing an appropriate means of addressing the problems that vertical integration of DNSPs may give rise to? If not, what is an appropriate regulatory method?

Is a national set of Distribution Ring-Fencing Guidelines desirable under the current regulatory framework? Are the current guidelines and provisions of the CCA sufficient to deal with the issues that vertical integration poses?

Are the current enforcement mechanisms sufficient to ensure effective compliance by DNSPs with their ring-fencing obligations?

Are the existing jurisdictional guidelines still appropriate in light of recent developments in the industry structure and the regulatory framework governing DNSPs? If not, why?  

Are there matters that the Transmission Ring-Fencing Guidelines deal with that a national set of Distribution Ring-Fencing Guidelines should not?

What matters should distribution ring-fencing guidelines address and what is the appropriate way to deal with such matters?

Are there any problems with the content of the current jurisdictional guidelines? In what ways could they be improved?

Should the AER work to develop a set of national guidelines that apply consistently across all participating jurisdictions?

If not, how should the inconsistencies across jurisdictional guidelines be dealt with?

Does the current structure of the NEM mean that distribution ring-fencing guidelines are no longer necessary? 

How should distribution ring fencing guidelines be modified to account for changes in the electricity supply industry?

How should the generation of electricity by DNSPs to offset energy consumption be dealt with in any ring fencing guidelines? Should there be an exception to allow such consumption, should it be capped, or should it be prohibited?

Do the current jurisdictional ring fencing guidelines inhibit effective innovation in the market for new contestable services? If so, how could a revised set of ring fencing guidelines address this?
� 	As defined in s. 2B of the National Electricity Law (NEL). 


� 	NER, r 6.17.2(a).


� 	NER, r 6.17.2(d) and r. 6.16. 


� 	ACCC, Submission to the Productivity Commission Review of National Competition Policy Arrangements, 13 July 2004. 


� 	ESCV, Final Decision: Ring-Fencing in the Victorian Electricity Industry, October 2004.


� 	ICRC, Ring Fencing Guidelines for Gas and Electricity Network Service Operators in the ACT, November 2002, p. 3.


� 	ESCV, Final Decision: Ring-Fencing in the Victorian Electricity Industry, October 2004.


� 	NER, r. 6.17.2(a); see also National Electricity Code (NEC), clause 6.20.2(b). 


� 	NER, r. 6.17.2(b). 


� 	For the definition of ‘jurisdictional regulator’, see NER, r. 10.


� 	NEC, clause 6.20.2.


� 	See NEC, clause 6.20.2(c) and (d). 


� 	See NER, Part H. 


� 	NER, r. 6.17.1.


� 	See NER, r. 11.14.5(a), which provides that transitional guidelines are taken to have been developed by the AER. See also, Transitional National Electricity Rules, r 6.17.1(b) and (c), r 9.29.7, r 9.48.4A. 


� 	NER, r. 11.14.5(a).


� 	NER, r 11.14.5.


� 	The ‘transitional period’ commencement date is 1 January 2009. 


� 	NER , r 6.17.1.


� 	NEL, subss. 61(2)(b), (c) and (d).


� 	NEL, subs 61(3).


� 	NER, r. 6.20.1. 


� 	NER, r. 6.17.2 (c). 


� 	See Section 3.4 of the DOI Submission and 5.3 of the July NCP Submission. 


� 	Under s.7 of the NEL, the National Electricity Objective 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- 


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


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





� 	See NEL, clause 6.20.2(c) and NER, r. 6.17.2(b).


� 	ACT Guidelines, clauses 3 and 6. 


�  	Queensland Guidelines, clause 1(b).


� 	South Australian Guidelines, clause 3.1.


� 	Transmission Ring-Fencing Guidelines , clause 7.1. 


� 	ACT Guidelines , clause 3.1(d) and (e). 


�  	See Queensland Guidelines , clause 1(c) and (d).


� 	Transmission Ring-Fencing Guidelines clause 7.3.


� 	NSW Guidelines, clause 3.1. 


� 	ACT Guidelines , clause 3.1(f). 


� 	Queensland Guidelines, clause 1(e). 


� 	Transmission Ring-Fencing Guidelines , clause 7.4.


� 	See NSW Guidelines, clause 2.2 and Transmission Ring-Fencing Guidelines, clause 7.6(a). 


� 	ACT Guidelines , clause 3.1(l). 


� 	South Australian Guidelines , clause 3.2.


� 	Tasmanian Functional Guidelines, clause 4.3(a). 


� 	Victorian Guidelines , clause 3. 


� 	See ACT Guidelines, clause 3.1(s); NSW Guidelines, clause 2.1; Queensland Guidelines, clause 1(h); South Australian Guidelines, clause 3.3; Tasmanian Functional Guidelines, clause 3(a); Victorian Guidelines, clause 2.1; Transmission Ring-Fencing Guidelines , clause 7.2(b). 


� 	See ACT Guidelines, clause 3.1(m) and (q); NSW Guidelines, clause 5.2; Queensland Guidelines, clause 1(i); South Australian Guidelines, clause 3.4.1; Tasmanian Guidelines, clause 4.1; Victorian Guidelines, clauses 4.1. and 4.2; Transmission Ring-Fencing Guidelines, clause 7.7


� 	See, NSW Guidelines, part 6; South Australian Guidelines, clauses 3.5–3.7; Queensland Guidelines, clauses 21–30; Transmission Ring-Fencing Guidelines, clause 11. 


� 	Queensland Guidelines, p. 2.


� 	Queensland Guidelines, p. 8.


� 	Queensland Guidelines, p. 8.


� 	The three state owned DNSPs in NSW are Country Energy, Energy Australia and Integral Energy.


� 	The five DNSPs in Victoria were AGL, TXU, United Energy, Citipower and Powercor


� 	A ‘related business’ is defined as, ‘a business of producing, purchasing or selling electricity’; Queensland Guidelines, p. 26. 


� 	Those guidelines which do not prevent DNSPs from engaging in generation activities are the NSW, Tasmania, Victoria and South Australia guidelines.  


� 	The Queensland and ACT guidelines prohibit DNSPs from engaging in generation activities. 


� 	AER, Rule change proposal: Economic regulation of transmission and distribution network service providers - AER’s proposed changes to the National Electricity Rules, September 2011, pp. 58–61.


� 	AEMC Reviews: Power of Choice – Stage 3 DSM Review, Issues Paper, 15 July 2011 and Energy Market Arrangements for Electric and Gas Vehicles, Approach Paper, 22 September 2011. 
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