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10 December 2007

Mr Steve Edwell

Chairman

Australian Energy Regulator

GPO Box 520

Melbourne VIC 3001

Dear Mr Edwell

ACT/NSW DNSP’s DISTRIBUTION DETERMINATION 2009-14 

RELEVANT MATTERS
ETSA Utilities would like to comment on the three matters discussed in the AER’s paper regarding the ACT/NSW Distribution Determination relevant Matters.  Whilst ETSA Utilities is not directly affected by the NSW/ACT determinations, our experience with these issues may prove to be of use to the AER in finalising these transitional arrangements..  We understand that a more rigorous consultation on these matters that will affect all other distribution determinations will be conducted by the AER in 2008.

1. Demand Management Incentive Scheme
The AER has identified that the interaction between the distributor incentives contained in the revenue control and the expenditure incentives (eg efficiency carryover arrangements) need to be considered in a demand management incentive scheme.  A distributor has a natural incentive to seek out the lowest cost solution to meet customer network capacity requirements, and it may be that demand management is the least cost solution.  If the efficiency carryover arrangements are sound, then the distributor will have an equal incentive to undertake such opportunities  in each year of the Reset.  

In the absence of a capex efficiency carryover scheme, a distributor will need to consider the negative impacts of higher opex (for the DM scheme costs) on the opex efficiency carryover scheme with the limited financial benefits from reduced capex.  It would be difficult for a DM scheme to be financially attractive to a distributor unless it could be implemented in the first or perhaps second year of a Reset period.  If the future asset roll-forward uses forecast depreciation and there were no capex efficiency carryover, only a very small incentive would be available to the distributor.  
The distributor still needs to consider the firmness of capacity arrangements when such DM schemes are used.  Our network peaks occur on the summer afternoons during a heatwave when the demand for airconditioning can comprise perhaps 50% of the total demand.  This is an infrequent event, but  a few days of 40 degrees plus with an overnight minimum or two in excess of 30 degrees can create a very demanding customer.  The need for relief from the temperature extreme is very highly valued by our customers and any failure to supply at these times is examined by government, the media and the regulator in great detail.  If DM is to be a viable option, the regulatory arrangements for supply reliability at times of system peak need to be considered.
At this time, the demand management incentive schemes discussed represent at best a removal of some of the disincentives that would otherwise apply to a distributor.  The NSW D-factor simply removes the negative revenue impact that would otherwise apply to a legitimate DM program.  It is not an incentive.  In the absence of a balanced opex/capex efficiency carryover scheme, the incentives for a NSW distributor to undertake DM are limited, especially when the customer reliability issues is considered.

The benefits of a distributor’s DM program have several dimensions, all of which occur as soon as the program is initiated by the distributor.  They include:

a) a distribution benefit, which is likely to be the short-term benefit of deferring the capex upgrade of some local distribution network until local growth exceeds the opportunities for reliable customer response and the local network is reinforced.

b) A transmission benefit, which is possibly more of a medium-term benefit, where the combination of several local distribution networks’ DM allow the deferral of some transmission network capex.
c) A peaking generation benefit whereby the region’s maximum demand is reduced, so lowering electricity prices in the short-term and enabling the deferment of additional peaking plant in the medium term.

A stand-alone distributor will find it very difficult to capture the commercial benefits of the transmission and generation benefits as the DM scheme has to operate at peak times to deliver the local distribution capacity.  The DM scheme cannot be withdrawn to enable a commercial value to be obtained when it is reinstated.  So, the implementation of a DM scheme has an effect on upstream markets to the benefit of customers for which the distributor is currently not rewarded.  A true DM incentive scheme would recognise these benefits.  ETSA Utilities proposes to explore this issue in more detail when DM incentive schemes are consulted on again in 2008.

For the ACT/NSW transition arrangements, ETSA Utilities proposes that the minimum position that should be taken by the AER is 

a) the removal of any revenue disincentives to the distributor from the implementation of a DM scheme;

b) appropriate treatment of any customer service reliability issues that arise from a DM scheme; and

c) the inclusion of a DM trial fund to enable possible technologies and solutions to be developed
Ideally, we recommend that the AER should also consider

a) the appropriate combination of expenditure efficiency carryover incentives to promote DM (including the opex/capex tradeoff), and
b) the inclusion of stronger distributor incentives for DM that incorporate a fair proportion of the transmission and peaking generation benefits delivered by that DM scheme.

2. Alternate Control Service Control Mechanisms

Distributors provide a wider range of services to customers than transmission businesses, with many of these having a low value but of benefit to a specific customer (eg relocating a part of the distribution system).  As a result, whilst current regulatory arrangements have incorporated a building block approach to ‘prescribed’, a light-handed fair and reasonable approach has been used for each individual service ‘excluded’.  In South Australia, the fair and reasonable approach has included a second arm whereby the margin on all such activities combined cannot exceed 10% of costs.  Under the proposed NER, such arrangements are possible but there seems to be an emphasis on perhaps mirroring the more heavy-handed approach (building blocks) used in direct control services.  
Given the monopoly nature of so many of a distributor’s services, some form of regulatory control is required.  However, both the volume and scope of so many of these services is unknown at any point in time (let alone when preparing a Reset submission).  Designing any form of price and/or revenue control for such services is impossible.  ETSA Utilities has over $60M pa in customer connection work that is subject to a fair and reasonable control, along with about $7M pa in relocating assets for customers and $3M in repairing assets damaged by customers.  A fair and reasonable approach is the most appropriate regulation for such services.  It requires prices (and pricing processes) to be reviewed by management periodically, for overall financial performance on alternate control services to be overseen by the AER through the regulatory accounts and incorporates a review option available for customers through the AER for those (few) situations involving a dispute.
ETSA Utilities would suggest that if a service really requires a detailed building block analysis for the Reset period, then a better solution is to create another direct control service rather than converting alternate control into a heavy-handed regulation tool.

3. Determining Materiality for Pass-Through Events

ETSA Utilities considers that, in the event a materiality threshold is required, the % of income is an inappropriate measure.  This measure reflects the impact on customer prices when the nature of a pass-through event should be about a distributor’s viability.  A better measure would be % of EBIT (probably similar to the level of annual opex).  By example, a 1% of revenue threshold sounds small, but equates to perhaps 4% of the distributor’s EBIT which is significant.
Some pass-through items are determined by the Reset decision.  Currently, ETSA Utilities has a pass-through for all sub-transmission undergrounding work (as the Reset assumed such works would occur at the minimum cost, ie overhead).  It would be inconsistent and unreasonable to put in place such Reset arrangements and then disallow a pass-through on the grounds that a threshold has not been reached.  Perhaps such smaller items could be incorporated into an annual submission in conjunction with the annual price aapproval, if the NER pass-through rules allowed such an approach.  The current 90 day time constraint in the NER will require either a much smaller threshold to apply in such situations, or some alternate mechanism that enables smaller, incremental items to be accumulated into an annual submission.
If a materiality threshold must be introduced, ETSA Utilities would argue that the threshold would be a maximum of 2% of a single year’s EBIT (or 0.5% of a single year’s revenue).  The threshold would be breached if the revenue (including efficiency carryover effects) in subsequent years that would otherwise be lost to a distributor if the pass-through were disallowed exceeded this single year amount.  This would be separate from any incremental matter specifically identified in the current regulatory determination.
Please contact me on (08) 8404 5854 if you wish to discuss our submission.  Alternately, contact James Bennett (Manager Regulation) on (08) 8404 5261.

Yours truly, sincerely

Lewis Owens

CHIEF EXECUTIVE OFFICER

