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Summary of draft statement of principles for
the regulation of transmission revenues

Summary

On 27 May 1999 the Australian
Competition and Consumer
Commission released its Draft
Statement of Principles for the
Regulation of Transmission Revenues
(Draft Regulatory Principles).  This set
out the Commission’s proposed
framework for the regulation of
electricity transmission revenues, as
required under Chapter 6 of the
National Electricity Code.

Interested parties are invited to respond
to the Draft Regulation Principles
before 30 July 1999.  The Commission
will consider any issues raised
regarding the Draft Regulatory
Principles and will publish a final
document later in the year.

Key aspects of the proposed regulatory
framework include:

n a building block approach (based on
forecasts of the cost of service) to
determine the revenue cap;

n a nominal post tax framework,
where taxes are part of the cost of
service;

n inflation protection provided via
CPI-X adjustment of the revenue
cap;

n use of the depreciated optimised
replacement cost (DORC) asset

valuation methodology to set a cap
on the valuation of the asset base;

n only prudent capital expenditures to
be added to the regulatory asset
base;

n a depreciation profile designed to
replicate the outcomes of a
contestable market;

n a glide path for one regulatory
period beyond the regulatory period
in which the efficiency gains
accrued, to be considered for certain
elements of the building block;
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n each transmission network service
provider to propose a single set of
service standards, and benchmarks
for each standard;

n the Commission’s information
gathering powers to be used to
develop a realistic understanding of
the transmission network business;

n a five yearly review period;

n a competitive tender process to
determine the maximum allowed
revenue for a new interconnector
under certain conditions; and

n transmission ring fencing guidelines
adapted from the National Gas
Access Code ring fencing
arrangements will apply.

This paper presents an overview of the
main issues contained in the Draft
Regulatory Principles.  Copies of the
Draft Regulatory Principles and the
Supplementary Working Papers can be
found on the Commission’s website at
http://www.accc.gov.au (under
Electricity).  Alternatively, copies are
available from the Commission upon
request.

Abbreviations

AASB Australian Accounting
Standards Board

CAPM capital asset pricing
model

COAG Council of Australian
Governments

Commission Australian Competition
and Consumer
Commission

CPI consumer price index

DEA data envelope analysis

DORC depreciated optimised
replacement cost of an
asset

Draft Commission’s Draft

Regulatory
Principles

Statement of Principles
for the Regulation of
Transmission Revenues

FERC US Federal Energy
Regulatory
Commission

MAR Maximum allowed
revenue

National Gas
Access Code

National Third Party
Access Code for
Natural Gas Pipeline
Systems

NEC National Electricity
Code

NEM National Electricity
Market

NEMMCO National Electricity
Market Management
Company

ODV optimised deprival
value of an asset

ORC optimised replacement
cost of an asset

ORG Office of the Regulator-
General, Victoria

Regulatory
Principles

Commission’s
Statement of Principles
for the Regulation of
Transmission Revenues

SNNS Specification and
Negotiation of Network
Services

TFP total factor productivity

TNSP transmission network
service providers /
owners

TPA Trade Practices Act
1974

WACC weighted average cost
of capital
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1. Commission’s role as
regulator of transmission
revenues

In a process coordinated through the
Council of Australian Governments
(COAG), the relevant jurisdictions
(New South Wales, Victoria,
Queensland, South Australia and the
Australian Capital Territory) have
created a National Electricity Market
(NEM) in southern and eastern
Australia.  The NEM commenced on 13
December 1998, establishing a single
wholesale market for electricity and an
access regime for the transmission and
distribution networks in participating
jurisdictions.  The arrangements for the
operation of the NEM are set out in the
National Electricity Code (NEC).

In general, the electricity reforms which
culminated in the commencement of the
NEM have sought to create an
environment in which the contestable
parts of the industry are exposed to
competition in order to improve the
efficiency of production and resource
allocation, investment decisions and to
minimise costs.  However, those
elements of the electricity industry that
are not currently susceptible to
competitive pressures, such as elements
of transmission and distribution
network service provision, are instead
subject to regulatory supervision.  This
regulatory supervision is directed at
facilitating competition in upstream and
downstream markets, in part through
eliminating monopoly rent taking by
transmission network service
providers/owners (TNSPs).

The NEC envisages that the
Commission will develop a set of
guidelines outlining how it will exercise
its power to regulate transmission
revenues.  This Draft Statement of
Principles for the Regulation of

Transmission Revenues (Draft
Regulatory Principles) is issued in
response to this provision of the NEC.

The Australian Competition and
Consumer Commission will assume
responsibility for the regulation of
transmission revenues in the NEM,
progressively, with effect from 1 July
1999.  Consistent regulation of
transmission networks across all
jurisdicates, according to the provisions
of the NEC and the framework set out
in the Statement of Principles for the
Regulation of Transmission Revenues
(Regulatory Principles) finally adopted
will occur from 1 January 2003.1

(Endnotes at back of paper.)

In developing the Draft Regulatory
Principles, the Commission has drawn
heavily upon the principles and
objectives outlined in clause 6.2 of the
NEC, which are reproduced in Box 1 on
page 4.

In formulating the Draft Regulatory
Principles, the Commission has also
been directed by the following
principles of best practice regulation.
The Commission believes that:

n effective communication and
consultation should take place
between the regulator and all
stakeholders, so as to encourage
transparent decision making
processes;

n the regulatory process should be
predictable, so that regulated
businesses can feel confident that
consistent, well defined decision
making criteria will be adopted by
the regulator;
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Box 1. Objectives and principles of the transmission revenue regulatory regime

The NEC establishes that:

1. the transmission pricing regulatory regime must achieve outcomes which:

a) are efficient and cost effective;

b) are incentive based, including the sharing of efficiency gains between network users and
owners as well as the provision of a reasonable rate of return (without monopoly rents) to
network owners;

c) foster efficient investment, operation, maintenance and use of network assets;

d) recognise pre-existing government policies on asset values, revenue paths and prices;

e) promote competition; and

f) are reasonably accountable, transparent and consistent over time;

2. the regulation of aggregate revenue of transmission networks must:

a) be consistent with the regulatory objectives (see 1 above);

b) address monopoly pricing concerns, wherever possible, through the competitive supply of
network services but otherwise through a revenue cap;

c) promote efficiency gains and a reasonable balance between supply and demand side
options;

d) promote a reasonable rate of return to network owners on an efficient asset base where:

i) the value of new assets are consistent with take-or-pay contracts or NEMMCO
augmentation determinations;

ii) the value of existing assets are determined by jurisdictional regulators and must be
lower than their deprival value; and

iii) any asset revaluations undertaken by the Commission are consistent with COAG
decisions;

3. the form of the economic regulation shall:

a) be a revenue cap with a CPI-X incentive mechanism, or some other incentive based variant,
for each network owner;

b) have a regulatory control period of at least five years;

c) take into account expected demand growth, service standards, weighted average cost of
capital, potential efficiency gains, a fair and reasonable risk adjusted return on efficient
investment and ongoing commercial viability of the transmission industry; and

d) only apply to those assets the Commission does not expect to be offered on a contestable
basis;

4. the TNSPs must provide the Commission with annual financial statements, and other
information as required, so the Commission can monitor compliance with the revenue cap and
assess cost allocation.

Source:  National Electricity Code, Version 1.0, 1998, clauses 6.2.2 – 6.2.5.
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n the regulatory process should be
flexible, to allow for the regulatory
approach to evolve over time in
response to new developments and
innovations; and

n as the regulatory regime should be
effective and efficient, it will need
to assess the cost effectiveness of
the proposed regime and alternative
regulatory options.

As the regulator of transmission
revenues, the Commission is committed
to consistency in its decision making
across and within industries, unless
there are compelling arguments for
pursuing different approaches.
However, it recognises that tradeoffs
may need to be made between
providing regulatory certainty and
working with the flexibility required to
deliver the best regulatory outcomes.
The Commission will need to balance
the interests of customers and investors,
service standards and price, and the
need to provide incentives for long term
efficient investment and the desirability
of setting prices which track efficient
costs as closely as possible.

The Commission is also conscious of
the need to develop a consistent
national regulatory framework.
Important sources that have guided the
Commission in preparing the Draft
Regulatory Principles include its
experience in the electricity, gas and
telecommunications industries.  The
Draft Regulatory Principles also take
into consideration submissions from
interested parties made in response to
the Regulation of Transmission
Revenues Issues Paper, May 1998.

The Draft Regulatory Principles
indicate to interested parties the
Commission’s position on the issues to
be addressed in the regulatory process.
They are statements of the

Commission’s intent with regard to
regulation of each TNSP’s revenue cap,
as required by the NEC.  It is not
intended that the Regulatory Principles
finally adopted be legally binding and it
must be accepted that, in line with
achieving best practice regulation, the
Commission’s position on some issues
is not final.  Further, as other regulators
develop and implement alternative
regulatory models, both in Australia
and overseas, the Commission may
choose to modify its approach.  Hence,
it is envisaged that the Regulatory
Principles will continue to evolve in
response to improvements in regulatory
models worldwide.

Changes to the Regulatory Principles,
however, will not be implemented
without undertaking a public
consultation process.

Proposed statement – S1.1

The Commission will adopt the
following principles of best practice
regulation:

n communication and consultation;

n predictability;

n flexibility; and

n effectiveness and efficiency.

The Commission notes that these
principles may at times conflict and
recognises that they do not provide a
quantitative yardstick against which to
measure performance.

Proposed statement – S1.2

The Regulatory Principles are not
legally binding.  Despite this the
Commission will endeavour to conform
to the intentions stated therein.
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Proposed statement – S1.3

When reviewing and updating its
regulatory framework, the Commission
will implement a process similar to that
set out in Chapter 2 of the Draft
Regulatory Principles.

2. The decision making process

The procedures to be adopted by the
Commission for the establishment of
the revenue constraints imposed on a
TNSP comprises a number of stages.
The Commission will endeavour to
make a final decision on a revenue cap
within six months of an acceptable
application being approved and lodged.

The Commission will use a transparent
and open process in the determination
of revenue caps for TNSPs similar to
that in the National Gas Access Code
and TPA authorisation procedures.  The
regulatory process proposed by the
Commission conforms to the
requirements of the NEC and is
designed to foster the principles of best
regulatory practice.

Proposed statement — S2.1

The application

The TNSP must submit an application
to the Commission at least eight months
prior to the expiry of the current
regulatory period.

The application must comply with the
information requirements set out in
Chapter 10.  That is, it must be
accompanied by sufficient information
to support the maximum allowed
revenue (MAR) which is to apply over

the forthcoming regulatory period.  The
information provided to the regulator
must also include copies of any
computer models embodying the
relevant calculations.

The Commission will take up to 15
working days to review the application
to ensure that it complies with the
information requirements set out in
Chapter 10.  If it is not satisfied, the
Commission will provide written notice
to the TNSP that the application is
unsatisfactory and has not been
accepted as an application.  The TNSP
must resubmit the application
addressing the issues outlined in the
notice.

Once satisfied that the application has
sufficient information to proceed, the
Commission will publish a notice in a
national daily newspaper which:

n describes the TNSP to which the
application applies;

n states how copies of the non-
confidential parts of the application
may be obtained; and

n requests submissions by a date
specified in the notice.

The commencement of the
Commission’s assessment of the
application will be effective from the
date of publication of the notice.

The Commission will call for
submissions to be submitted within a
reasonable period of time, usually
within four weeks from the publication
of the notice.

Absent any claim of confidentiality, all
submissions and relevant documents
will be placed on a public register.
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Proposed statement — S2.2

Assessment of the application by the
Commission and draft decision

The Commission will assess the
application against the objectives set
out in clause 6.2.2 of the NEC and the
principles of best practice regulation:
communication and consultation,
predictability, while noting the need to
maintain flexibility.

As a procedural matter and as required
by clause 6.2.6 of the NEC, the
Commission will publish full and
reasonable details of the basis and
rationale for the decision, including but
not limited to:

n reasonable details of qualitative and
quantitative methodologies applied
including any calculations and
formulae;

n the values adopted for each of the
input variables in any calculations
and formulae, including a full
description of the rationale for
adoption of those values;

n reasonable details of other
assumptions made in the conduct of
all material qualitative and
quantitative analyses undertaken in
relation to the setting of a revenue
cap or related matter; and

n full reasons for all material
judgements and qualitative
decisions made and options
considered, and all discretions
exercised which have a material
bearing on the outcome of the
Commission’s overall decisions.

The assessment will also consider
whether the application meets all
information requirements as set out in
Chapter 10, and if appropriate provide
interested parties with the opportunity

to comment upon information
adequacy.

The methodology and underlying
framework for the Commission’s
assessment is outlined in the following
chapters of the Draft Regulatory
Principles.

Proposed statement — S2.3

Pre-decision conference

Any interested party who wishes to
comment on the Commission’s draft
decision may request a pre-decision
conference within two weeks of its
release.  A pre-decision conference, if
requested, will be held within one
month of the request date.

Interested parties may make
submissions following the release of the
draft decision and the pre-decision
conference.  Submissions must be
provided within four weeks of the
release of the draft decision or, if a pre-
decision conference is held, two weeks
after the conference.

Proposed statement — S2.4

Final decision

The Commission will reconsider the
application — taking into account the
additional information presented at the
pre-decision conference and any
submissions made following the release
of the draft decision and publish a final
decision on the application.

The final decision will also satisfy the
procedural matters set out in proposed
statement S2.2 above.
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Proposed statement — S2.5

Period of assessment

The Commission will take up to six
months after an application has been
accepted to issue a final decision.

The Commission, by notification, may
increase this period by up to two
months on one or more occasions.

The TNSP may also seek an extension
of the period for review once an
application has been lodged for periods
of up to two months on one or more
occasions, provided it has sought the
Commission’s agreement.  The TNSP,
in conjunction with the Commission,
will give notice of the decision to
increase the period.

3. Form of transmission revenue
regulation

The NEC outlines the general principles
and objectives for the transmission
revenue regulatory regime to be applied
by the Commission.  It also allows the
Commission the flexibility to use
alternate methodologies, providing they
are consistent with the NEC’s
‘objectives, principles, broad forms and
mechanisms, and information
disclosure requirements’.  For example,
the NEC requires the Commission to set
a revenue cap for TNSPs, that is to
determine the maximum allowable
revenue (MAR) they can earn.
However, if the Commission considers
that there is sufficient competition to
warrant a more light handed regulatory
approach it may determine and apply
such an approach.

In assuming its role as the national
regulator of transmission revenue in the
NEM, the Commission’s aim is to
adopt a regulatory process which

eliminates monopoly pricing, provides
a fair return to network owners, and
creates incentives for managers to
pursue ongoing efficiency gains
through cost reductions.  The
Commission is aware of the need in
achieving these aims to ensure that
compliance costs are minimised and
that the regulatory process is objective,
transparent and as light handed as
possible.

In setting up a framework for
transmission revenue regulation the
Commission has been acutely conscious
of the deficiencies of existing regimes.
In its final decision on the Victorian
Gas Access Arrangements, the
Commission made a commitment to
address the issues of concern raised in
the context of that decision within the
Draft Regulatory Principles.2  The
Commission has therefore used the
Draft Regulatory Principles as an
opportunity to propose a regulatory
framework which, while building on the
experience of existing regimes, avoids
some of the major regulatory problems
associated with those regimes.

The transmission regulation framework
outlined in the Draft Regulatory
Principles is a building block approach
based on forecasts of the cost of service
over the regulatory period.  The
building block approach calculates the
MAR as the sum of the return on
capital, the return of capital, and
operating and maintenance expenditure,
that is:

MAR = return on capital + return
of capital + O&M

MAR = (WACC * WDV) + D +
O&M

where WACC = weighted
average cost of capital;
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WDV = written down
(depreciated) value of the
asset base;

D = depreciation

allowance; and

O&M = operating and
maintenance expenditure
(including administrative
costs).

While the assessment of operating and
maintenance expenditures is relatively
straightforward, assessment of the other
elements is not.  Determining these
elements of the accrual building block
raises significant issues with respect to
providing TNSPs with a fair and
reasonable return while at the same
time promoting economic efficiency
and an objective, transparent regulatory
process.

Each of these elements of the accrual
building block and the issues that it
raises are discussed in the sections
below.  The regulatory framework
adopted is studied in greater detail in
Chapters 3-7 of the Draft Regulatory
Principles.  This overview also
discusses the position the Commission
has adopted in the Draft Regulatory
Principles on other elements important
to the regulatory process, such as
service standards, information
requirements, the regulatory period, the
treatment of new interconnectors, and
ring fencing.

4. Asset valuation

Under the building block approach, the
value of fixed assets is fundamental to
the calculation of the allowance for
both the return on capital and return of
capital and will flow directly through to
the MAR and therefore transmission
network prices.

While there is a wide range of asset
valuation methodologies, there is no
single approach that is appropriate in all
circumstances.  It is also true that
questions of equity connected with the
past pricing of services to users can be
important considerations.  Such issues
were thoroughly discussed in
connection with the Victorian Gas
Access Arrangements Decision.

Except for asset values set for the first
regulatory review, the NEC provides
that existing and new assets can be
revalued, on a basis to be determined by
the Commission.  Nevertheless, the
Commission does not have unlimited
discretion in choosing an asset
valuation methodology, as the NEC
requires it to give consideration to the
Optimised Deprival Value (ODV)
methodology.3  In the Draft Regulatory
Principles the Commission considers
that, given the circularity that would be
associated with any deprival value
assessment, a DORC valuation should
be adopted for any initial valuation.
The DORC of a network is the sum of
the depreciated cost of assets that would
be used if the system were notionally
reconfigured so as to minimise the
forward looking costs of service
delivery.

In the Draft Regulatory Principles, the
Commission has adopted the DORC
valuation methodology as the approach
it will use to set the cap on the
valuation of the asset base.  The
Commission considers that a well
defined DORC approach has some
significant advantages as a valuation
methodology on economic efficiency
grounds.

First, regulators often look to
competitive or contestable markets for
guidance on efficient decision rules for
regulating natural monopoly markets.
Such comparisons can provide a
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number of guiding principles for a
range of complex regulatory problems.

Second, the maintenance of revenue
streams over time at a level that is
consistent with a DORC asset valuation
will minimise the likelihood of
significant shocks to tariffs as the
replacement of assets becomes
necessary.  As the existing assets will
dominate the capital base and therefore
tariffs for a number of years, this
objective of minimising shocks to
tariffs can be achieved only if the
existing assets are valued at or close to
DORC.

Thirdly, any value that is in excess of
DORC is likely to imply pricing of
services that will expose the service
provider to being by-passed.  While the
significant entry and exit costs that
characterise electricity transmission
make large-scale duplication of the
existing system unlikely, by-pass may
be feasible at the edges of the network.
In such circumstances, some of the cost
that gave rise to the by-pass will
inevitably be absorbed by the remaining
customers who do not have by-pass
options.

The Commission will undertake DORC
valuations in a consistent manner.  To
this end, the Commission will be
releasing a guideline on its approach to
DORC valuations before the end of
2002.

Given that the NEC requires the
Commission to consider ODV, service
providers will be given the opportunity
to identify at the start of each regulatory
review those assets that are subject to
by-pass risk and to nominate a more
appropriate asset base valuation.  If a
DORC is used and assets are stranded,
they will be optimised out of the
regulatory asset base without any return
of investment to the network.
However, assets that have been

identified by the service provider as at
risk of by-pass will be subject to
accelerated depreciation prior to
removal from the regulated asset base.
The Commission may also write down
part of the transmission system below
DORC in recognition of evidence
suggesting that the regulatory asset base
valuation currently exceeds the ODV of
the system.

Concerning asset base roll forward, the
approach adopted in the Draft
Regulatory Principles provides that
only capital expenditures deemed to be
prudent may be added to the regulatory
asset base.  Clearly if the full amount of
the investment is not required and is not
prudent, the regulator should not add
the full cost to the regulatory asset base.
Where additional capability/capacity is
included to allow for demand growth,
some overbuilding may be considered
prudent given the quantum nature of
expansion and scope for economies of
scale.  Where there is doubt that any
overbuilding is prudent, a lesser amount
will be added to the regulatory asset
base corresponding to what would be
considered clearly identifiable demand
(including a margin sufficient to satisfy
normal redundancy or safety
requirements).  In most cases, the bulk
of expenditures will be included
because economies of scale would
mean that a smaller capacity addition to
infrastructure would be at a higher unit
cost.  This approach parallels that
outlined in the National Gas Access
Code.

Additions to the regulatory asset base
will be timed to occur when the asset
becomes operational.  However, where
construction times are protracted, the
amount added to the regulatory asset
base may be increased by an amount
equivalent to the return that would be
achieved on funds employed during
construction.
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Proposed statement — S4.1

In accordance with clause 6.2.3 of the
NEC, the Commission will take the
opening asset value for each TNSP as
that determined by the jurisdictional
regulator or consistent with the
regulatory asset base established in the
participating jurisdiction provided that
the value of these existing assets does
not exceed the deprival value of the
assets.  The Commission may require
the opening asset values to be
independently verified through a
process agreed to by the National
Competition Commission (clause
6.2.3(d)(4)(iii)).

Subject to clauses 6.2.3(d)(4)(i) and (ii)
of the NEC any subsequent revaluation
of any new assets and any subsequent
revaluation of assets existing and
generally in service on 1 July 1999 may
be undertaken by the Commission
having regard to the elements set out in
6.2.3(d)(4)(iv)(A)-(C) of the NEC.

Proposed statement — S4.2

For future periods, prior to the
commencement of a regulatory review
the Commission may notify the TNSP
that its asset base is to be revalued.  As
a basis for revaluation the Commission
will conduct a DORC valuation to
establish the maximum value of the
asset base.

Revaluations and resets will be
conducted according to a pre-disclosed
DORC guideline.  This guideline will
be developed by the Commission prior
to 31 December 2002.  The guideline
will include a treatment of easements
where the change in the value of
easements is reflected in depreciation.

Should the Commission conduct an
asset revaluation it will produce a

report.  The report, as a minimum, will
show the derivation of the valuation and
the assumptions made.

Proposed statement — S4.3

The Commission’s valuation may
include a write down of part of the
system below DORC in recognition of
evidence suggesting that the regulatory
asset base valuation currently exceeds
the ODV of the system.

Proposed statement — S4.4

The service provider may decide to
suggest an ODV valuation profile i.e. a
valuation less than DORC.  Where the
service provider suggests a potential
write down of the asset base, it must
identify the particular assets and
provide evidence of the potential for
economic by-pass.  The Commission
will monitor capital expenditure in
relation to these assets.

Should the service provider not do this
and optimisation leads to write down of
the assets base, then the TNSP may
incur a windfall loss of capital on these
assets following any subsequent
valuation.

Proposed statement — S4.5

Assets which are optimised out of the
regulatory asset base will be carried
forward at the rate of return.  If they are
optimised back into the regulatory asset
base, their value will be the lesser of the
carry forward value or depreciated
optimised replacement cost.

5. Return of capital

The objective of encouraging
continuing investment in privately
owned natural monopoly industries will
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require investors to be provided with an
assurance that they will earn a
reasonable (risk adjusted) return on
their investment capital, as well as the
return of capital provided the market
continues to value the services
produced with that capital.

The building block approach for
determining the MAR for TNSPs
includes an allowance for depreciation.
Such an allowance recognises the need
to recoup the outlay involved in the
purchase of the asset, over its useful
life.

From a regulatory perspective,
depreciation is perceived to have a
more subtle and maybe more important
role.  Since depreciation represents the
decay in the value of regulatory assets it
determines how the return on assets
varies over time for any given
regulatory rate of return.  The
combination of the allowed return on
assets and depreciation essentially
determines the path of revenues (and
tariffs) over time.  As a result, the
approach to depreciation is seen as the
main mechanism available to the
regulator to ensure that the time path of
revenues is conducive to efficient
pricing over time.

Traditional linear depreciation
schedules, whether applied in a nominal
or a real framework, do not always
provide a suitable revenue profile.  The
key problem associated with the use of
linear depreciation profiles, and other
accounting depreciation profiles, is that
there is typically a jump in
tariffs/revenues when a major asset
reaches the end of its useful life and is
replaced by another.

The Commission therefore proposes for
the Draft Regulatory Principles a
competitive depreciation profile.  The
competitive depreciation profile is used

to replicate the outcomes of a
contestable market.  There are two
aspects to the proposed depreciation
profile:

n the smoothing of revenue paths (via
the competitive depreciation
approach) designed to avoid inter-
generation pricing disparities; and

n adjustments to reflect the impact of
future potential stranding of
identified assets (i.e. possible
redundant assets).

The Commission has adopted an
annuity valuation approach to
depreciation.  The annuity form of non-
linear depreciation is not really a
depreciation method but a way of
calculating depreciation that eliminates
problems that occur in revenue cap
regulation using other depreciation
methodologies.  The Commission
considers it important to adopt this
approach, given that substantial
transmission system augmentations are
expected in a number of jurisdictions in
the next few years.

The proposed approach also allows the
TNSP to identify assets that are subject
to by-pass risk, and voluntarily write
down its asset base at a faster than
normal rate.  In the event that such
write down does not occur and the asset
base is optimised, those assets will be
removed from the asset base with the
service provider losing both the return
of and return on capital.

The approach links the long term
depreciation profile to a measure of the
rate of technological change.  The
revenue smoothing minimises inter-
temporal price distortions and inter-
generation price shocks.  It also
minimises potential geographical price
distortions linked to the vintage of
assets serving neighbouring systems.



Network — supplementary 13

Further, it will maintain the consistency
requirements of any framework; that is,
there will be no double counting of
depreciation.  Under a nominal
approach this means that the
accumulated depreciation should not
exceed the change in the valuation of
the assets over time.

Proposed statement — S5.1

Prudent investment

The capital base may be increased to
recognise additional capital costs
incurred in constructing new facilities
for the provision of services.

The amount by which the capital base
may be increased is the amount of the
actual capital cost incurred provided
that:

n the amount does not exceed the
amount that would be invested by a
prudent TNSP acting efficiently in
accordance with good industry
practice and to achieve the lowest
sustainable cost of delivering
services; and

n one of the following conditions is
satisfied:

n the anticipated incremental revenue
generated by the capital expenditure
exceeds the investment cost;

n the TNSP or users satisfy the
Commission that the new capital
expenditure has system-wide
benefits that in the Commission’s
opinion justify its inclusion in the
capital base; or

n the new capital expenditure is
necessary to maintain safety,

integrity or is approved under the
NEC.

Should the actual capital cost incurred
be deemed excessive by the
Commission then the prudent amount
of expenditure will be added to the
regulatory asset base.  The excess
amount may be recorded in the
regulatory accounts and rolled forward
at the regulatory rate of return for
possible transfer to the regulatory asset
base at a later date.

Proposed statement — S5.2

Forecast capital expenditure at each
regulatory review will be independently
assessed.

In relation to large capital expenditure
projects the TNSP must provide
sufficient evidence in its application to
satisfy the Commission that the
provisions of clause 5.6 of the NEC
have been complied with prior to
undertaking the capital expenditure.
This capital expenditure may still be
subsequently subjected to an
optimisation assessment.

Forecast capital expenditures will be
included in the forecast asset base only
when they come into service — prior
expenditure (construction in progress)
may be rolled forward cumulatively,
augmented by the regulatory rate of
return to determine the overall
augmentation of the regulatory asset
base.

Proposed statement — S5.3

At the start of a regulatory period only
actual capital expenditure in the
previous regulatory period will be
included (retained in the case of
previously forecast expenditures) in the
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asset base.  At the commencement of
the regulatory period this means that:

n Prudent expenditures that were
required and took place, but were
not previously forecast, will be
rolled in to the regulatory asset
base.

n Any excess depreciation associated
with forecast capital expenditures
that did not eventuate will be
applied as a reduction in the value
of remaining items within the
regulatory asset base at the start of
the next regulatory period.

Proposed statement — S5.4

In evaluating capital expenditure the
Commission will benchmark capital
expenditure forecasts.

Proposed statement — S5.5

Depreciation will be linked to the
change in regulatory asset values, in
nominal terms during the regulatory
period (with the exception of
redundancy write-downs).

Changes in the regulatory asset value
will be calculated according to the
competition depreciation approach
taking a five year perspective with
respect to likely changes in a DORC
based valuation of the regulatory asset
base — which will require an
assessment of technological change and
potential by-pass threats to be provided
by the TNSP.

6. Determining a fair rate of
return on the asset base

In determining a rate of return, the NEC
specifically requires the Commission to

consider the WACC for each
transmission network.  In the Draft
Regulatory Principles, the Commission
has adopted a nominal post-tax WACC
approach.  The WACC is a weighted
average of the cost of equity and the
cost of debt, each cost weighted by its
respective proportion in the company’s
financial structure.

The WACC is a commonly used
method for determining a return on an
asset base.  Its adoption, along with the
building block approach, was strongly
endorsed in submissions received in
response to the Regulation of
Transmission Revenues Issues Paper.
The building block approach combines
a rate of return with a regulatory asset
value.  Given the capital intensive
nature of electricity network businesses,
the return on the capital component of
the regulated revenue could account for
50 per cent or more of annual aggregate
revenue.  As relatively small changes to
the rate of return can have a significant
impact on the total revenue requirement
and, ultimately, on end user prices, it is
important that the regulator sets the rate
at a level which reflects a commercial
return for the regulated businesses.
Setting a rate of return below the cost of
funds in the market could make
continued investment in developing the
network difficult or unattractive for the
owner.  This would create pressure for
the regulated business to reduce
maintenance and capital expenditure
below optimum levels and undermine
the quality of service offered to users.
Conversely, if the rate were set too high
by the regulator, the regulated business
would earn a return in excess of its cost
of capital.  This would distort price
signals to consumers and investors,
resulting in a misapplication of
resources and sub-optimal economic
outcomes.
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Chapter 6 of the Draft Regulatory
Principles sets out the approach that the
Commission will use in determining the
WACC.  Many aspects of the WACC
analysis are complex and contentious,
as evidenced by the extensive debate
encountered during the assessment by
the Commission and the Office of the
Regulator-General of the Victorian Gas
Access Arrangements.

At that time, the use of a pre-tax rate of
return was advocated by many parties
on the grounds that it avoids the need to
explicitly add into the ‘cost of service’
calculation an amount to compensate
for tax obligations of the service
provider.  The Commission believes
that such arguments are misguided in
that the tax calculation still needs to be
carried out in order to convert from the
post-tax rate of return indicated by
capital asset pricing model (CAPM)
benchmarks to the corresponding pre-
tax real rate required for the regulatory
framework.

Since both pre-tax and post-tax
approaches require tax liabilities to be
assessed, the primary issue is how best
to account for tax liabilities.  There are
two options — on a short term (period
by period) basis or a long term basis.
The Commission considers that there
are significant flaws associated with a
long term assessment of tax liabilities,
including:

n the difficulty in calculating a long
term effective tax rate.  Errors of
judgement in estimating the long
term effective tax rate can lead to
over or under compensation in the
rate of return and create perceptions
of risk;

n the fact that the WACC will be
expressed in nominal post-tax
terms, meaning that it will need to
be converted to come up with a pre-

tax real figure.  In a pre-tax real
framework the conversion formula
is complex, as no analytical formula
exists to cover all TNSPs.
Moreover, conversion is not
conducive to a transparent
regulatory framework; and

n the S-bend problem.  Due to the
accelerated depreciation provisions
of the tax system newly privatised
regulated businesses will receive
cash advances before their actual
tax liabilities eventuate, thus being
over-rewarded in the early years but
under-rewarded later on.  Therefore,
the regulated entity will not receive
the rate of return set by the
regulator.  This may lead to ‘gold-
plating’ in early years and under
investment later on.

Given the deficiencies associated with a
long term assessment of tax liabilities,
the Commission believes that tax
liabilities should be assessed on a
period by period basis.  In so doing,
transparency is achieved by adopting a
post-tax approach.

A post-tax approach eliminates the need
to consider conversion from a pre-tax
approach as taxes are passed through in
the cash flows.  In the United States,
this treatment of tax is no longer a
controversial issue.  Similarly in the
United Kingdom, Ofwat, Oftel and Orr
use a post-tax approach, while Offer has
indicated a preference for the post-tax
approach.4  The use of a post-tax
approach was also supported by experts
in the field that the Commission
consulted, including Professors Bob
Officer and Kevin Davis and Dr Neville
Hathaway.

This leaves a choice between whether
the cash flow analysis should be
completed in real or nominal terms.
Although it can be proven
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mathematically that nominal and real
frameworks based on a CPI-X
framework are equivalent, the
Commission is of the view that the
nominal framework has some
significant advantages that warrant its
adoption.5  The Draft Regulatory
Principles propose the use of a nominal
framework at this time because of two
major advantages associated with its
adoption.

First, a nominal rate of return is better
understood by financial markets.  A
nominal WACC can be directly
compared with other financial
benchmarks such as interest rates, and
the nominal return on equity —
irrespective of the inflationary
environment.  Financial markets
typically express earnings and rates of
return in nominal (post-tax) terms.
Using a nominal post-tax rate of return
therefore eliminates uncertainty over
the meaning of what rate of return the
Commission has provided.

Second, depreciation in a nominal
framework is transparent and there is no
confusion regarding the extent of
recovery.  In a nominal framework
accumulated depreciation allowances
equate to the change in the regulatory
asset base valuation over time.  This is
not the case for a real framework,
where depreciation allowances include
adjustments for inflation, so that in
numerical terms accumulated
depreciation may substantially exceed
the actual cost of the asset.  This creates
difficulties in explaining to non-
economists that TNSPs are not
recovering well in excess of their
original infrastructure costs.

The most controversial issue in the
calculation of the WACC for regulated
businesses is setting values for a
number of financial parameters, some
relating to the financial structure of the
business and others to financial markets

more generally.  The Commission has
decided to apply a benchmarking
approach to setting an appropriate rate
of return.  The benchmarks rely on
comparisons of investor returns
achieved by other business entities with
similar risk characteristics.  This is
based on the assumption that the firm is
financially structured in line with the
regulatory accounts and equity holders
are Australian taxpayers.  More general
financial market parameters will be
based on the latest market intelligence
available except where volatility
suggests a moving average or a value
currently accepted by market analysts
and investors is more appropriate, such
as for the market risk premium and
inflation expectations.

In order to provide regulatory certainty
in parameter settings Chapter 6 of the
Draft Regulatory Principles sets out the
principles and guidelines within which
the Commission will operate in setting
parameters.  The Commission believes
that the guidelines can be used by the
service provider in estimating the rate
of return it will receive.  At the same
time, since financial market theory is
evolving there is scope in the principles
to account for new developments, such
as the replacement of CAPM with
another methodology.

Proposed statement — S6.1

The revenue cap should provide a
return which is commensurate with
prevailing conditions in the market for
funds and the risk involved in
delivering the services provided by the
TNSP.
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Proposed statement — S6.2

The CAPM will be used to estimate the
benchmark return on equity required by
investors.

Other models to estimate the return on
equity, such as the dividend growth
model, are not ruled out and may be
submitted by the TNSP.  However, such
analysis must be backed with evidence
and the TNSP must be willing to have
the results and analysis subject to public
and academic scrutiny.

Proposed statement — S6.3

The Commission will apply the
nominal post-tax return on equity as a
benchmark.  The revenues will be
calculated on the basis of the cash-
flows associated with the regulatory
accounts necessary to deliver this return
after taking account of tax liabilities
and the assessed value of imputation
credits based on existing tax provisions
and foreshadowed tax changes due to
occur during the regulatory period.

Proposed statement — S6.4

Asymmetric idiosyncratic risks that can
be identified and associated with a
project may be factored into projected
cash-flows, as provided for by clause
6.2.4(c)(4) of the NEC - rather than via
any adjustment to the WACC
parameters.

Proposed statement — S6.5

The commercial return on assets will be
set on the basis of financial market
benchmarks noting the level of
commercial risk involved.  As an
example industry benchmarks will be
used to determine an appropriate level
of gearing.

Proposed statement — S6.6

An Australian private ownership
assumption will be used when
considering WACC related parameters,
such as gamma, unless the Commission
can be convinced otherwise.

Such values will be estimated by
reference to evidence available from
financial market studies.

Proposed statement — S6.7

The risk free rate will be estimated from
the (nominal) observable rate on five
year Commonwealth bonds.

The risk free rate will normally be
based on a 40 day moving average
covering the eight weeks prior to the
reset date unless there is evidence to
suggest that the current rate of the day
represents a transition to a new level
which is expected to be maintained.

Proposed statement — S6.8

The Commission will adopt what it
perceives to be the accepted value of
the market risk premium available at
the time of the regulatory decision.

Proposed statement — S6.9

The Commission will use a
benchmarked asset beta and derive a
levered beta or equity beta according to
the following formula:

βe  =  βa + (βa  -βd) {1 – [rd/(1+rd)](1-
γ)Te} D/E

or a related formulation which more
accurately reflects the constraints of the
regulatory framework.
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Proposed statement — S6.10

The Commission will estimate the cost
of debt for a firm conforming to the
financial structures implied by the
regulatory accounts in consultation with
relevant finance agencies.

Proposed statement — S6.11

The forecast inflation rate will be
deduced from the difference in the
nominal bond rate and inflation indexed
bond rates, and will be deduced for the
term corresponding to the duration of
the regulatory period.  Alternatively,
official inflation forecasts may be used.

Proposed statement — S6.12

For each revenue cap decision the
Commission will publish the implied
WACCs (post-tax real and post-tax
nominal) given by the cash-flows and
all relevant parameters.

7. Benefit sharing

The Commission appreciates that the
form of regulation used, and the
incentives it creates, will have a major
impact on market outcomes.  The
regulatory regime adopted should
ensure that efficiency gains are passed
on to final consumers.  While providing
effective incentives to the service
provider to maximise efficiency, it
should also provide appropriate
incentives to avoid inefficiency and
poor service quality.

Consistent with the broad approach of
other Australian regulators, and in
accordance with NEC requirements, the
Commission has adopted a CPI-X
approach in the Draft Regulatory
Principles.  Under this arrangement the

revenue cap set for each regulated
TNSP will increase each year in line
with general price increases (as
measured by CPI) but decrease each
year by the X factor as determined by
the Commission.

Under CPI-X regulation, if the TNSP
can achieve efficiencies greater than
those allowed for in the X factor it
retains the higher level of profits.  In
other words, the benefits of efficiency
gains are shared between the consumer
(those gains achieved up to the X
factor) and the TNSP (the gains
achieved in excess of the X factor).
The strength of the incentive effect will
be determined in part by both the level
of the X factor and the type and timing
of sharing arrangements that the
regulator puts in place.

A TNSP’s input costs do not typically
rise as fast as the CPI, due to
productivity change, economies of scale
and increased competition in the prices
of inputs, such as labour.  The proposed
regulatory framework does not seek to
measure all these effects, but
incorporates a broadly determined X
factor to capture the general features of
market behaviour during a regulatory
period.

In departure from the traditional
interpretation of CPI-X, the
Commission has decided to adopt an X
factor that takes into account both the
potential efficiency gains of the
regulated TNSP, while also enabling
revenue smoothing to be undertaken.
The effect of efficiency and smoothing
are therefore combined in the X
component of the CPI-X formula.

In relation to the X measure of
efficiency the Draft Regulatory
Principles notes that there is no single
measure of efficiency, although a
number of tools exist, such as Total
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Factor Productivity and Data Envelope
Analysis, despite the obvious
limitations of each.  Hence, a
combination of firm-specific and
industry-wide performance measures is
required to inform the Commission’s
judgement on each firm’s potential for
efficiency gains.  In order to assist its
judgement, the Commission invites
TNSPs to submit in their regulatory
review applications an assessment of
achievable efficiencies and how these
compare with benchmark data.

The second use of the X factor is to
smooth revenue streams under revenue
cap regulation.  With target revenues
calculated for each year of the
regulatory period, the calculation of the
smoothing factor becomes
straightforward.  The X is calculated so
that the net present value of expected
returns (i.e. revenues less operating and
maintenance expenditure) is exactly the
same as the target revenues established
using the same inflation forecasts.
Practically this means that the TNSP’s
forecast average annual revenue stream
will increase each year by CPI-X per
cent.

The X chosen will be such that the
revenue forecast in the first year of the
next regulatory period will be set equal
to the target revenue calculated for that
first year.  However, the Commission
will retain some discretion to link the
initial revenue with that achieved in the
last year of the previous regulatory
period.  Such discretion may be
exercised in the interests of minimising
any surprise revenue jumps between
regulatory periods.

The Commission has decided to
implement a glide path for one
regulatory period beyond the regulatory
period in which the efficiency gains
accrued.  This form of glide path allows
for the gradual sharing of the benefits of

efficiency gains between users and the
TNSP in the form of lower prices.
Since the Commission has chosen to
adopt a building block approach, not all
components of the building block will
be glide pathed.  Where no additional
benefit is considered justified there will
be an immediate readjustment of costs
at the beginning of the next regulatory
period – a so called P0 adjustment.  The
Commission will make the following
adjustments to the components of the
building block at the end of each
regulatory period, to apply in the next
regulatory period:

n rate of return – full P0 adjustment;

n operations and maintenance
expenditure – straight line glide
path for the next regulatory period;

n capital expenditure – full P0

adjustment.  The TNSP is invited to
demonstrate in its regulatory
application that any capital
expenditure below forecast levels
over the previous regulatory period
has arisen because of management
induced efficiency gains; and

n capital and depreciation – full P0

adjustment.

The regulatory rate of return

The rate of return on capital will be
determined by the Commission based
primarily on financial parameters that
are beyond the discretion of the TNSP.
Therefore, no additional incentive will
be provided by glide pathing the
regulatory rate of return from one
regulatory period to the next, and
indeed a P0 adjustment is appropriate.

Operations and maintenance
expenditure

The accomplishment of any savings in
operating and maintenance expenditure
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greater than forecast goes straight to the
bottom line of the TNSP’s accounts.
Therefore, there is an incentive for the
TNSP to pursue productivity gains,
over the longer term, which can be
passed on to benefit users.

If the only benefits the TNSP is to
receive from productivity gains are
those available within a particular
regulatory period, there may be an
incentive to defer potential
improvements (and not disclose them to
the regulator) until the start of the next
regulatory period.  Such arrangements
produce an economically inefficient
outcome, although the benefit for the
firm may be maximised.  A glide path
may reduce the magnitude of the
incentive to delay productivity gains,
and has therefore been adopted by the
Commission in the Draft Regulatory
Principles.

Capital expenditure

Capital expenditure forecasts are
required in setting target revenues.
Forecast capital expenditure can vary
from actual capital expenditure for a
number of reasons — including deferral
of expenditure, overestimation of
required expenditures, or reductions in
service standards.  It can also be argued
that below forecast capital expenditures
may arise from more innovative or
efficient use of capital.  The
Commission notes that forward
estimates of capital expenditure are
often subject to greater uncertainty than
estimates of operations and
maintenance expenditures and is wary
of encouraging overestimates of
forward capital expenditures which, if
not undertaken, the regulated business
may try to claim as efficiency gains in
the future.

For this reason the Commission
proposes to treat any cost reductions
resulting from deferred capital
expenditures as windfall gains, and as

such, subject them to a P0 adjustment
mechanism at the beginning of the next
regulatory period.

However, the regulated TNSP is invited
to demonstrate at each regulatory
review that any capital expenditure
below forecast levels has arisen because
of management-induced efficiency
gains.  Where it is clearly demonstrated
by the TNSP that capital expenditure
shortfalls have resulted because of
management efficiencies or innovation,
the capital expenditure efficiency gains
may be subject to a glide path, similar
to the operations and maintenance
expenditure.  If the regulated TNSP
does not clearly demonstrate the case
for retaining efficiency gains, then a full
P0 adjustment is more likely to be
applied to the capital expenditure linked
component of cost reductions.

Capital and depreciation

The Commission considers cost
reductions with respect to both changes
in the regulatory asset base and
depreciation can be considered to be
beyond the control of the regulated
TNSP.  Therefore it intends to correct
for any changes in costs at the end of
the regulatory period using a full P0

adjustment.

Proposed statement — S7.1

The benefit sharing mechanism within
the regulatory period

The form of benefit sharing will be
CPI-X regulation.

The X factor will be set such that the
net present value of the forecast target
revenue stream (net of operating and
maintenance expenditures) and the
smooth average revenue streams (net of
operating and maintenance
expenditures) will be the same.
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Productivity forecasts for components
of the building block approach, the firm
and the industry will be taken into
account when forecasting cost
estimates.  Productivity forecasts will
be used by the Commission to aid its
judgement on cost estimates.

TNSPs are invited to submit, in their
annual application, an assessment of
achievable efficiencies and how these
compare with benchmark data.

CPI-X will be applied to calculate the
MAR in each year as:

MAR(t) = (1+percentage change in
CPI) x (1-X) x MAR(t-1)

Proposed statement — S7.2

Benefit sharing between regulatory
periods

Benefits will be glide pathed for a five
year period commencing at the start of
each regulatory review.

The Commission will make the
following adjustments at the end of
each regulatory period, to apply in the
next regulatory period:

n Rate of return — full P0 adjustment;

n Operations and maintenance
expenditure — straight line glide
path over the next regulatory
period; and

n Capital expenditure — full P0

adjustment.  The TNSP is invited to
demonstrate in its regulatory review
application that any capital
expenditure below forecast levels
over the previous regulatory period
has arisen because of management
induced efficiency gains.

Where it is clearly demonstrated by the
TNSP that capital expenditure shortfalls
are the result of management

efficiencies or innovation, the capital
expenditure efficiency gains may be
subject to a glide path.  If the regulated
TNSP does not clearly demonstrate the
case for retaining efficiency gains, then
a full P0 adjustment may be made on
the capital expenditure component of
cost savings.

Forecast depreciation allowances linked
to capital expenditures which do not
eventuate are to be assigned to existing
assets on a pro-rata basis: reducing the
regulatory asset base at the beginning of
the next regulatory period.

Sharing is not asymmetric, and the
glide path and P0 adjustments outlined
above will apply equally in the situation
where there are losses.

Proposed statement — S7.3

Indexation factor

The Commission will use the most
recently published eight capital cities
weighted average all groups CPI, as
published by the ABS (catalogue No.
6401.0) as the measure of inflation in
the CPI-X component of the regulatory
framework.

8. Service standards

The economic rationale in the setting of
service standards, and in the subsequent
monitoring of the transmission network
service provider’s quality of service, is
to protect the users of services that have
monopoly characteristics from the
abuse of market power.  Under a CPI-X
revenue cap regulatory approach, there
is a risk that a monopoly TNSP may try
to reduce costs and hence increase
profits by reducing the quality of
services offered.  Quality of service
monitoring by a regulator, assisted by
penalties for non-performance, can
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ensure that TNSPs maintain service
quality.  The Commission believes that
effective incentive-based regulation
should include an explicit level of
service, for which the TNSP has been
provided by the regulator sufficient
income to maintain the assets necessary
to provide that level of service.

Consequently in the Draft Regulatory
Principles, the Commission requires
TNSPs to propose a single set of
service standards, and proposed
benchmarks for each standard, as part
of their regulatory review application.
The Commission will review the
TNSP’s application and establish a set
of service standards with performance
benchmarks, and a quality of service
monitoring program for each TNSP
under its jurisdiction.  The Commission
will include the resulting set of service
standards and benchmark levels of
performance in the draft decision and
final decision on the TNSP’s
application.  The Commission will also
publish annual statistics comparing the
operating performance of TNSPs it
regulates.  To achieve this, the
Commission will require the data
outlined in Annex 8.1 of the Draft
Regulatory Principles to be collected.

In relation to non-performance, there
are two forms of penalty: commercially
significant sanctions and penalties
linked to some form of compensation.
The Commission is aware that there are
difficulties in remunerating market
participants and determining which
should receive compensation.  It
therefore proposes to determine
commercially significant sanctions for
application in the revenue cap decision.
A system of penalties will be developed
and published by the Commission prior
to 1 January 2002.  The Commission is
not alone in this proposal and is aware
that the US Federal Energy Regulatory
Commission (FERC) has recently

approved a proposed reliability system
that imposes penalties for violation of
reliability criteria.

Where premium standards of service
are negotiated between transmission
network service providers and their
customers — any capital or operating
costs attributable to the provision of the
premium level of service shall be
excluded from capital or operating costs
in the Commission’s setting of the
revenue cap for the transmission
network service provider.  Any
additional revenue attributable to the
premium level of service shall be
attributed to revenue from non-
prescribed services.

Annex 8.1 of the Draft Regulatory
Principles presents a summary NECA’s
the Specification and Negotiation
Network Services (SNNS) working
group’s key performance statistics.  A
feature of the SNNS working group
recommendations was the augmentation
of traditional performance measures
with market based performance
measures.

Proposed statement — S8.1

TNSPs must propose a single set of
service standards, and proposed
benchmarks for each standard, as part
of their regulatory review application.

Proposed statement — S8.2

The Commission will review the
TNSP’s application and establish a set
of service standards with performance
benchmarks, and a quality of service
monitoring program for each TNSP
under its jurisdiction.
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Proposed statement — S8.3

The Commission will include a set of
service standards and benchmark levels
of performance in its draft decision and
final decision on the TNSP’s
application.

Proposed statement — S8.4

Commercially significant sanctions for
non-performance of service standards
will be published prior to 1 January
2002.

Commercially significant sanctions will
be imposed during a regulatory review
for a TNSP that does not, in the
Commission’s sole opinion, maintain
its service to customers at the
benchmark level.

Proposed statement — S8.5

Higher or ‘premium’ levels of service
may be negotiated between the TNSP
and customers — but any capital or
operating costs attributable to the
provision of that premium service shall
be excluded from capital or operating
costs in the Commission’s setting of the
TNSP’s revenue cap.  Any additional
revenues obtained from providing a
premium level of service shall be
attributed to revenue from non-
prescribed services.

Proposed statement — S8.6

The Commission will publish consistent
annual statistics comparing the
operating performance of TNSPs it
regulates, as set out in Annex 8.1.

Proposed statement — S8.7

The Commission requires all TNSPs in
the NEM to begin compiling the

required data and calculating the
indicators in Annex 8.1 for their
transmission systems for the calendar
year 1999.  This is the first step in
ensuring that a basic level of
information exists when the
Commission becomes the regulator of
each TNSP.

9. Financial indicators analysis

The objectives set out in clause 6.2.2 of
the NEC require that the regulator
permit, on a prospective basis, a
sustainable commercial revenue stream
which provides a fair and reasonable
rate of return on efficient investment to
the TNSP, given efficient operations
and maintenance practices.

It is important that the regulatory
framework include checks and balances
that ensure that the regulator’s
decisions do not have an unwarranted
adverse impact on the financial standing
of the regulated TNSP.  Financial
indicator analysis provides a tool to
observe the likely outcome of a
regulatory decision on a regulated
TNSPs credit worthiness.

The Commission will use the financial
profile indicators to conduct sensitivity
analysis to examine whether the
revenue cap it allows appears to
compromise the credit worthiness of a
regulated entity operating in a
commercially responsible way.

The Commission proposes to set out the
comparisons and the assumptions that
underlie the calculations and the
estimation of the regulated TNSPs
credit rating in its draft decision,
enabling the regulated TNSP and
interested parties to comment.
Regulated TNSPs may provide the
Commission with information



24 Network — supplementary

regarding key financial policies at the
time they submit their regulatory
application.

However, it should be noted that the
Commission may choose assumptions
which do not necessarily correspond
with the actual financial status of the
firm.  This is because in a large
corporate entity a firm’s financial
situation may be heavily influenced by
a broader agenda.  In such cases, the
Commission may undertake the
financial analysis as if the company
were operating as a stand-alone entity
conforming with the assumptions of the
regulatory accounts.

Proposed statement — S9.1

The Commission will use financial
analysis to assess the potential credit
rating of the regulated entity operating
as a stand-alone entity.

Proposed statement — S9.2

The Commission will use comparable
benchmark data for its comparisons as
published by the major credit rating
agencies.

Proposed statement — S9.3

The Commission proposes to set out
such comparisons and the assumptions
that underlie the calculations in its draft
decision, enabling the regulated TNSP
and interested parties to comment.

Regulated TNSPs may provide the
Commission with information
regarding key financial policies at the
time they submit their regulatory
application.

Proposed statement — S9.4

The Commission will seek to confirm
that the regulatory decision will not
impact materially on the TNSPs ability
to gain access to funds in the debt and
equity markets.

Where such a rating is not achieved the
Commission will seek to identify the
underlying cause.  In this assessment
the Commission will be heavily reliant
on submissions and public consultation.
If considered appropriate, the
Commission may review the regulatory
framework and/or seek a public rating.

10. Information requirements

The Commission is conscious of the
information asymmetry problem that it
will face in both determining the
revenue cap and monitoring the
performance of the regulated TNSPs.
The TNSPs will always have more
information than the Commission about
their businesses, their costs, and their
capacity to make efficiency
improvements and their future market
prospects.  This problem has the clear
potential to distort regulatory outcomes.

Clauses 6.2.5 (a) and (c) of the NEC
require TNSPs and/or owners to submit
to the Commission certified annual
financial statements (in a form to be
determined by the Commission) and
any other information the Commission
reasonably requires to perform its
regulatory functions.6

The Commission’s objective in using
its information gathering powers will be
to gain a true and accurate reflection of
the financial operations of the TNSP, in
order to determine and monitor
compliance with a revenue cap.  The
Commission is concerned that if
incomplete, and/or misleading,
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information is used in the determination
of a revenue cap, regulatory outcomes
may be inappropriate.

The Commission is, however, also
aware of the costs of complying with
information requests.  There is a need,
therefore, to balance information
requests, ensuring that relevant and
accurate information is supplied,
without excessive or unnecessary detail.
The Commission believes that by
adopting the principles of best practice
regulation, a regulator can foster a co-
operative environment, with well
informed participants, and in doing so
reduce the overall regulatory costs,
without increasing the risks of
information asymmetry.

It is true that initially there are
significant information requirements for
the TNSP in applying this regulatory
regime.  Regardless of the regulatory
approach adopted, the Commission
understands that some will see the
approach as heavy handed.  However, it
is important that the Commission have
the ability to regulate transmission
networks effectively because, as natural
monopolies, these networks impact on
the wider community.  It is also
important to note that once certain
regulatory parameters have been
determined, they will not have to be
constantly revisited.  It is therefore
possible that information requirements
will not be so intensive for TNSPs in
the future.

Proposed statement — S10.1

Each TNSP must comply with the
information requirements set out in
Appendixes 1–5.

Proposed statement — S10.2

General

The TNSP must submit all information
to the Commission in both electronic
and written form.

Information submitted as part of the
regulatory application must be
submitted to the Commission in
accordance with the processes and
timetable specified in Chapter 2.

The TNSPs shall ensure that all
information provided to the
Commission is verifiable.

The regulatory statements must reflect
the commercial substance of
transactions or events.  Where the
commercial substance of a transaction
or event differs from legal form, it is
the commercial substance that must be
reported.

Proposed statement — S10.3

Financial information requirements

All items reported to the Commission in
the regulatory financial statements are
to be derived from the TNSP’s audited
financial statements.

All items reported to the Commission in
the regulatory schedules are to be
derived from the audited accounts.

All material items must be disclosed.

All transactions between TNSPs and
related parties must be disclosed to the
Commission.

All items within the audited regulatory
statements are to be disaggregated
between prescribed services and non-
prescribed services.
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No cost category may be attributed to
more than one business segment.

All transactions which are reported in
the regulated financial statements as
prescribed services must be adjusted to
account for regulatory accounting rules
that differ from those used in the
preparation of the audited financial
statements.

The regulatory statements and
schedules must be audited before being
submitted to the Commission.

In instances where:

n the regulated activities relating to a
single TNSP are conducted by more
than one legal entity; or

n any entity that is involved in
regulated activities is not required
to prepare audited financial
statements under the Corporations
Law;

the following requirements must be
complied with:

n consolidated, or aggregated,
financial statements must be
prepared encompassing the
activities of all legal entities that are
conducting the regulated activities;

n the consolidated statements must be
prepared and audited as if they were
required by the corporations law;
and

n the audited statements are to then be
used as the audited financial
statements, which are then to be
used for the preparation of the
disaggregated regulatory financial
statements, subject to all of the
regulatory requirements of this
guideline.

Forecast financial information must be
in the same format as historical
financial information.  The forecast
financial information must include, as
notes to the appropriate statements, the
rationale and explanations of how the
forecasts have been derived, and must
state the accounting principles that have
been employed.

Proposed statement — S10.4

Non financial information

The directors of the TNSP will be
required to complete a Directors’
Responsibility Statement to be signed
by two or more directors.

The TNSPs are to be responsible for
ensuring that the Commission receives
sufficient assurances from the auditors
that the information received from them
can be relied upon for regulatory
purposes.

If the audit fails to satisfy Commission
requirements, the Commission will
notify the TNSP that a further audit
must be conducted that addresses the
Commission’s requirements.  The
Commission will include a rationale for
requiring a further audit and timeframe
for completion of the audit in the
notification.

The TNSP must submit sufficient
information to ensure that the
Commission can assess compliance
with service standard requirements.

Proposed statement — S10.5

Information disclosure

The regulatory application must include
written consent from the TNSP for the
public release of all information within
that application, or where
confidentiality is sought, details of each
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specific item for which the TNSP
wishes to claim confidentiality and an
explanation stating why confidentiality
is required.

Information submitted annually as part
of the ongoing monitoring of the TNSP
must include written consent from the
TNSP for the public release of the
regulatory accounts and assumptions
underlying those accounts.  Where
confidentiality is sought the TNSP must
provide details of each specific item for
which the TNSP wishes to claim
confidentiality and an explanation
stating why confidentiality is required.

Any additional information requested
by the Commission or otherwise
provided to the Commission by the
TNSP must be accompanied by a
written consent for public release, or a
detailed statement outlining the claims
for confidentiality.

Where the Commission decides to
release information for which
confidentiality is claimed, the
Commission will follow the processes
set out in clause 6.2.6(b)-(e) of the
NEC.

Proposed statement — S10.6

Direction for the future

The Commission will continue to
develop the information disclosure
requirements over time.  The
development of the information
disclosure requirements will be driven
by several factors including:

n the evolving information
requirements of the Commission for
the discharging of its duties under
the NEC;

n developments that occur in the
transmission sector;

n developments in accounting and
reporting theory, including any
associated changes in the
accounting standards; and

n developments in regulatory
information disclosure requirements
and analytical tools to ensure the
best regulatory practice is adopted.

11. Regulatory period

The regulatory period refers to the
length of time between regulatory
reviews and is integral to the
effectiveness of incentive-based
regulation.  The length of the regulatory
period will impact on the incentives
facing the regulated TNSP, and the
predicability and stability of the
regulatory environment.  Clause
6.2.4(b) of the NEC specifies that the
regulatory period must be at least five
years.

The appropriateness of five yearly
reviews depends upon a number of
factors, such as the rate of technological
change, and likely changes in the
industry structure and growth rates.
Given that the electricity transmission
industry is not operating in a static
environment, the Commission has
argued that the five yearly review
period provides a compromise between
providing regulatory certainty and
stability to TNSPs and also enabling
consumers to share the benefits of
efficiency gains within a relatively short
period.

However, the Commission is also of the
view in the Draft Regulatory Principles
that in the future it may be appropriate
to extend the length of time between
regulatory reviews in some cases.
Factors to be considered may include
the expected growth of the transmission
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network under review and the
likelihood and expected size of future
efficiency gains.

The Commission will consider
extending the regulatory review period
when requested to do so by the TNSP.
In its proposal the TNSP must justify
extending the regulatory review period
beyond five years, and demonstrate that
any such change will not disadvantage
users of network services and
consumers.  The Commission will then
consider the merits of the application
and address the issue of the length of
the regulatory period as part of its
revenue cap decision.

A related issue concerns the risk of
within period regulatory review (or
regulatory recontracting) and the impact
this will have on regulated TNSPs
facing an incentive based regulatory
regime.  Implementing within period
reviews would lead to increased
regulatory risk and could conflict with
the principle of regulatory predicability.
The Commission proposes that
regulatory recontracting should occur
only where the benefits of such
intervention outweigh its costs.  The
Commission considers that in general
the trigger for initiating a within period
review should come from the regulated
TNSP affected, but will reserve the
right to initiate a review, where the
information provided to the
Commission is found to have been false
or misleading, a material error was
made in the regulatory decision, or
there is a change of ownership and this
may materially change the revenue
requirement.

Proposed statement — S11.1

Regulatory period

The regulatory period will be a
minimum of five years.

Regulated TNSPs may apply to have
the regulatory period extended beyond
five years at each regulatory review.

The Commission may extend a
regulatory period beyond five years if it
considers this appropriate, having
regard to the network pricing objectives
outlined in clause 6.2.2 of the NEC.

The Commission will include any
decision to extend the regulatory period
beyond five years in its draft decision,
and thus provide all interested parties
with an opportunity to comment before
issuing a final decision.

Proposed statement — S11.2

Within-period adjustments

The Commission will undertake a
within period regulatory review where:

n the revenue cap was set on the basis
of false or materially misleading
information provided to the
Commission;

n there was a material error in setting
the revenue cap and written consent
of the parties affected by any
amendment to the revenue cap has
been obtained;

n a change in asset ownership leads to
a material change in the revenue
requirement; or

n there has been a major change in
government policy which leads to a
material change in the revenue
requirement.
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Proposed statement — S11.3

A within period regulatory review may
be requested by the TNSP, or initiated
by the Commission.

Where a within period review is to be
undertaken the Commission will:

n notify the TNSP of its decision to
undertake the review;

n set out a timetable for the review
with regard to the timeframes set
out in Chapter 2;

n request a submission from the
TNSP addressing the issues that
have triggered the review; and

n upon receipt of the TNSP’s
submission, follow the decision
making processes set out in
Chapter 2.

12. The treatment of new
interconnectors

Clause 6.2.3(c) of the NEC provides the
Commission with the flexibility to
determine whether sufficient
competition exists to warrant the
application of a more ‘light handed’
regulatory approach than revenue
capping, and if so, the form of that
regulation.

The Commission has formed the view
that a light handed regulatory approach
may be applied to the regulation of new
interconnectors in the NEM.  It will
allow the MAR for new interconnectors
to be determined through a competitive
tender process.  The Commission
considers that an approach whereby the
MAR for new interconnectors is
determined through a competitive
tender process has the potential to
enforce some market discipline on the
regulation of a new interconnector.

Chapter 12 of the Draft Regulatory
Principles outlines the conditions and
process under which the Commission
will be willing to allow a competitive
tender process to determine the MAR
for a new interconnector in the NEM.
The competitive tender arrangements
outlined in this Chapter are similar to
those in the National Gas Access Code.

The Commission’s objective is
formulating the used of competitive
tendering arrangements is to ensure that
the light handed approach, if permitted,
delivers acceptable network pricing
outcomes.  Therefore, the Commission
must be satisfied that the number and
character of tenders likely to be
received would be such as to ensure a
competitive outcome.  It will also need
to be satisfied that the selection criteria
applied in conducting the tender
process will ensure that the successful
tender will be selected primarily on the
basis that the tender will deliver the
lowest MAR and will result in
allocation of costs between users that is
fair and reasonable.

Proposed statement — S12.1

In certain circumstances, the
Commission is willing to adopt a light
handed approach to the regulation of
new interconnectors.  The process and
criteria that must be adopted by an
applicant for the Commission to
consider a light handed regulatory
approach are set out in Box 12.1.
(p. 31)

Proposed statement — S12.2

If it is to deliver acceptable network
pricing outcomes the following criteria
of the tender process must be complied
with:
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n The tender process must not be
conducted by a party with a conflict
of interest.  To ensure that tenders
are selected on their merits, the
party that submits the Tender
Approval Request must not conduct
the tender process if it has, or may
appear to have, a conflict of interest.

n The tender process must be
competitive. If the Commission is to
allow new network assets to sit
outside the revenue regulation
process, it must be satisfied that the
number and character of tenders
likely to be received would be such
as to ensure a competitive outcome.

n Selection criteria. The Commission
must be satisfied that the selection
criteria applied in conducting the
tender process will ensure that the
successful tender will be selected
primarily on the basis that the
tender will deliver the lowest MAR
(over the life of the asset) and will
result in allocation of costs between
users that is fair and reasonable.
The Commission also believes that
to ensure that tenders are selected
on their merits, the bidding process
should be independently audited.

n NEMMCO processes must be
followed. The Commission will
consider a ‘light handed’ approach
only provided that NEMMCO has
determined that the proposed
interconnector is justified and
deemed a regulated interconnector
under clause 5.6.6 of the NEC.
Such an approach could be
considered only in conjunction
with, rather than in lieu of,
NEMMCO’s inter-regional
planning processes.

n Final approval process. The
Commission must have a role in
approving the preferred proponent.
Such a role would give it the ability

to check whether the preferred
proponent has been selected in
accordance with the selection
criteria and also allow the
Commission to determine whether
the process has been conducted in
such a way as to deliver reasonable
network pricing outcomes.

n MAR determined by tender process
is to apply for the duration of the
tender period. Once the MAR has
been determined by the competitive
tender process and approved by the
Commission, the MARs as defined
by the winning tender are to apply
for the duration of the tender period,
unless a review determines
otherwise (see below).  Therefore, if
the competitive tender route is
selected, the Commission will not
set a revenue cap for this
interconnector until the completion
of the initial tender period.

n The value of the regulatory asset
base and its residual value must
form part of the tender. The
competitive tender provisions need
to consider the asset base.  The
residual value of the asset base is
important as it will determine the
future transportation costs when/if
the interconnector becomes
regulated.

n Triggers for review. The tender
applications may incorporate
triggers for review of certain
elements of the tender.  These
triggers will be considered by the
Commission as part of the tender
application.  Review triggers may
request a review of the tender
period.  There may, however, be a
mechanism for varying tariffs in
response to changing circumstances
and these would be taken into
account in assessing the lowest
competitive bid.
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Box 12.1. The competitive tender processes

12.1 Provided that the NEMMCO has determined that the proposed
interconnector is justified and deemed a regulated interconnector under
clause 5.6.6 of the NEC, any person who wishes to conduct a tender in
relation to an interconnector that has not been built may make an application
to the Commission (a Tender Approval Request) requesting the Commission
to approve the use of a tender process to determine:

(a) asset values of the proposed interconnector or a MAR for certain
network services to be provided by the proposed interconnector;

(b) other specified items which are required to be included in an Access
Arrangement and which are essential to determine the MAR of the
asset concerned (including, without limitation, the date when asset
values will be revised).

12.2 A Tender Approval Request must:

(a) nominate the locations between which the proposed interconnector
will transport electricity;

(b) detail the process (including procedures and rules) proposed to be
followed in conducting the tender process, including the minimum
requirements which a tender must meet before it will be accepted as a
conforming tender (for example, the date by which tenders must be
received);

(c) detail the selection criteria to be applied in selecting the successful
tender; and

(d) specify the duration of the tender period applying to the proposed
interconnector.

The specification of the tender period in a Tender Approval Request
and a decision to approve such a Tender Approval Request do not
limit in any way the Commission's discretion to approve or not
approve a tender period pursuant to section 12.12(d).

12.3 Subject to section 12.6, within 14 days after receiving a Tender Approval
Request which conforms with section 12.2 the Commission must:

(a) inform each person known to the Commission who the Commission
believes has a sufficient interest in the matter that it has received a
Tender Approval Request; and

(b) publish a notice in a national daily newspaper which at least:

(i) describes the proposed interconnector to which the Tender
Approval Request relates;

(ii) states how copies of the Tender Approval Request can be
obtained; and
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(iii) requests submissions by a date specified in the notice.

12.4 Within 28 days of the date specified in the notice published under
section 12.3(b), the Commission must make a decision in relation to a
Tender Approval Request that:

(a) approves the Tender Approval Request; or

(b) does not approve the Tender Approval Request.

In making a decision under this section 12.4 the Commission must consider
any submissions received within the time specified in the notice published
under section 12.3(b) and may (but is not obliged to) consider any
submissions received after the time.

12.5 The Commission may reject a Tender Approval Request without further
consideration if it is of the opinion that the application has been made on
trivial or vexatious grounds.

12.6 The Commission may at any time decide not to approve a Tender Approval
Request if it is of the opinion that the person who submitted the Tender
Approval Request may have, or may appear to have, a conflict of interest if
it conducted the tender process.  The Commission may decide not to
approve a Tender Approval Request under this section 12.6 without
conducting the public consultation required under section 12.3.  If the
Commission decides not to approve a Tender Approval Request under this
section 12.6 on conflict of interest grounds, another person may submit a
new Tender Approval Request under section 12.1 in relation to the same
proposed interconnector.

12.7 The Commission must decide to approve a Tender Approval Request if
satisfied of all of the following and must decide not to approve a Tender
Approval Request if not satisfied of all of the following:

(a) (new interconnector):  that the proposed interconnector will be a new
interconnector;

(b) (public interest objectives):  that using the tender process as outlined in
the Tender Approval Request to determine asset values or a MAR is in
the public interest and is appropriate in the circumstances to prevent
monopoly pricing, provide a fair return to the new Interconnector
developer, and create incentives to pursue ongoing efficiency gains
through cost reductions;

(c) (tender process will be competitive):  the number and character of
tenders likely to be received would be such as to ensure a competitive
outcome; and

(d) (exclusion of certain tenders):  that the proposed procedures and rules
to be followed in conducting the proposed tender will result in a tender
being excluded from consideration if it:
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(i) does not include a statement of the asset values or a MAR the
tenderer proposes and the network services to which those asset
values or a MAR would apply; and

(ii) does not include a policy on whether any additional revenue will
either be retained by the Service Provider or returned in whole or
in part to users in the form of lower network charges or some
other form (an Additional Revenue Policy);

(iii) does not provide that the residual value of the proposed
interconnector after the expiration of the initial reference tariffs
will be based on depreciation over the proposed interconnector’s
economic life;

(iv) limits or purports to limit the services to which access might be
sought under the NEC; or

(v) otherwise includes elements inconsistent with the NEC except as
contemplated by section 12.13.

(e) (consideration of all conforming tenders):  that the proposed
procedures and rules to be followed in conducting the proposed tender
will result in  no tender being excluded from consideration except in
the circumstances outlined in paragraph (d) or if the tender does not
conform to other reasonable requirements in the request for tenders or
does not meet reasonable prudential and technical requirements;

(f) (selection criteria):  that the selection criteria to be applied in
conducting the proposed tender:

(i) will result in the successful tender being selected principally on
the basis that the tender will deliver the lowest sustainable
network prices to users generally over the economic life of the
proposed interconnector; and

(ii) are likely to result in asset values or a MAR that meet the criteria
specified in section 12.12(c);

(g) (configuration of proposed interconnector not limited):  that the tender
documents published by the person conducting the tender will not
specify the configuration of the proposed interconnector, including the
areas the proposed interconnector will service and asset technical
specifications, unless the Commission is satisfied it would be
appropriate to do so;

(h) (determination of items with the MAR):  that the tender documents
specify which items are required to be included in the tender approval
request other than the MAR and which will be determined by the
tender and that those items are directly relevant to the determination of
the MAR;

(i) (legislation):  any legislation or other document supporting or relating
to the tender process is consistent with the Code and does not purport
to limit:
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(i) the services which the Service Provider may provide or to which
access may be sought under the Code;

(ii) the configuration of the proposed interconnector including the
areas the proposed interconnector will service and asset technical
specifications unless the Commission is satisfied it would be
appropriate to do so; or

(iii) the construction or operation of other transmission network
assets which could transport electricity to the same market as the
proposed interconnector.

12.8 If the Commission has made a decision under section 12.4 approving a
Tender Approval Request and a tender process has been conducted, the
person who conducted the tender process must apply in writing to the
Commission for final approval under section 12.11 (a Final Approval
Request).  A Final Approval Request must include a statement of which
tender was selected and the reasons for that selection based on the selection
criteria.

12.9 After the successful tenderer has been selected, the Commission may permit
the person who conducted the tender process and the successful tenderer to
agree to changes to the terms of the tender which result in minor changes to
the MAR proposed in the tender, provided the Commission is satisfied the
changes are consistent with the requirements in section 12.7(a) to (i).  The
amended MAR shall be considered to be the MAR determined in
accordance with the tender process for the purposes of the Commission
making a decision to approve or not approve a Final Approval Request.

12.10 The Commission may before it makes a decision under section 12.11
require the person who submitted the Final Approval Request to provide the
Commission with any information or assistance the Commission reasonably
requires.  The person who submitted the Final Approval Request may state
that certain parts of the information are confidential or commercially
sensitive.  The Commission must not disclose any such information except
where the Commission is of the opinion that the disclosure of the
information would not be unduly harmful to the interests of any person.

12.11 If the Commission receives a Final Approval Request, the Commission must
within 28 days of receiving all information it requires under section 12.10
make a decision that:

(a) approves the Final Approval Request; or

(b) does not approve the Final Approval Request.

12.12 The Commission must decide to approve the Final Approval Request if
satisfied of all of the following and must decide not to approve the Final
Approval Request if not satisfied of all of the following:

(a) that the successful tender was selected in accordance with the selection
criteria specified in the Tender Approval Request approved by the
Commission under section 12.4;
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(b) that the tender process was conducted in accordance with the
procedures and rules specified in the Tender Approval Request
approved by the Commission under section 12.4;

(c) that the asset values or MAR determined in accordance with the tender
process:

(i) must be consistent with the objectives outlined in clause 6.2.2 of
the Code; and

(ii) contain or reflect an allocation of costs between services and an
allocation of costs between users which is fair and reasonable;

(d) that the tender period for the proposed interconnector is not later than
10 years after the MAR for the proposed interconnector is approved or
such later date as the Commission considers appropriate for the
proposed interconnector on the basis of the proposed asset values and
network charges; and

(e) that the successful tenderer outlines an additional revenue policy that
is appropriate for the proposed interconnector on the basis of the
proposed asset values and network charges.

12.13 If the Commission makes a decision under section 12.11 approving a Final
Approval Request then in any Access Arrangement for that new
transmission asset:

(a) the asset values or MAR shall be the asset values or MAR that was
determined in accordance with the tender process and approved by the
Commission; and

(b) each other item required to be included in an Access Arrangement,
which is essential to determine a MAR and which was determined by
the tender process, shall be as determined in accordance with the
tender process and approved by the Commission.

12.14 Nothing in section 12.13 limits or affects the operation of any provision of
the Code except the provisions relating to the content of an Access
Arrangement to the extent that asset values or the MAR or other item
included in the Access Arrangement may, under section 12.13, be
determined in accordance with the tender process.

13. Ring fencing arrangements

Part G of the NEC requires the
Commission to develop ring fencing
guidelines for the accounting and
functional separation of the provision of
prescribed services from the provision

of other services by the TNSP.7  The
NEC states that the transmission ring
fencing guidelines may include, but are
not limited to:

n provisions defining the need for and
the extent of legal separation;
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n establishment and maintenance of
consolidated and separate accounts
for prescribed services and other
services provided by the TNSP;

n allocation of costs between
prescribed services and other
services;

n limitations on the flow of
information between the TNSP and
other persons;

n limitations on the flow of
information between the TNSP and
other persons where there is the
potential for a competitive
disadvantage; and

n provisions allowing the
Commission to add to or waive a
TNSP’s obligations.

In developing the ring fencing
guidelines in the Draft Regulatory
Principles the Commission’s objective
has been to attempt to reinforce the
effectiveness of the regulatory
processes by limiting the ability of the
transmission networks to extend their
monopoly powers from the network
business into the contestable parts of
the industry.  In particular, the
Commission is seeking to ensure that
regulated activities do not cross-
subsidise contestable activities and that
information flows between regulated
and contestable activities are
appropriately restricted.

The Commission recognises that the
electricity industry has undergone
structural reform that has reduced the
likelihood that regulated activities could
be used to subsidise contestable
activities.  However, it is possible that
the networks of the future will grow
into businesses quite unlike the
electricity networks of the past and will
provide a range of contestable services.

Therefore, the possibility exists for
incidental and/or related work to be
subsidised by expensing such items
against regulated components of the
business, while recording income as
unregulated revenues, not subject to the
revenue cap.

Ring fencing arrangements have been
developed with varying degrees of
success in the context of other
monopoly industries.  Most recently
ring fencing arrangements were
developed by the National Gas Reform
Task Force and included in the National
Gas Access Code.  In summary, the
National Gas Access Code’s ring
fencing arrangements establish a
number of minimum obligations,
provide the regulator with the ability to
waive certain obligations, and establish
a mechanism for the regulator to
impose additional obligations.

The Commission proposes to adopt a
set of ring fencing arrangements for
electricity transmission networks which
are based on the National Gas Access
Code’s ring fencing arrangements.  The
majority of interested parties were
supportive of the development of ring
fencing guidelines along the lines of
those in the National Gas Access Code.

In addition the Commission has
selected a set of arrangements that
provide the flexibility to waive the ring
fencing arrangements where the costs of
compliance outweigh any apparent
benefit from imposing them.  The
arrangements also provide for
additional ring fencing provisions to be
applied where the benefit outweighs the
costs.
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Proposed statement — S13.1

In deciding whether to:

(i) amend the Transmission Ring
Fencing Guidelines (see
Box 13.1 on p. 38);

(ii) waive a TNSP's obligations
under the Transmission Ring
Fencing Guidelines; or

(iii) impose additional obligations
on a TNSP under the
Transmission Ring Fencing
Guidelines;

the Commission will follow a
consultation process that is at least as
extensive as the consultation prescribed
by the NEC consultation procedures.

Endnotes

1 The Commission is the regulator of
transmission revenues in NSW and
ACT from 1 July 1999, and has
recently released a draft revenue cap
decision: Draft Decision, NSW and
ACT Transmission Network
Revenue Caps 1999–00-2003–04,
12 May 1999.  The Commission
will take on regulation of
Queensland electricity transmission
networks from 1 January 2002.  The
Commission will commence
administration of the Victorian
Tariff Order and the South
Australian Electricity Pricing Order
from 1 January 2001.  Therefore, it
will not be until 1 January 2003 that
the Commission will be the
regulator of transmission revenues
in these jurisdictions according to
the provisions of Chapter 6 of the

NEC and the framework set out in
the Regulatory Principles.

2 ACCC, 1998, Final Decision,
Victorian Gas Access
Arrangements, October, Appendix
E.  Copies of this report are
available from the Commission’s
website: http://www.accc.gov.au
(under Gas).

3 Clause 6.2.3(d)(4)(iv) of the NEC
states that the Commission must
have regard to the agreement of the
Council of Australian Governments
of 19 August 1994, that deprival
value should be the preferred
approach to valuing network assets.

4 Ofwat is the Office of Water
Services; Oftel is the Office of
Telecommunications; Orr is the
Office of the Rail Regulation; and
Offer is the Office of Electricity
Regulation.

5 A CPI-X regime is one where the
TNSP is guaranteed inflation
protection, so that the risks
associated with inflation are passed
onto users.

6 The information that the
Commission believes that it requires
to efficiently regulate TNSPs is
outlined in Chapter 10 of the Draft
Regulatory Principles and in
Appendixes 1-5.

7 Prescribed services are defined by
the NEC as transmission services
provided by transmission network
assets or associated connection
assets which are determined by the
regulator as not being contestable
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Box 13.1. Transmission Ring Fencing Guidelines

Background

A. Clause 6.20.1 of the National Electricity Code (the Code) requires all
Transmission Network Service Providers to comply with the Transmission
Ring Fencing Guidelines prepared in accordance with clause 6.20.2 of the
Code.

B. Clause 6.20.2(a) of the Code requires the ACCC to develop the Transmission
Ring Fencing Guidelines.

C. This Guideline was published by the ACCC on [date].

Preliminary

D. In this Guideline, unless the contrary intention appears, italicised expressions
have the meaning given to them in:

(i) this clause D; or

(ii) the National Electricity Code as in force from time to time.

Auditor means a person registered as an auditor, or taken to be registered as an
auditor, under Part 9.2 of the Corporations Law.

Associate, in relation to a person, has the meaning it would have under Division 2
of Part 1.2 of the Corporations Law if sections 13, 14, 16(2) and 17 of that Law
were repealed.

Note: Schedule 1 section 13(7) of the Gas Pipelines Access (South Australia) Act
1997 (SA) contains an identical definition of ‘associate’.

Auditing standards means the Auditing Standards and Auditing Guidance
Statements as in force or existing from time to time issued by the Auditing
Standards Board of the Australian Accounting Research Foundation (and any
succeeding bodies).

economic entity has the meaning given in Accounting Standard AASB 1024:
Consolidated Accounts as in force from time to time.

marketing staff means servants, consultants, independent contractors or agents
directly involved in sales, sale provision or advertising (whether or not they are also
involved in other functions) but does not include servants, consultants, independent
contractors or agents involved only in:

(i) strategic decision making, including the executive officer or officers to
whom marketing staff report either directly or indirectly; or

(ii) technical, administrative, accounting or service functions.
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Note: Schedule 2 section 10.8 of the Gas Pipelines Access (South Australia) Act
1997 (SA) contains an identical definition of ‘marketing staff’.

parent entity has the meaning given in Accounting Standard AASB 1024:
Consolidated Accounts as in force from time to time.

person includes an individual or a body politic or corporate.

ring fenced services means prescribed services.

related business means, any activity other than the provision of prescribed
services.

relevant commencement date means, the later of the following dates:

(i) 1 January 2000; or

(ii) the date on which the ACCC, pursuant to section 44ZZA of the Trade
Practices Act 1974 (Cth), accepts an access undertaking provided by the
Transmission Network Service Provider in accordance with clause 2.5(b) of
the Code.

reporting entity has the meaning given in Accounting Standard AASB 1024:
Consolidated Accounts as in force from time to time.

E. Where this Guideline authorises the making of an instrument or decision:

(i) the power includes the power to amend or repeal the instrument or
decision; and

(ii) the power to amend or repeal the instrument or decision is exercisable in
the same way, and subject to the same conditions, as the power to make
the instrument or decision.

F. In this Guideline:

(i) words in the singular include the plural; and

(ii) words in the plural include the singular.

Ring fencing minimum obligations

1. A Transmission Network Service Provider must comply with the following
provisions as from the relevant commencement date:

1.1 An entity that provides ring fenced services:

(i) must be a legal entity incorporated pursuant to the Corporations
Law, a statutory corporation or an entity established by royal
charter; and

(ii) must not carry on a related business.  To avoid doubt, if the entity
is a member of a partnership, joint venture or other unincorporated
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association, the entity is carrying on the activities of the
partnership, joint venture or unincorporated association.

Note:The purpose of clause 1.1 is to legally separate the entity through
which a Transmission Network Service Provider provides
prescribed services from any other entity through which it
conducts business.

1.2 (i) An entity that provides ring fenced services must establish and
maintain:

(a) a separate set of accounts in respect of the provision of ring
fenced services; and

(b) if applicable, a separate consolidated set of accounts in
respect of the entire business of that entity.

(ii) The accounts must be prepared in accordance with any guidelines
that apply to the entity under clause 3.

Note: Where the entity is a Transmission Network Service Provider,
clause 1.2(i)(b) does not impose any additional obligations as
clause 1.1(ii) prohibits the entity from carrying on any activity
other than the provision of prescribed services.  Clause 1.2(i)(b)
will be relevant if the ACCC, under clause 6, waives the entity's
clause 1.1(ii) obligations.

1.3 An entity that provides ring fenced services must allocate any costs that
are shared between an activity that is covered by a set of accounts
described in clause 1.2(i)(a) and any other activity according to a
methodology for allocating costs that complies with any guidelines that
apply to that entity under clause 3.

Note:Clause 1.3 regulates the allocation of costs between ring fenced
services and any other activity including activities undertaken by
other entities.  The purpose of clause 1.3 is to prevent
Transmission Network Service Providers subsidising contestable
activities through regulated activities.

1.4 If an entity that provides ring fenced services is part of an economic
entity, the entity that provides ring fenced services must ensure that:

(i) a separate consolidated set of accounts in respect of the provision
of ring fenced services by that economic entity is established and
maintained; and

(ii) the accounts are prepared in accordance with any guidelines that
apply under clause 3.

Note:The Corporations Law and Accounting Standard AASB 1024:
Consolidated Accounts require a parent entity in an economic
entity which is a reporting entity to prepare consolidated accounts
to reflect the economic entity as a single reporting entity.
Principally, adjustments will be necessary whenever entities within
an economic entity have had transactions with each other.
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The purpose of clause 1.4 is to ensure that the cost of providing the
ring fenced services is adjusted to reflect any transactions between
the entities within the economic entity that relate to the provision
of the ring fenced services.

1.5 An entity that provides ring fenced services must:

(i) (a) ensure that its marketing staff are not also servants,
consultants, independent contractors or agents of an
Associate that takes part in a related business; and

(b) in the event that its marketing staff become or are found to
be servants, consultants, independent contractors or agents
of such an Associate contrary to clause 1.5(i)(a), procure
their immediate removal from its marketing staff; and

(ii) (a) ensure that none of its servants, consultants, independent
contractors or agents are marketing staff of an Associate
that takes part in a related business; and

(b) in the event that any of its servants, consultants,
independent contractors or agents are found to be the
marketing staff of such an Associate contrary to clause
1.5(ii)(a), procure their immediate removal from the entity
that provides ring fenced services.

Note: In addition, clause 8.6.1(d) of the Code states that the officers of a
Transmission Network Service Provider participating in
transmission service pricing must not be involved in or associated
with competitive electricity trading activities of any other Code
Participant.

1.6 An entity that provides ring fenced services must notify the ACCC if:

(i) any of its servants, consultants, independent contractors or agents
are, or will be, servants, consultants, independent contractors or
agents of an Associate that takes part in a related business; or

(ii) any servants, consultants, independent contractors or agents of an
Associate that takes part in a related business will be servants,
consultants, independent contractors or agents of it.

2. A notification under clause 1.6 must be provided to the ACCC on or before
the later of the following dates:

(i) the relevant commencement date; or

(ii) five business days prior to:

(a) in relation to clause 1.6(i), the date on which the servant,
consultant, independent contractor or agent of the entity that
provides ring fenced services will be a servant, consultant,
independent contractor or agent of the Associate;

(b) in relation to clause 1.6(ii), the date on which the servant,
consultant, independent contractor or agent of the Associate will be
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a servant, consultant, independent contractor or agent of the entity
that provides ring fenced services.

3. In complying with clauses 1.2, 1.3 and 1.4, a Transmission Network Service
Provider must:

(i) if the ACCC decides to publish accounting guidelines for Transmission
Network Service Providers which apply to the accounts being prepared,
comply with those guidelines; or

(ii) if the ACCC has not published such guidelines, comply with any
guidelines that are prepared by the Transmission Network Service
Provider and approved by the ACCC.

Additional ring fencing obligations
4. The ACCC may, by notice to the Transmission Network Service Provider,

require the Transmission Network Service Provider to comply with
obligations in addition to those contained in clause 1 provided that the ACCC
is satisfied that the administrative cost to the Transmission Network Service
Provider and its Associates of complying with the additional obligations is, or
is likely to be, outweighed by the benefit to the public.

5. Without limiting the additional obligations that may be imposed under clause
4, the ACCC may require that:

(i) the Transmission Network Service Provider ensure its servants,
consultants, independent contractors or agents are not also servants,
consultants, independent contractors or agents of an Associate that takes
part in a related business and, in the event that they become or are found
to be involved in such an Associate, ensure their immediate removal
from their position with the Transmission Network Service Provider;

(ii) at least one director of the Transmission Network Service Provider is not
also a director of a company (whether or not an Associate) that takes part
in a related business or is a Code Participant or Intending Participant;
and

(iii) the electronic, physical and procedural security measures employed in
respect of the offices of the Transmission Network Service Provider and
of all offices of its Associates are satisfactory to the ACCC.

The examples given in this clause 5 shall not be construed as limiting the
types of action a Transmission Network Service Provider may have to take in
order to comply with clause 1.

Waiver of ring fencing requirements
6. The ACCC may, by notice to the Network Service Provider, waive any of the

Transmission Network Service Provider's obligations under clause 1 provided
that the ACCC is satisfied that the benefit, or any likely benefit, to the public
is outweighed by the administrative cost to the Transmission Network Service
Provider and its Associates of complying with the obligation.

Note: In deciding whether to waive any of the Transmission Network Service
Provider's obligations under clause 1, the ACCC may take into
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consideration any additional obligations that can be imposed under
clause 4.

Compliance procedures and compliance reporting
7. A Transmission Network Service Provider must establish and maintain

appropriate internal procedures to ensure it complies with its obligations under
clause 6.20.1 of the Code.  The ACCC may require the Transmission Network
Service Provider to demonstrate the adequacy of these procedures upon
reasonable notice.  However, any statement made or assurance given by the
ACCC concerning the adequacy of the Network Service Provider's compliance
procedures does not affect the Transmission Network Service Provider's
obligations under clause 6.20.1 of the Code.

8. A Transmission Network Service Provider must provide a report to the ACCC,
at reasonable intervals determined by the ACCC, describing the measures
taken by the Transmission Network Service Provider to ensure compliance
with its obligations under clause 6.20.1 of the Code, and providing an accurate
assessment of the effect of those measures.

9. (i) The ACCC may, upon reasonable notice, require a Transmission
Network Service Provider to:

(a) appoint an independent auditor approved by the ACCC to report on
such matters as are specified by the ACCC; and

(b) provide a copy of the auditor's report to the ACCC by a date
specified by the ACCC.

(ii) If the ACCC nominates auditing standards to apply to an audit under
clause 9(i), the auditor must report in accordance with those auditing
standards.  To avoid doubt, the ACCC may nominate one or more
auditing standards.

(iii) For the purpose of clause 9(i), the ACCC may publish auditing
guidelines with which a Transmission Network Service Provider must
comply.

Note:The ACCC need not publish auditing guidelines in order to impose an
obligation on a Transmission Network Service Provider under clause
9(i).  It is intended that auditing guidelines will be published where
obligations are to apply generally to Transmission Network Service
Providers on an on-going basis.

10. A Transmission Network Service Provider must provide a report of any
breach of any of its obligations under clause 6.20.1 of the Code to the ACCC
immediately upon becoming aware that the breach has occurred.
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