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Attention: Andrew Ley

Dear Chris
RE Draft 2015 Annual Benchmarking Report for distribution network service providers

Thank you for the opportunity to comment on the draft 2015 Annual Benchmarking Report
for electricity distribution network service providers. The availability of better information
about the relative performance of regulated networks is a potentially useful tool for
stakeholders, including consumers, wanting to engage in the regulatory process.
TasNetworks is supportive of the use of benchmarking as a basic measure of productivity
and efficiency and is keen to work with the Australian Energy Regulator (AER) to improve the
effectiveness of its benchmarking, for the benefit of all stakeholders.

With that in mind, we are concerned that the metrics presented in the draft benchmarking
report for 2015 present an assessment of TasNetworks which is not consistently
representative of the business’ performance. This has the potential to lead TasNetworks’
stakeholders to draw inappropriate conclusions about TasNetworks’ efficiency, which may
cause them to approach their assessment of TasNetworks’ upcoming regulatory proposal for
its distribution network with inaccurate preconceptions about TasNetworks’” performance.

Our concerns centre on the derivation of the Multilateral Total Factor Productivity (MTFP)
measure and the Partial Factor Productivity for capital, which in the draft report imply that
TasNetworks is the least productive distribution network service provider (DNSP) in the
National Electricity Market (NEM). This is at odds with other productivity and efficiency
scores previously calculated for TasNetworks by the AER and its consultants, Economic
Insights, as well as the findings of independent benchmarking commissioned by
TasNetworks.

To illustrate, in 2014 TasNetworks’ operating expenditure (Opex) on its distribution network
was assessed as being close to the efficiency frontier adopted by the AER for the purposes of
its revenue determinations for DNSPs in New South Wales and the Australian Capital
Territory. TasNetworks’ raw Opex efficiency score saw it rated as the sixth most efficient
DNSP in the NEM, based on eight years’ worth of data to 2012-13.
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TasNetworks recently applied the same Stochastic Frontier Analysis methodology favoured
by the AER for the assessment of Opex efficiency to an analysis of its total expenditure.
Using the same data that informed the Economic Benchmarking Assessment of Operating
Expenditure for NSW and ACT Electricity DNSPs undertaken by Economic Insights in
November 2014, TasNetworks’ raw efficiency score improved by ten percentage points.
With both capital and operating expenditure taken into account, TasNetworks was elevated
to a ranking as the fourth most efficient DNSP.

Even the initial MTFP modelling undertaken in July 2014 by Economic Insights on behalf of
the AER rated TasNetworks as the seventh most productive DNSP. This contrasts starkly
with the MTFP measures for TasNetworks which appear in the 2014 Annual Benchmarking
Report and the draft 2015 Annual Benchmarking Report.

The decline in TasNetworks’ capital partial factor productivity (PFP) over recent years also
appears inconsistent with the decrease in TasNetworks’ capital expenditure since 2010. The
apparent disconnect between a PFP derived using proxies for capital expenditure and the
capital expenditure actually incurred by the businesses raises questions about the validity of
using the capital PFP to make inferences about the efficiency of TasNetworks’ capex.

TasNetworks has invested considerable effort in understanding the causes of these
contradictory results. That investigation has shown that TasNetworks’ poor MTFP and
capital PFP scores are largely attributable to the inability of the AER’s modelling to properly
take into account the impact that the quantum, location and density of demand in
Tasmania’s rural areas have on several key network inputs which inform the AER’s
calculations, namely overhead lines and transformer capacity.

Overhead lines

The MTFP measure for DNSPs includes six inputs, two of which relate to the overhead lines
used by each DNSP to connect its customers, with MVAkms being used as a proxy for the
quantity of assets employed. In the current iteration of the MTFP model, overhead lines are
divided between subtransmission and distribution lines on the basis of their voltage. This
was not always the case, however, with a change having occurred in the benchmarking
model’s specification between Economic Insights advising the AER of its preferred model in
July 2014 and the release of the inaugural Annual Benchmarking Report in November 2014.

TasNetworks has previously raised this issue with the AER in a letter to the AER’s General
Manager of Networks (Investment and Pricing}, Chris Pattas, sent on 28 August 2015. But, in
summary, it appears that the change in the treatment of overhead lines {and to a lesser
extent underground cables) as an input to the model has inadvertently created a bias which
materially disadvantages TasNetworks and significantly lowers its MTFP score. The decision
by the AER to delineate between subtransmission and distribution lines, using a voltage of
33kV as the demarcation point, means the MTFP model effectively penalises TasNetworks
for operating a network almost totally comprised of lines with a capacity of less than 33kV,
and a network with little in the way of subtransmission.

TasNetworks has tested the MTFP model’s sensitivity to network composition, by applying
the split between distribution and subtransmission lines from other Australian distribution
networks to TasNetworks’ overhead lines as an input to the MTFP model. Changing this one
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variable sees TasNetworks’ 2014 ranking improve from least productive to as high as fourth,
depending on the DNSP selected.

The sensitivity of TasNetworks” MTFP score to a different model specification and to
different network compositions demonstrates why great caution needs to be exercised
when interpreting and publishing raw benchmarking scores. As things stand, the MTFP score
for TasNetworks in the draft report is not only misleading, but largely meaningless, in terms
of its ability to promote greater productivity on the part of TasNetworks.

Network voltages within an established service area are typically a legacy issue over which a
DNSP has little control, and the specification of Tasmania’s distribution network is a product
of historically lower load density than is encountered elsewhere within the country. Given
the impact that TasNetworks’ low network voltages have on its MTFP score, there is no
course of action available to TasNetworks that would lift its MTFP score close to the
productivity frontier, without also upgrading much of its network to 33kV lines, something
for which there is no operational or commercial imperative.

It is also important to note that voltage is not always a reliable indicator of function.
TasNetworks’ only subtransmission lines operate at 33kV, for example, and we even have
some 22kV feeders effectively performing a subtransmission function. Yet, there are many
instances where 33kV and even 66kV lines perform distribution functions in other networks.

Transformer capacity

Transformer capacity has also had a material negative impact on TasNetworks’ MTFP score,
as well as its partial factor productivity of capital because the low levels of customer and
load density in TasNetworks’ largely rural service area gives rise to a transformer related
operating environment factor {OEF) which is not captured by the AER’s models.

Like other predominantly rural networks, TasNetworks has a significant number of
transformers located on rural feeders which are underutilised in terms of their capacity. On
average, transformers on TasNetworks’ long rural feeders serve only 3.5 customers each,
compared to 41 customers for transformers on urban feeders, and there are nearly 3,500
transformers on long rural feeders which serve only a single customer. Many transformers
in rural settings also have to be over-sized in order to accommodate start-up currents on
motors in installations such as dairies, irrigation pumps and sawmills.

Even though TasNetworks will have installed the smallest transformer available in most
instances, the use of minimum specification transformers, combined with a range of
standardised sizes selected for reasons of economy and efficiency, results in low levels of
transformer capacity utilisation on rural feeders. Over 96 per cent of TasNetworks’
transformers on long rural feeders are operating at less than 20 per cent of their capacity,
while 88 per cent of transformers on short rural feeders are running at below 40 per cent of
capacity.

Using conservative estimates of the transformer capacity on rural feeders which is not being
utilised due to the aforementioned considerations, TasNetworks’ transformation capacity as
a capital input into the MTFP model is potentially overstated by as much as 44 per cent
(approximately 1,875 MVA). As a result TasNetworks appears much less efficient in terms of
its raw MTFP and capital PFP scores than it arguably is, at least in comparison with
exclusively urban networks.
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However, the AER’s benchmarking model is penalising TasNetworks for providing a least cost
customer solution by installing a single small, standardised transformer when meeting its
obligation to provide network services to customers. While it is true that TasNetworks
requires more transformer capacity to produce the outputs taken into account by the AER’s
benchmarking, this should not be interpreted as inefficiency, because it is the result of the
environment within which TasNetworks operates in and the fact that the model doesn’t
recognise the obligation to provide network services as an output and a significant driver of
costs. This issue also suggests that the use of ratcheted peak demand as an output may not
be a good proxy for system capacity, given the apparent disconnect between TasNetworks’
transformer capacity as an input and demand as an output.

The lack of load in rural areas also means that there is inherent redundancy (over capacity)
included in TasNetworks’ MVAkms measurement, which means that TasNetworks will look
less productive than it actually is on any output per MVAkms metric, even though this is the
result of customer location rather than any inefficiency on TasNetworks’ part.

To demonstrate the impact that unutilised transformer capacity has on TasNetworks’ MTFP
score, if this spare capacity is removed from the transformer capacity that informs the MTFP
model, TasNetworks’ raw MTFP score for 2014 increases from 0.840 to 0.973. Similarly,
TasNetworks’ capital PFP improves from 0.656 to 0.828 once allowance is made for this
unavoidable extra capacity.

TasNetworks contends that it would be appropriate to adjust the data for all rural DNSPs to
negate the impact that apparent excess transformer capacity has on their MTFP and capital
PFP scores. Another option may be to distinguish between rural and urban transformers in
the model, or on the basis of feeder type, in the same way that the model recognises
subtransmission and distribution [ines separately, notwithstanding the issues that appear to
exist with the current execution of this approach. At the least, the fact that the MTFP model
does not take into account this significant OEF should be acknowledged in the final
benchmarking report, along with the materiality of its impact.

In conclusion, it is vital that the AER include more analysis of the metrics in the 2015 Annual
Benchmarking Report than appeared in the 2014 report, including explanations of any
outlying results or issues with the model. To simply interpret a low MTFP score as being
evidence of inefficiency on the part of TasNetworks, for example, as was the case in the
2014 Annual Benchmarking Report, would represent a failure to consider the bias in the
current MTFP model against a network with an atypical, if not unique composition.

The 2015 Annual Benchmarking Reports will be the last released before TasNetworks lodges
its next regulatory proposal for its distribution network in early 2016. It is of considerable
importance to TasNetworks, therefore, that the reports, in particular the report relating to
distribution networks, accurately portray TasNetworks’ performance, if the report is to in
any way inform the AER’s deliberations.

To that end, in Attachment A to this letter, TasNetworks has also provided feedback
regarding a number of observations and assumptions made by the AER in the draft report
which are either potentially misleading or prevent stakeholders from gaining meaningful
insights into the respective performances of the DNSPs regulated by the AER.
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TasNetworks recognises that benchmarking such complex and diverse businesses is a
difficult and complicated task and acknowledges that the use of benchmarking in the
Australian electricity supply industry is still in its infancy. Recognising the importance of the
upcoming revenue determination to TasNetworks’ and the community that it serves, we
would welcome the opportunity to meet with representatives of the AER to discuss the
issues raised in this submission and work towards a mutually acceptable resolution.

Once again, | thank you for the opportunity to comment on the AER’s draft 2015 Annual
Benchmarking Report for distribution network service providers. To discuss the views
expressed in this submission and opportunities for collaboration between TasNetworks and
the AER, please contact Kirstan Wilding, Leader Regulation, on 0416221274 or at
Kirstan.Wilding@tasnetworks.com.au.

Yours sincerely

Lo Hepuer

Ben Wagner
Acting General Manager Strategy & Stakeholder Relations
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