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Preface

Under Part IIIA, section 44zzZAA(3), of the Trade Practices Act 1974 (TPA) the Commission
accepts as an access code chapters 1, 2,4, 5,6, 7, 8, 9 and 10 of version 2.3 of the National
Electricity Code as submitted to the Commission on 28 August 1998. This access code
decision deals with the access regime to the electricity transmission and distribution networks
that form the national grid in southern and eastern Australia for the services of conveying or
controlling electricity.

This decision has been made on the basis that the access code forms an integral part of the
reform of the electricity supply industry which has the potential to deliver significant benefits
to diverse sectors of the Australian community. The Commission also considers that the
NEM access code provides an acceptable balance of the legitimate business interests of
network owners, access seekers and the broader public.

This decision follows a determination, on 10 December 1997, by the Commission to
conditionally authorise the NEM code. The effect of that decision was that the NEM code
would not be authorised, under Part VII of the Trade Practices Act 1974 (TPA), until certain
conditions were met and would be subject to review under subsection 91(4) of the TPA if
other conditions were not fulfilled in the future.

While the National Electricity Code is a single document and many of the issues are closely
related, the Commission was required to assess the access code and authorisation applications
against separate criteria and to make separate decisions. The authorisation determination
provides immunity from court action for specified market arrangements or conduct which
would otherwise be in breach of Part IV of the TPA. The access code decision provides a
mechanism for a single access regime to apply across the transmission networks in the
national grid and across the distribution networks in each of the participating states and
territory.

The lengthy delay between the earlier authorisation determination and this access code
acceptance decision was due to the requirement that the applicant make certain code changes
and to agree that certain other issues be reviewed. Unlike the authorisation determination,
the Commission’s acceptance of the access code is not conditional. This decision is a final
decision based on a revised version of the code.

This revised version of the code has addressed many of the Commission’s earlier concerns as
outlined in its access code draft decision. For example, the code has been revised: to give
the regulators the power to develop ring-fencing arrangements and to release otherwise
confidential information; to clarify certain rights of connection applicants; and to limit non-
uniform transitional arrangements until the end of 2002.

The transmission and distribution networks are now able to submit applications to the
Commission for access undertakings under section 44zzA(1). The Commission’s acceptance
of complying undertakings would protect the networks from a declaration recommendation
(for the services of conveying or controlling electricity) under section 44F(1) of the TPA and
would allow the networks to register with NEMMCO and thereby to participate in the
national electricity market.
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Overview of the NEM access code
Australian governments have initiated fundamental reforms to improve the performance of
the electricity supply industry. To varying degrees, the state and territory governments have
restructured, corporatised and privatised the previously vertically integrated public
monopolies. In a process coordinated through COAG, the relevant jurisdictions have also
moved to create the National Electricity Market (NEM) in southern and eastern Australia.
The NEM will establish a single wholesale market for electricity and an access regime for the
transmission and distribution networks. The arrangements have a national flavour to the
extent that the state and territory governments have cooperated in developing and legislating
the National Electricity Code (NEC) and the National Electricity Law which together
establish the processes and institutions to administer the NEM. Nevertheless, code
derogations ensure that some jurisdictional based arrangements will continue, either over a
transitional period or indefinitely. The jurisdictional governments will also retain
responsibility for environmental issues and electricity regulation more generally.
However, these arrangements must also comply with Commonwealth law. As a result,
NECA and NEMMCO applied for, and have received from the Commission, an authorisation
of the NEC. These reforms have also fallen into line with the more wide ranging competition
policy reforms which, amongst other things, have created the right for third parties to gain
access to the services of a facility which is uneconomic to duplicate and is nationally
significant (eg electricity transmission networks). Consequently, the jurisdictions via NECA
have submitted the relevant sections of the NEC to the Commission for acceptance as an
access code under Part IIIA of the Trade Practices Act 1974 (TPA). The Commission
received a draft application to accept an access code from NECA on 15 November 1996
while a formal application was received on 28 April 1997. The Commission published a
draft decision on 29 August 1997.

The NEM access code
The NEC is a single document which sets out the operational rules for the NEM. The NEC
comprises two distinct but inter-related elements: first, the wholesale electricity market
rules; and second, the access arrangements to the transmission and distribution systems.
The market arrangements govern the operation of the electricity wholesale spot market and
includes rules for: bidding processes by generators; determining the wholesale prices; central
dispatch; settlement; prudential requirements; market information; inter-regional hedging;
ancillary services; and market intervention by NEMMCO. These arrangements are not the
subject of the access code but they were examined by the Commission as part of its
authorisation of the NEM code.
In contrast to the arrangements governing electricity generation and its wholesale and retail
sale, the access arrangements are the rules governing connection to and use of the physical
wires infrastructure for the transport of electricity. The NEM access code (see Box 1 for
more detail) can be characterised as a flexible set of arrangements covering the diverse
matters relating to electricity connection and pricing while being broad enough to encompass
all of a network’s customers (eg generators, users and retailers). This flexibility is necessary
as, to a greater or lesser extent, every connection to an electricity network will impact on the
performance of that network and therefore on other connected customers.

Box 1: Summary of the National Electricity Market access code

The access code describes arrangements through which generators will physically deliver
electricity into the market and allows customers to avoid retailers by separately purchasing
wholesale electricity and its transport on transmission and distribution networks. To the
extent that the access code has not been designed to govern retail competition, it is likely to
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be largely irrelevant for the majority of consumers (ie households) who purchase the bundled
supply of electricity through retailers.

The NEM access code is principally comprised of chapters 4 to 9 of the NEC but it also
encompasses the relevant parts of the remaining NEC chapters as well as the applicable
regulatory instruments of the participating jurisdictions. Reflecting the need for flexibility,
NECA has proposed an access code which specifies in some detail:

the framework for achieving and maintaining a secure power system,;
the framework for generators and users to connect to an electricity transmission or
distribution network, including;

= a requirement to negotiate and sign a detailed connection agreement;
= agreeing on connection equipment design and technical standards;
= the inspection, testing and commissioning requirements for connected

equipment; and
= disconnection procedures;

investments in networks (ie augmentation) are governed either by:
= commercial arrangements, in the case of new or upgraded
connections; or

= administrative planning processes, in the case of a general increase in
demand either within a network or across a range of networks;

the pricing regulatory arrangements to be followed by:
= the ACCC in setting a revenue cap for transmission network service
providers; and

= the state and territory regulators in setting a revenue and/or price cap
for distribution network service providers;

the dispute resolution and enforcement mechanisms consisting of administratively created
arbitrators, panels and tribunal, backed-up by the relevant courts in each jurisdiction and
based on the National Electricity Law (which is to be enacted in each of the participating
jurisdictions); and

separate transitional arrangements for each of the participating jurisdictions.

NEM Access Code Decision ix




While the access code generally stipulates obligations and processes, it also stipulates
detailed outcomes in terms of technical standards and requirements to preserve system
security. The access code envisages that the detailed terms and conditions for access will be
determined on a case-by-case basis and included in a connection agreement between the
network service provider and the access seeker.
In order to protect their facilities from the possibility of declaration under Part ITIA, an
industry access code still requires individual facility owners to submit access undertakings.
However, the access code avoids unnecessary duplication by allowing the Commission to
waiver the requirement to perform separate public assessments of individual access
undertakings.

Statutory assessment criteria
Part IITA of the TPA allows an industry body to submit an access code for network industries
which will consistently apply across all facility owners. The Commission’s assessment of the
access code is based on statutory requirements which allow the Commission to accept an
access code, while having regard to the legitimate business interests of facility owners, the
interests of access seekers and the public interest (including its impact on competition, the
competitiveness of Australian businesses, the environment, social welfare, regional
development and occupational health and safety). The Commission is also allowed to have
regard to any other matters it thinks are relevant.
In assessing the access code, the Commission has had to interpret these broad criteria.
Consequently, in terms of the legitimate business interests of the network service providers,
the Commission expects that the electricity access code should allow network service
providers to earn a commercial rate of return. However, to be in the interests of the access
seekers and the public, the access code must prevent network service providers from earning
monopoly rents. The access code should also allow efficiency improvements in the networks
and other parts of the electricity supply industry to be passed on to network users and the
wider community.
The Commission believes that it will be in the interests of all parties involved for the access
code to include connection and compliance monitoring procedures which maintain the
integrity of networks — especially since a poorly performing network can have serious
ramifications for the health, safety and property of all parties connected to the grid and on the
ability of the system to deliver network services. It will be in the interests of both the
network service providers and access seekers for connection procedures to be both
streamlined and transparent. Moreover, from the perspective of access seekers and the wider
community, connection procedures should not unnecessarily create additional entry barriers
for new generators, new customers and/or new technologies.
As the proposed duration of the access code is well into the next century, the access code
should be able to cope with the dynamic changes in the market — eg the investment response
to a growing demand to use network facilities and a code change process responsive to
identified deficiencies.

The Commission’s assessment of the NEM access code
Many of the electricity reforms follow what has been done overseas and are seen by the
industry, governments and users as an integral part of any package to make the users of the
Australian electricity supply industry internationally competitive. Estimates indicate that the
benefits of electricity reform are likely to be substantial — eg an increase in GDP by up to
$5.5 billion per annum (IC 1995). However, this work does not indicate the extent to which
each of corporatisation, industry restructuring or the NEM contribute to the benefits.
Nevertheless, an effective access regime for the transmission and distribution networks will
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generate significant benefits, complement the other reforms and will have a large bearing on

whether the benefits of reform are passed on to users and the community.

In support of their application, NECA highlighted the extensive public consultations and

scrutiny which accompanied the code’s development between 1991 and 1996. For instance,

the proposed arrangements have drawn on experience gained from overseas and state
markets. The proposed arrangements have been developed in concert with COAG and have
been endorsed by the participating jurisdictional governments. Moreover, various interest
groups have been involved in developing the code and in the public assessment processes
associated with the Commission’s authorisation and access code decisions. NECA also
provided an application outlining how key features of the code meets the Commission’s
statutory guidelines for accepting an access code.

Despite the potentially large benefits of an access regime, the Commission’s public

consultation process revealed that important infrastructure providers, user groups and other

interested parties would only provide, at best, conditional support for the access code that
was originally submitted to the Commission. In general, participants were supportive of the

NEM which includes both a wholesale market and an access regime. Participants were also

supportive of the broad approach and principles which will guide pricing, connection and

augmentation of electricity networks in the NEM.

However, participants argued that there were a large number of deficiencies hidden in the

detail of the code. That the NEM access code is regarded as imperfect is not entirely

unexpected as the access code is a first attempt to create a uniform and transparent access
regime for electricity networks in southern and eastern Australia. It is also a first attempt at
uniformly codifying a range of engineering standards and practices from a variety of sources
and network operators. Moreover, the interests of network owners and network users are
often competing and it is unlikely there could ever be a consensus on the detail of the NEM
access code.

Some of the problems with the code are trivial (eg typographical errors), some of which have

already been addressed by code amendments. A large number of problems, identified by

participants and in the Commission’s draft decision, detract from the code, emphasise the
interests of certain parties at the expense of others and reduce the likelihood that the full
benefits of electricity reform will be realised. In addition, it could be expected that further
problems will emerge once the code arrangements and the NEM is fully functioning.

Nevertheless, the Commission believes that these deficiencies can be easily handled through

the code change processes and are not significant enough to delay the introduction of the

NEM.

However the Commission’s draft decision, identified a number of deficiencies in the access

code which significantly impact on the interests of access seekers and the public. Prior to

making its final decision, the Commission has sought to resolve these issues with NECA and
the jurisdictions. In general, the Commission’s concerns related to specific code provisions
which fell short of the objectives of Part IIIA of the TPA and of the stated principles
contained in the NEC itself. In particular, the Commission’s major concerns related to:

m cstablishing a better balance between regulatory flexibility and price certainty by
requiring jurisdictional regulators to be independent bodies;

m improving the location incentives of transmission use of system charges by including an
avoided costs test for embedded generators and by further examining the efficiency of
transmission pricing in the NECA review;

m providing regulators with effective powers to impose ring-fencing arrangements, to
acquire and publicly release network information and to make revenue cap determinations
on the basis of known service standards;
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®m negotiation arrangements for network connection (ie clarify rights for access seekers to
by-pass networks and to utilise the code’s dispute resolution mechanisms); and

m  non-uniform jurisdictional arrangements which persist beyond the year 2000.

These concerns have been resolved in a number of ways. First, non-uniform transitional

arrangements have largely been restricted to the transitional period up until the end of 2002.

Second, the code has been changed to give the regulators powers to develop ring-fencing

arrangements, to release otherwise confidential network information (provided it is in the

public interest) and to align the powers of the distribution regulators with those of the
transmission regulator. Code changes have also clarified rights for network connection
applicants (access seekers) to by-pass existing networks, if necessary, and to use the code’s
dispute resolution arrangements. Third, certain of the code’s network pricing arrangements
and powers of the regulator (eg in relation to network standards) are the subject of a current
review by NECA. In addition, NECA has committed itself to undertake a series of reviews to
address the broad range of the Commission’s other, but somewhat less critical, concerns —
some of these concerns are also the subject of the conditions the Commission attached to its
authorisation of the NEC.

However, the issue of the independence of the network pricing regulators has not been

resolved to the Commission’s complete satisfaction as the applicant and the jurisdictions

refused to make independence a code requirement. Nevertheless, the majority of the
participating jurisdictions have already established independent regulators for electricity
network pricing. Moreover, the South Australian Government has stated that it will be
introducing legislation for the introduction of an independent jurisdictional electricity
economic regulator within that state.

On the basis of the applicant’s response to the access code draft decision, the Commission

has accepted as an access code chapters 1, 2,4, 5, 6, 7, 8, 9 and 10 of version 2.3 of the

National Electricity Code as submitted to the Commission on 28 August 1998. This decision

has been made on the basis that the access code forms an integral part of the reform of the

electricity supply industry in southern and eastern Australia. These reforms have already
delivered significant benefits to network users and the broader Australian community.

Continuing reforms promise the delivery of further benefits.

In addition, the Commission considers that the NEM access code provides an acceptable

balance of the legitimate business interests of network owners, access seekers and the broader

public. For instance:

1. The code acts to protect the interests of network users and the public by depriving
network service providers of the capacity to unilaterally exploit monopoly power by
establishing a price regime to be administered by government regulators. The regulators
will have the ability to determine revenue and/or price caps, to enforce accounting and
functional ring-fencing arrangements and to publish network information when it is
deemed to be in the public interest.

2. The code acts to protect the interests of facility owners by requiring the regulator to
provide network service providers with a reasonable rate of return.

3. The code acts to promote the interests of network service providers, users and the public
by including an incentive mechanism (eg a CPI-X revenue and/or price cap) to encourage
network service providers to continually improve productivity and to share the benefits
between their shareholders and network users.

4. The code acts to protect the interests of access seekers by requiring network owners to
respond to connection applications within specified time periods. If access negotiations
are unduly protracted, access seekers can utilise the code’s dispute resolution procedures
or, in the last resort, to by-pass existing networks.
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5. The code acts to protect the interests of both network service providers and users as it
retains sufficient flexibility to allow negotiated connection agreements to be tailored to
the meet the demands of specific connection proposals.

6. The code acts to promote the interests of network service providers, users and the wider
public by providing for network augmentation to meet continually growing demand for
electricity and new connection applications. The code does not preclude the possibility
that all such augmentations could be contestable and includes administrative mechanisms
to allow system wide planning to occur.

7. The code acts to protect the interests of network service providers, users and the wider
public by including technical requirements, review and enforcement procedures which
make it possible for networks to be operated within known technical and legal boundaries
in order to minimise risks to the health, safety and property of connected users.

8. The code acts to protect the interests of network service providers and users as it requires
network service providers to establish their own dispute resolution procedures. Failing
the successful outcome from internal procedures, the code outlines enforceable dispute
resolution procedures which can forestall protracted and costly legal procedures.

9. The code recognises there are existing network connection arrangements in each of the
participating jurisdictions, and it allows them to be modified in an orderly manner in the
transitional phase through to the end of the year 2002.

While the Commission accepts that, on balance, the access code is in the interests of facility

owners, access seekers and the general public, the Commission is also of the view that much

can be done to improve the access arrangements in the NEM. Many of the deficiencies are
complex and the Commission accepts the need for a number of reviews. The applicant also
accepts the need for a number of reviews and, in response to the authorisation determination
and access code draft decision, have:

m amended the code to require annual reviews of NEMMCO’s use of its powers of direction
and to report on the viability of market provision of ancillary services; and

m given commitments to review certain aspects of network pricing, firm access, metering,
facility inspection and dispute resolution as well as the legal framework governing the
operation of both NECA and the National Electricity Tribunal.

However, commitments to review a problem are no guarantee that a solution will be

implemented. Consequently, the Commission wants to highlight its remaining concerns in

the balance of the protections the code and the National Electricity Law provide to affected
parties in relation to disconnections and code breaches (eg the code is silent on procedural
fairness issues in relation to NECA’s enforcement processes and decisions).

To the extent that it is the National Electricity Law which is deficient, then the problems fall

outside the scope of the access code and the direct sphere of NECA’s responsibilities. While

the individual deficiencies are unlikely to bring into question the enforceability of the code,
collectively they create uncertainty of procedure and outcome. For this reason, the

Commission believes the participating jurisdictions and NECA should conduct a review of

the interaction of the National Electricity Law, the code and jurisdictional regulations.

In a similar vein, the Commission maintains its concerns about the cost of metering and

implementing practical alternatives for metering smaller customers. To a large extent these

concerns have not been raised in the context of the access code and the wholesale market (ie
large users), but rather the retail market and smaller users. Effective resolution of these
matters will require establishing seamless metering arrangements between the code (which
largely deals with the single wholesale market in the NEM) and the regulation of retail
competition in each of the participating jurisdictions. Unless the jurisdictions and the NEM
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administrators are able to address industry and public concerns, there is a danger that the
benefits of retail competition may not be passed through to smaller customers.
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1. The electricity supply industry and the access code

On 28 April 1997, the Commission received an application to accept an industry access code
under Part IITA of the TPA for electricity transmission and distribution facilities in the
Australian Capital Territory, New South Wales, South Australia, Queensland and Victoria.
The application and supporting submission were lodged by the National Electricity Code
Administrator (NECA). The access code sets out the proposed rules for access to
transmission and distribution facilities in the National Electricity Market (NEM).

This report outlines the Commission’s current analysis and decision on the access code
application. This decision follows extensive public consultation with the applicant and
interested parties, release of a draft decision and convening of a pre-decision conference.
This initial chapter provides some background information by documenting the importance
attached to the successful implementation of electricity reforms (section 1.1), the recent
competition policy reforms (section 1.2) and reform of the electricity industry (section 1.3).
The details of the national access arrangements, as contained in chapters 1, 2,4, 5,6, 7, 8,9
and 10 of the National Electricity Code, are briefly summarised in section 1.4. The
Commission’s statutory assessment criteria and approach are documented in chapter 2. The
remaining chapters detail the Commission’s assessment of the access code.

1.1 The importance of electricity reform

The importance of the continued reform of the ESI is underscored by the dominant role the
industry plays in the Australian economy as well as by the size of the potential benefits that
are likely to accrue from the successful implementation of the reforms.

Electricity is one of the larger infrastructure industries, contributing 2.2 per cent of GDP

(%9 billion) and 18 per cent of Australia’s energy needs (ABARE 1997). On average
electricity comprises 3 to 5 per cent of industry costs (considerably more for energy intensive
industries like smelting and ferrous metals) and 2 per cent of household expenditure.
Electricity generation accounts for around 65 per cent of the Australian ESI’s total costs,
transmission 10 per cent and distribution 25 per cent.

The importance of continued electricity reform is emphasised by estimates which indicate
that the gains from improved performance of the electricity industry could increase GDP by
up to $5.5 billion (1.3 per cent of GDP) — about a quarter of all the benefits from
competition reforms (IC 1995).

The successful implementation of the NEM and the associated access arrangements will play
a central role in achieving these gains. For example, the Productivity Commission’s (1996)
international benchmarking report argues that an interconnected electricity grid, which
provides opportunities for power exchanges between the states, would allow the electricity
generators to make better use of capital assets and thereby to reduce excess capacity and
improve productivity. In turn, these gains will play an important role in raising the living
standards of Australians and in promoting the international competitiveness of Australian
businesses. The proposed arrangements may also facilitate the introduction of new
technologies and demand side solutions which would allow Australia to address some of the
concerns relating to greenhouse gas emissions through a ‘no regrets’ policy.

However, this need to raise living standards and the competitiveness of businesses by
continually improving the performance of the ESI is recognised not only in Australia but in a
number of other countries as well. For instance, the United States of America, England and
Wales, New Zealand, Spain, Norway and Sweden have introduced, or are implementing,
significant reform of their electricity industries. These overseas developments place pressure
on Australian policy makers to continually reform the electricity supply industry (ESI) with a
view to raising its performance standards. Moreover, Australia can learn from these overseas
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developments as some of the reforms that are under way in Australia, have occurred in other
countries. Nevertheless, it must also be recognised that in many respects the reform process
in Australia is breaking new ground on the world stage.

1.2 Recent competition policy reforms

In 1991 the Council of Australian Governments (COAG) resolved to examine a national
approach to competition policy as an extension of the national micro-economic reform
agenda. The first step in this process was to establish the National Competition Policy
Review which was chaired by Professor Fred Hilmer.

On the completion of the Hilmer Committee’s report in August 1993, Commonwealth, State
and Territory Governments began extensive negotiations to implement its recommendations.
This process culminated in June 1995 in the Competition Policy Reform Act 1995 which,
when coupled with two inter-governmental agreements (the Competition Principles
Agreement and the Competition Code Agreement), resulted in a number of wide ranging
reforms including the creation of a legal framework to establish access rights to services
provided by nationally significant infrastructure facilities.

The legal framework, embodied in Part IITIA of the TPA and the inter-government
agreements, created three approaches to third party access, namely:

m declaration of a service;

m recognition of effective access regimes; and

m access undertakings or codes accepted by the Commission.

The ESI in Australia has followed this latter route and NECA has submitted to the
Commission an application for an access code for electricity related services provided by
transmission and distribution facilities in the NEM. This approach will ensure that the access
regime will comprehensively cover the NEM and will provide a streamlined process for
assessing and accepting individual access undertakings. Provided they conform to the access
code, the access undertakings submitted by individual network service providers could be
approved by the Commission without a further public consultation process.

1.3 Recent reforms in Australia’s electricity supply industry

Reform of the electricity supply industry has operated in tandem with the broader
competition policy reforms. In general, the electricity reforms have sought to create an
environment where the contestable parts of the industry are exposed to competition in order
to create pressures to achieve resource allocation and efficiency goals.

Since the mid—1980s, the ESI has undergone significant changes to improve performance.
Early reforms focussed on efficiency improvements, such as increasing labour productivity.
More recently, the emphasis has been on more wide ranging administrative and structural
reforms of the industry.

Administrative reform of the ESI covers a broad range of policy changes such as the
corporatisation of electricity utilities, the creation of a more competitively neutral operating
environment (eg separation of commercial and regulatory functions and imposition of tax
equivalent and dividend payments) and the establishment of independent pricing authorities.
These reforms have been particularly significant in the natural monopoly sectors.
Administrative arrangements have also dealt with transitional issues including the franchising
of some customers to specific retailers and vesting contracts for generators.

The extent of structural reform of the ESI has differed between jurisdictions but has generally
involved separating the more contestable segments of the industry (ie generation) from the
natural monopoly elements of the industry (ie transmission and distribution). In some
jurisdictions, structural reforms have also increased competition by splitting the various
activities of the industry into separate competing companies (eg generation). In addition, a
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number of the generation and distribution companies have been privatised. These structural
changes have often been accompanied by changes in the regulatory arrangements.

One of the major objectives of these reforms has been to improve price signals in the ESI. In
most jurisdictions, tariffs have been traditionally regarded as being structured to provide
cross—subsidies between business consumers and residential consumers and between city
consumers and consumers in rural areas. The extent of these cross-subsidies are gradually
being wound back.

These electricity industry reforms were provided a national focus at the July 1991 Special
Premiers Conference, when Heads of Government agreed to establish the National Grid
Management Council (NGMC). The NGMC was set the task of encouraging open access and
free trade in bulk electricity and the development of the interstate electricity supply industry
in eastern and southern Australia in a way which is as efficient, economical and
environmentally sound as possible.

In 1993, governments represented on the NGMC agreed that a Multiple Network Corporation
structure would be in place by 1 July 1995. The model requires each jurisdiction to separate
the network (transmission and distribution) businesses from the other elements and
subsequently to corporatise the new network businesses. These arrangements have
dovetailed into the competition policy reforms and have led to developing the National
Electricity Code, parts of which deal with the proposed access arrangements which are the
subject of this assessment.

14 The National Electricity Market and the proposed access code

The final version of the code submitted to the Commission has been endorsed by all the

participating jurisdictions — New South Wales, South Australia, Victoria, Queensland and

the Australian Capital Territory. These jurisdictions have agreed to enact cooperative

legislation to implement the regulatory arrangements, called the National Electricity Law.

The legislation will give effect to the identical form and effect of the code in participating

jurisdictions at all times, subject to derogations. Tasmania is expected to join the national

electricity market some time in the future.

The code was prepared by the NGMC on the basis of industry wide consultations on possible

systems, market mechanisms and regulatory measures. A series of working groups were also

established to develop the detail of the agreed market structure, taking into account the

physical limitations that exist in the system. The NEM Code is designed to set out the rules

governing the operation of the national market, market trading rules, network pricing

principles, systems control and access to the network, as well as the rights and obligations of

the participants.

The stated objective of the code, as agreed by all Australian governments, is to provide a

regime of light-handed regulation of the market to achieve the market objectives, which are

stated as:

m the market should be competitive;

m customers should be able to choose which supplier (including generators, retailers and
traders) they will trade with;

m there should be non—discriminatory access to the interconnected transmission and
distribution network;

m there should be no discriminatory legislative or regulatory barriers to entry for new
participants in generation or retail supply; and

m there should be no discriminatory legislative or regulatory barriers to the interstate and/or
intrastate trading of electricity.

Trading in the wholesale electricity market will include bilateral contracts, short term

forward market trading, spot trading and inter-regional hedging (for further details see
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Box 1.1). The code will not cover arrangements for bilateral contracts, nor will it extend to
the arrangements for retail trading. These trading roles are not the subject of the access
arrangements to the wires infrastructure, although they are the subject of a separate
authorisation determination.

Central to the success of the NEM is the access arrangements which will apply to the
transmission and distribution systems. Changes in technology over recent years have
demonstrated that the generation of electricity is not a natural monopoly. It has also been
established that the retailing of electricity is also an area into which competition can be
introduced. Nevertheless, establishing competition in upstream and downstream markets and
acquiring the associated benefits, is dependent on those sectors (generation and retail) being
able to obtain open and non—discriminatory access to the wires infrastructure.

It is generally accepted that the wires infrastructure of transmission and distribution is a
natural monopoly, although this does not prevent introducing some competitive pressures.
For instance, designing and constructing network augmentations can be contracted out
through a transparent competitive tendering process. While such a process may serve to
reduce costs, they do not alter the natural monopoly status of network owners. Indeed,
network owners could use their dominant position in the market to retain any of the benefits
from increased competition in generation and to crowd-out any viable alternatives to network
augmentation (eg embedded generation and demand side management). Consequently, it is
important that there continues to be regulation of the services provided by transmission and
distribution wires.

Box 1.1: Overview of operation of the National Electricity Market

In the NEM generators will compete by lodging bids to supply electricity to a common pool
for half hour periods. Bids will consist of a schedule of the price and quantity of electricity a
generator is willing to dispatch. Bids will be lodged 24 hours in advance with the central grid
operator — ie the National Electricity Market Management Company (NEMMCO).
Nevertheless, rebidding is allowed in order to provide generators with the flexibility to
respond to unforseen circumstances.

NEMMCO ranks generator bids in merit order according to their bid price. Based on
expected demand, NEMMCO determines which generators will operate in a particular half
hour period. Unless the system is constrained, NEMMCO will only dispatch those
generators which bid at or below the spot or market clearing price. Generators will receive
the market clearing price for dispatched electricity and not their final bid price.

In general, all electricity dispatched into the pool must be traded through the spot market.
Nevertheless, it is envisaged that the bulk of electricity will be covered by financial contracts
to manage the price and volume risks of the wholesale market (eg long term, financial
hedging and short term hedging contracts).

Wholesale traders (eg licensed retail suppliers and large electricity customers) will compete
to purchase electricity either from the pool or under contracts directly with the generators.
Licensed retail suppliers can on-sell electricity to businesses, households and intermediaries.
Where retail suppliers also own distribution networks, the two activities must be ring fenced.
In addition, other retail suppliers must be able to access their network on the same terms
given to their own retail supply business. Progressively, regional retail supply monopolies
are being abolished and customers are increasingly able to choose their own retail supplier.

According to NECA’s application, the NEM access code is principally comprised of
chapters 4 to 9 of the NEC but it also encompasses the relevant parts of the remaining NEC
chapters as well as the applicable regulatory instruments of the participating jurisdictions.
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Reflecting the need for flexibility, NECA has proposed an access code which specifies in

some detail:

m the framework for achieving and maintaining a secure power system (chapter 4 of the
NEC);

m the framework for generators and users to connect to an electricity transmission or
distribution network (chapter 5 of the NEC), including;

— arequirement to negotiate and sign a detailed connection agreement;

— agreeing on connection equipment design and technical standards;

— the inspection, testing and commissioning requirements for connected equipment; and

— disconnection procedures;

m investments in networks (chapter 5 of the NEC) are governed either by:

— commercial arrangements, in the case of new or upgraded connections; or

— administrative planning processes, in the case of a general increase in demand or
either within a network or across a range of networks;

— the pricing regulatory arrangements (chapter 6 of the NEC) to be followed by: the
ACCC in setting a revenue cap for transmission network providers; and the state and
territory regulators in setting a revenue and/or price cap for distribution network
service providers;

m the rights and obligations of network service providers and users in measuring electrical
energy and providing data for operating the market (chapter 7 of the NEC);

m the dispute resolution and enforcement mechanisms (chapter 8 of the NEC) consisting of
administratively created arbitrators, panels and tribunal, backed-up by relevant courts in
each jurisdiction and based on the National Electricity Law (to be enacted in each of the
participating jurisdictions); and

m the derogations which outline the scope of the transitional arrangements which will apply
in each of the jurisdictions for a specified period of time (chapter 9 of the NEC).
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2. Assessment procedures for the access code

As this is the first occasion the Commission has been requested to assess an access code
under Part IITA of the TPA, the administrative procedures and assessment criteria are new to
both the Commission and all interested parties. In this assessment of the National Electricity
Market’s access code, the Commission has adopted administrative procedures which are
similar to those which apply to authorisation applications. On this occasion this is a
pragmatic approach as the arrangements detailed in the code have been submitted to the
Commission for acceptance as an access code as well as for authorisation. Nevertheless, our
approach to assessing access codes and undertakings can be expected to evolve over time in
response to changing circumstances and feedback from participants.

This chapter outlines the Commission’s approach to assessing the access code for the
National Electricity Market. The chapter begins by outlining the Commission’s statutory
requirements for assessing access codes under Part ITIIA of the TPA (section 2.1). The
chapter goes on to provide some guidance as to how the Commission has interpreted the
statutory criteria for assessing access codes (section 2.2) and, in doing so, draws heavily on
the Commission’s guide: Access Undertakings. The chapter concludes by documenting the
Commission’s public consultation procedures in the course of assessing the access code
(section 2.3).

2.1 The statutory test
Part IIIA of the TPA provides two mechanisms for bringing an access regime to the
Commission for acceptance. The first mechanism allows an individual service provider to
give an access undertaking to the Commission. The second mechanism allows a prescribed
industry association to give an industry-wide access code to the Commission for acceptance
and for individual service providers to make an undertaking to conform to the code. This
latter mechanism is particularly designed for network facilities and ensures that the access
arrangements are uniform and comprehensive. It also avoids unnecessary duplication of
assessment procedures for conforming access undertakings.
NECA’s application was made under section 44zzaa of the TPA. The section provides an
opportunity for an industry body to give a written code to the Commission setting out the
rules for access to a service as well as indicating the date at which the code will expire.
In assessing the merits of the code, the Commission is required to follow a public process by
publishing the code and inviting submissions. In assessing whether to accept an access code,
sub-section 44zzaa(3) of the TPA requires the Commission to have regard to:

a) the legitimate business interests of providers who might give undertakings in

accordance with the code;
b) the public interest, including the public interest in having competition in markets
(whether or not in Australia);

c) the interests of persons who might want access to the services covered by the code;

d) whether the service is already the subject of an access regime;

e) matters specified in regulations, in particular:

1) government legislation and policies relating to ecologically sustainable
development;

i1) social welfare and equity considerations, including community service
obligations;

111) government legislation and policies relating to matters such as occupational
health and safety, industrial relations and access and equity;

iv) economic and regional development, including employment and investment
growth;
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V) the interests of consumers generally or of a class of consumers;

vi) the competitiveness of Australian businesses;

vii)  the efficient allocation of resources; and

f) any other matters the Commission thinks are relevant.

Subsequent to the Commission’s final acceptance of the access code, individual network
service providers will submit access undertakings which conform to the access code. The
Commission cannot accept an access undertaking if the service is a declared service under
sub-section 44h(1) of the TPA.
Part IIIA of the TPA does not provide a separate mechanism for parties to appeal the
Commission’s decision relating to an application for an access code or undertaking. More
generally, however, a person can apply to the Federal Court for an order or declaration
concerning the validity of any action performed under the TPA [s.163A]. Furthermore, the
Commission’s decisions are subject to judicial review under the Administrative Decisions
(Judicial Review) Act 1976. Such a review would not go to the question of merit of the
NEM’s code but rather how the Commission’s decision was made in terms of the provisions
of the TPA and application of administrative law.

2.2 Application of the statutory test

The access code assessment criteria are general in nature, focusing on the interests of the

various parties as well as the public interest. Moreover, they do not detail the weighting that

should be given to the various criteria. As this is the Commission’s first assessment of either
an access code or undertaking, there is no clear direction as to how the Commission should
apply each criteria nor to the balance that should be struck between the diverse interests
represented by the criteria.

In assessing the interests of service providers, the Commission has relied heavily on the

application submitted by NECA. The Commission’s assessment of user interests has also

relied heavily on the submissions received through the public consultation processes.

It is, however, more difficult to rely solely on public submissions to identify and assess the

broader public interest, in particular how the access code will contribute to improving the

welfare of the broader community. This is because it is sometimes difficult to disentangle the
public interest arguments from the private interests of those presenting submissions.

Consequently, the Commission’s assessment of the public interest has, to a large extent, been

guided by the statutory requirements which emphasise the need for the access code and

undertakings to have beneficial competitive outcomes in other markets. Regulations also
indicate that the public interest covers a broad range of other issues such as equity, consumer
interests and safety.

The TPA also establishes a more general assessment criteria which allows the Commission to

assess an access code and undertaking with respect to ‘any other matters that the Commission

thinks are relevant’. With respect to this criteria, and in the context of the National

Electricity Market access code, the Commission has also taken into consideration:

1. Government preferences in relation to matters such as uniformity, transitional period,
asset valuation methodologies, CSOs and service provider specific regulations.
Nevertheless, the Commission will consider the extent to which such requirements are
binding and whether they unnecessarily impede competition.

2. Other areas of the TPA and the Prices Surveillance Act 1983 which are not covered by
Part IIIA.

3. The likely effectiveness of the code’s in-built administration, enforcement and appeal
mechanisms, in particular their ability to manage unforseen contingencies and to handle
disputes in according to the rules of natural justice and in a transparent manner.
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In summary, the Commission’s assessment and conclusions on the access code for the NEM,
has weighed up the interests of providers and users, taking into account submissions as well
as the access code itself. In determining the public interest the Commission has primarily
relied upon an economic efficiency and its ability to enhance the welfare of Australians
which includes material well being as well as equity and environmental concerns.

23 Public consultation process

Prior to receiving the formal application for an access code the Commission sought
submissions from, and undertook discussion with, a cross—section of interested parties on the
competition and access issues arising from the draft version 1.0 of the code which was
circulated for public comment by the NGMC in March 1996.

The Commission released National Electricity Market — Issues Paper in March 1996. The
issues paper was produced to facilitate public discussion on the competition, access and
public benefit implications of the draft code. The objective was to improve the code before
its formal submission to the Commission for its assessment as an access undertaking as well
as for its authorisation.

Thirty two written submissions were received in response, and the key issues arising from
submission and the Commission’s preliminary analysis of the competition and access issues
raised in the code were published in a paper the National Electricity Market Code of Conduct
— Comments and Issues Arising.

On receipt of the formal application for acceptance of the NEM Code as an access code on
28 April 1997, the Commission informed the public of the receipt of the application by
contacting interested parties and undertaking discussions with a cross section of interested
parties on the access issues arsing from the code. Interested parties were asked to make
submissions to the Commission regarding their views on the code in relation to Part IITA
criteria on which the Commission is to have regard to in making its decision. In response to
the Commission’s request, submissions were received from 45 different organisations and
individuals, the majority of which commented on access as well as authorisation issues.

To assist the Commission’s assessment of the access code, three consultants were engaged by
the Commission. Western Power Corporation assessed the technical provisions in the code
and Colin Taylor and Associates reviewed Western Power’s findings. The National
Economic Research Associates (NERA) were engaged to review Victoria’s proposed
derogations regarding the regulation of transmission network pricing.

On the basis of the Commission’s own analysis, input from submissions and public
consultations, the Commission produced a Draft Decision on 29 August 1997. In the context
of the Authorisation of the code’s market arrangements, the Commission is obliged to
provide the opportunity for a conference of interested parties, before making a final decision
whether to grant authorisation. The Commission took that opportunity to discuss with
interested parties the access code before making a final decision on its acceptance.

The pre-decision conference was held in Melbourne (with video links to Sydney, Brisbane,
Canberra and Hobart) on 18-19 September 1997. Around 92 interested parties attended the
conference.

Interested parties were given an opportunity to submit further submissions to the Commission
following the pre-decision conference. The Commission received 52 submissions addressing
a range of access and authorisation issues raised at the conference or in the draft decision.
This decision takes into account the issues raised at the pre-decision conference and in
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submissions.
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3. Network pricing

Asset values, rates of return and pricing structures are generally determined by the interaction
of the forces of demand and supply. In doing so, prices act as a signalling device to
producers and consumers concerning the: demand for the use of a facility and alternative
sources of supply; utilisation of existing assets; investment in new facilities; and redundancy
of obsolete facilities.

In a competitive market, these various price signals reflect a balancing of the costs of supply
and the value attached to consumption. In such circumstances, prices can lead to efficient
production and consumption outcomes with consequential benefits for community well
being.

Conversely, in markets which are not competitive, nor even contestable, there exists an
imbalance of the relative bargaining position of producers and consumers. Consequently,
prices can be distorted thereby losing many of their desirable features with a resultant adverse
impact on economic efficiency and community well being. In such circumstances,
governments have attempted to rectify these market failures by intervening through
ownership, regulation or some combination of both.

However, finding solutions to these problems is generally complex and information intensive
so perfect answers are rarely found. The pricing section of the NEM access code attempts to
deal with these problems by removing from network owners a significant amount of
discretion in terms of price setting. The code proposes establishing separate, but similar,
mechanisms for pricing access to transmission and distribution networks whereby
government appointed regulators will determine asset values, rates of return and revenue
and/or price caps. The code outlines principles, objectives and cost allocation procedures to
guide regulators and NSPs through this process.

This chapter commences with a summary of the pricing issues which the Commission
considers are important in assessing the access code’s proposed pricing regime (section 3.1).
The chapter is then divided into four parts: part A examines the regulatory regime for
transmission revenue (section 3.2) and the transmission pricing methodology (section 3.3);
part B examines the regulatory regime for distribution pricing (section 3.4) and the
distribution pricing methodology (section 3.5); part C examines asset valuation methodology
(section 3.6) and issues associated with cogeneration and embedded generators (section 3.7);
and part D examines the longer term transmission derogations for South Australia

(section 3.8) and Victoria (section 3.9).

3.1 Network pricing issues

The requirements governing network pricing is a central part of any access code or

undertaking. Consequently, the Commission would have to be satisfied that the

arrangements represent an appropriate balance of the interests of the network owner, those

seeking access and the general public.

The Commission is of the view that network pricing and regulation proposals should be

designed to achieve the main objectives of effective network pricing, that is to:

m prevent monopoly rent-taking by network owners; and

m provide efficient market signals for the use of existing network facilities and for future
investments in the network.

Ideally the pricing structure should provide price signals which reflect the extent of

congestion or spare capacity at differing points of the network and so influence the pattern of

demand for network services. It should also provide efficient signals for augmenting

congested parts of the network.
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To achieve these objectives, the Commission will have to be satisfied that the proposed
access pricing arrangements are consistent with the legitimate business interests of the NSPs;
in particular, that NSPs are able to earn a commercial rate of return on their investments.
While NSPs should not be protected from normal commercial risks, the access regime should
not require them to undertake investments which are uneconomic and should not stifle
commercially sound investment opportunities. In addition, an access code should not impose
obligations onto an NSP which places them at a competitive disadvantage in their contestable
activities. These protections on the business interests relate to all of the access code’s pricing
obligations, irrespective of whether they were designed to facilitate connection for third
parties or to achieve other objectives (eg CSOs).
The Commission will also have to be satisfied that the NEM access code is consistent with
the interests of third party access seekers. In this context, access pricing arrangements:
m  should reflect efficient costs and not monopoly profits nor cost padding including ‘gold
plating’ of investments and excessive remuneration of staff;
m  should reflect an access seeker’s use of the network and not discriminate between users or
technologies;
m should provide appropriate locational signals for users; and
m  should not be used be used to frustrate connection or hinder access.
Other desirable features of the access pricing regime is that it should be flexible for
individual circumstances and include incentives for the NSP to improve efficiency over time
and to share any such efficiency improvements with network users. In a similar vein, the
pricing regime should allow efficiency improvements achieved elsewhere (eg generation or
retail) to be passed on to users and not to be wholly captured by the NSP.
In terms of the public interest, the Commission will have to be satisfied that the NEM’s
network access pricing regime is capable of promoting community welfare and that any
benefits of reform and efficiency improvements are not wholly captured by the NSPs or by
code participants. Again, this requirement precludes monopoly pricing of network facilities.
However, the arrangements should not preclude the ability of governments to seek to achieve
other objectives in relation to equity, environmental amenity and consumer protection.
Moreover, as the networks have been characterised by cross-subsidies, a desirable feature of
the pricing regime would be to avoid price shocks to particular consumers, or classes of
consumers, and include transitional arrangements whereby the move towards more cost
reflective pricing is phased-in.
In addition, the Commission would have to be satisfied that in meeting these objectives, the
proposed pricing regulatory regime is not overly burdensome for NSPs and regulators in
terms of time and resources; for example, a pricing regime which draws a large amount of a
NSP’s managerial resources away from their primary objectives of operating increasingly
efficient networks is unlikely to be in the interests of the NSPs, network users or the public.
Also, as the code provides for significant parts of the pricing decision to be undertaken by
regulators, the code will have to establish mechanisms to overcome information asymmetry.

Part A Transmission

3.2 Regulatory regime for transmission revenue

3.2.1 What the applicant says
The applicant (sub. p. 231) indicated that the code will establish an effective ‘light handed’
pricing regulatory regime which safe guards consumers from the exploitation of monopoly
power. To achieve this the code does not attempt to limit or prescribe the methodologies to
be applied by the regulator. Rather, the code outlines a number of objectives and principles
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(see Box 3.1) to be followed by the regulator when determining maximum network revenues
(ie the revenue cap).

In the longer term, the ACCC will be the regulator of transmission network pricing. The
ACCC’s pricing regulatory functions will start from 1 July 1999 in the Australian Capital
Territory and New South Wales, from 1 January 2002 in Queensland and from 1 January
2003 in South Australia and Victoria, or earlier if mutually agreed by the ACCC and the
jurisdictional government. In the interim, jurisdictional regulators will regulate transmission
network pricing in accordance with the transitional arrangements determined by the
jurisdictional derogations and the evolving jurisdictional access regimes (for details of the
transmission pricing derogations see Table 3.1). Prior to the draft decision, South Australia
and Victoria proposed longer term derogations which are discussed in part D of this chapter.

Table 3.1: Derogations for regulatory regime for transmission pricing
State Expiry date Details
Victoria 31/12/2002 e transitional transmission pricing arrangements will be regulated

by the EI Act, ORG Act and the Tariff Order;
30/6/2020 Tariff Order equalisation adjustments apply;
New South  1/7/1999 transitional transmission pricing arrangements will be regulated
Wales by the IPART Act and any subsequent IPART determinations;
Queensland 31/12/2001 transitional transmission pricing arrangements will be regulated
by the QCA Act and Electricity Act;
South 31/12/2002 e transitional transmission pricing arrangements will be
Australia determined by the South Australian Government;
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Box 3.1: Overview of transmission pricing objectives and principles

The code establishes that:

1. the transmission pricing regulatory regime must achieve outcomes which:
a) are efficient and cost effective;

b) are incentive based and provide a reasonable rate of return (without monopoly
rents) to network owners;

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

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

e) promote competition; and

f)  arereasonably 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:

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

i1)  the value of existing assets are determined by jurisdictional regulators and
must be lower than their deprival value;

ii1) any asset revaluations undertaken by the ACCC are consistent with COAG
decisions;
3. the form of the economic regulation shall:
a) be a CPI-X revenue cap, or an incentive based variant, for each network owner;
b) have a regulatory control period of at least 5 years;

c) take into account expected demand growth, service standards, cost of capital,
potential efficiency gains, risk and on-going commercial viability;

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

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

Source: NGMC 1996, National Electricity Code.

In addition to protecting consumers from the abuse of monopoly power, the applicant (sub.

p. 232) characterised the transmission revenue regulatory regime as an incentive based

regime which:

m cquitably allocates the anticipated efficiency gains between transmission network users
and transmission network service providers; and
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m  provides for a sustainable commercial revenue stream to the transmission network service
providers.

The applicant indicated that in opting for a pricing regulatory regime based on a revenue cap,

they had considered but rejected as inappropriate alternative options. For example, the

applicant (sub. pp. 240—1) argued that given the monopoly characteristics of the transmission

sector:

m commercial negotiation of terms and conditions for access to existing facilities is unlikely
to lead to timely and efficient outcomes; and

m prices surveillance is inappropriate where the service is founded on an essential facility
with substantial monopoly characteristics in an immature market with powerful
incumbents.

The applicant (sub. pp. 232-3) indicated that given the cost structure of transmission

activities (ie capital intensive and assets with long lives), the pricing regulatory regime must

protect the industry’s investments as transmission assets have little or no value in an
alternative use. Without such protections, the applicant argues that capital markets could not
be confident that new network investments would earn an appropriate return which would
thereby increase the costs to users of any network expansions.

The applicant went on to argue that the code protects the NSPs’ interests by requiring the

ACCC to administer a regulatory regime which provides NSPs a reasonable rate of return on

efficient investments, operating and maintenance practices as well as allowing them to retain

a proportion of any efficiency gains.

The applicant argued that the transmission revenue regulatory regime protected the public

interest in a number of different ways. First, the applicant (sub. p. 234) stated that the code

allows for the periodic revaluation of an NSP’s assets (based on the deprival value approach)
so prices reflect efficient costs and NSPs make efficient investment decisions — see

section 3.5 for a detailed discussion of asset valuation issues.

Second, the applicant (sub. p. 236) argued that the regulatory regime provides the regulator

(ie the ACCC) with reasonably well defined regulatory discretion to balance the interests of

service providers, users and the public; in particular, as the code provides the ACCC with the

flexibility to ‘develop and apply its own working definition of ‘public interest’.’

Third, the applicant argued that by allowing new network services to be contestable ‘the

‘natural monopoly’ status of incumbent regional network owners’ is diminished. However,

as the applicant (sub. p. 237) recognised, other issues dealing with competitive neutrality and

further structural reform of public monopolies is at the discretion of the various jurisdictions.

Fourth, the incentive based revenue cap allows the NSP to retain the benefits of reducing

costs below the assumptions used to determine the cap. Consequently, the applicant argued

that (sub. pp. 237-8) the regulatory regime creates clear incentives for NSPs to maximise
efficiency in both operations and capital expenditure which are required to be equitably
shared between the NSP and the service users.

The applicant argued (sub. pp. 238-9) that the interests of NSPs and users are adequately

balanced as the code: provides the ACCC with pricing regulatory powers; permits bypass to

occur; and prohibits double charging by ensuring that any capital contributions are taken into
account when setting charges.

In response to the Commission’s earlier concerns that the code did not adequately reflect

emerging experience on network pricing in Australia and overseas, the code establishes a

NECA review of the pricing requirements applying to transmission networks and associated

connection assets. This review has commenced, is anticipated to be completed in September

1998 and may make recommendations to alter the code.

3.2.2 What the participants say
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In submissions to the Commission, participants identified two major concerns with the code’s
proposed transmission pricing regime. First, participants were concerned that the code’s
proposal to use the deprival methodology to value assets would lead to higher network
charges. Given their importance, these issues are examined separately in section 3.5.
Second, participants expressed doubts on whether the proposed transmission pricing regime,
which is based on a cost of service revenue cap with a CPI-X incentive mechanism, is likely
to result in transmission charges which are low by international standards. For example,
while the Energy Users Group (EUG) supported the inclusion of the regulatory objectives in
the code, they argued that the transmission pricing principles should place greater emphasis
on the need for users to have access to internationally competitive transmission charges. The
EUG (sub. p. 62) argued that, in contrast to the proposed arrangements, end users preferred
some of the alternative approaches to incentive-based regulation that are used overseas (eg
the California Public Utilities Commission’s approach to the regulation of gas pipelines
which relies on yardstick competition to determine price targets).

3.23 The Commission’s considerations

The approach adopted for charging for access to the NEM’s transmission networks is based

on a set of principles and objectives which attempt to reflect the competing needs of NSPs,

network users and the wider Australian community. The central feature of the arrangements
is that a government regulator will undertake periodic reviews of network costs and sales
forecasts to determine a revenue cap for the NSP. Based on the revenue cap, the NSP is
responsible for allocating costs amongst different services and thereby deriving a range of
access prices. The NSP is encouraged to operate efficiently through the application of a CPI-

X incentive mechanism on the revenue cap. In addition, the code requires the regulator to

assess the revenue cap on the basis of efficient operating and maintenance costs and on an

asset base which is capped at the deprival value. This asset valuation methodology allows
the regulator to choose a current cost valuation but also allows it to ‘strand’ assets which are
in excess of forecast needs or which have been ‘gold plated’. In the longer term, the code
provides for a single regulator (ie the ACCC) of transmission pricing to ensure a degree of
consistency in the application of the transmission pricing principles.

The Commission accepts the applicant’s broad arguments that the NEM access code’s pricing

principles for transmission networks contain many aspects which act to protect the legitimate

business interests of NSPs, access seekers and the public more generally. Of particular
significance is that the access code:

m  acts to protect the interests of the facility owner by requiring the regulator to provide
NSPs with a revenue which is sufficient to recover efficient costs and earn a reasonable
return on efficient investments;

m acts to protect the interests of network users and the public by depriving NSPs of the
power to unilaterally exploit monopoly power by establishing a price regime to be
administered by a single regulator (ie the ACCC);

m acts to protect the interests of NSPs, network users and the public by including incentive
mechanisms which encourage NSPs to continually improve productivity and to share the
benefits between their shareholders and network users; and

m  acts to protect the interests of NSPs, network users and the public by providing the
regulator with the flexibility to periodically reassess the determinants of network prices
(ie every 5 years) and, in doing so, to respond to changing circumstances.

Despite these generally positive features of the transmission regulatory regime, the

Commission’s draft decision drew attention to a number of outstanding issues associated with

the proposed regulatory processes and with certain aspects of the regulatory mechanism

itself.
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Regulatory processes

The flexibility inherent in the transmission regulatory regime involves a trade-off as the
outcomes of the processes will remain unknown for some time. This is exemplified in the
situation whereby the code provides significant scope for the regulator to benchmark
operating costs against world best practice and to strand ‘gold plated’ facilities when
revaluing assets. In addition, the code includes incentive mechanisms to encourage NSPs to
achieve on-going productivity improvements. Despite these arrangements, participants were
critical of the code because there is no guarantee that the NEM will generate internationally
competitive electricity prices. Similarly, participants were concerned that the deprival
methodology could be used to systematically inflate asset values, thereby providing NSPs
with monopoly style returns on funds outlaid (see section 3.6 for a discussion of this issue).
In essence, the question posed by participants was whether the access code provides the
appropriate balance between regulatory flexibility and certainty of outcomes for NSPs,
network users and the wider community. However, to provide a greater certainty of
outcomes, the Commission has not sought changes to the code which would significantly
limit the ability of regulators to periodically respond to new or changed circumstances.
Consequently, the answer to the concerns posed by the participants depends on the
effectiveness of the regulator.

As with all regulatory regimes, the performance of the regulator and the regulatory process
depends on a combination of factors including: transparent, impartial and accountable
decision making; access to relevant information; adequate resourcing; and effective sanctions
for non-compliance with the code requirements or with regulatory directions.

In this context, the Commission places considerable weight on those code provisions

(clause 6.2.5) which provide the regulator with the necessary powers to: determine the form
in which an NSP will submit their annual financial statements; and verify or independently
audit the information sought. Non-compliance with these requirements may result in both a
breach of an NSP’s access undertaking as well as a breach of the NEC. Consequently, an
NSP may be required to comply with a Federal Court order and to pay a penalty for a breach
of the NEC.

In line with the information disclosure requirements of the jurisdictional regulators in
Victoria and New South Wales, the code recognises that the regulatory regime must balance
the need for the processes to be transparent, for the regulator to be accountable and for the
legitimate business interests of the transmission NSPs to be protected. For instance, in
determining the revenue cap, the code requires the regulator to publish full and reasonable
details of the basis and rationale of the decision. However, the code adds the restriction that
the regulator treats all submitted information as confidential unless the regulator has the
written approval of the transmission NSP.

In its draft decision, the Commission argued that, on balance, the code requirements are
biased towards the interests of the transmission NSPs as it would provide them with an
effective veto over the disclosure of information. As such, the code arrangements are
inconsistent with the powers of other regulators such as the Office of the Regulator General
(ORG) in Victoria which has the ability to release confidential information if it determines it
would be in the public interest to do so — this power is also constrained by an appeal right
(ORG Acts. 27C & 27D). Releasing information is important in ensuring the regulatory
processes are transparent and subject to public scrutiny. However, it is equally important that
an appropriate balance is maintained such as that achieved by the ORG Act which ensures
that the regulator is accountable for its decisions and does not possess unlimited powers in
this regard. Indeed, the regulator would not want to release all information supplied to it, in
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particular detailed information relating to unregulated activities which are subject to
competition and market disciplines.
Consequently, in the draft decision the Commission stated:
The Commission believes the code should be altered to provide the transmission
regulator with an ability to independently disclose information received. As with
the ORG Act, these powers should be of a limited nature and subject to appeal.
In addition, the Commission argued that the code should provide the regulator with the power
to specify a date by which certified annual financial statements or requested information is to
be provided by the NSP. The Commission’s concern is that this oversight may result in an
unreasonable delay in the NSP providing required and requested information to the regulator.
If this was to occur, the revenue cap setting processes and enforcement procedures may
become ineffective. Consequently, in the draft decision the Commission stated:
The Commission believes that clause 6.2.5 should include dates by which
certified annual statements are to be provided by transmission NSPs to the
regulator. Clause 6.2.5 should also provide the regulator with the ability to
specify a reasonable period within which transmission NSPs are to respond to
the regulator’s requests for information.
Issues arising in response to the draft decision

In response to the draft decision, the New South Wales distribution NSPs (sub. p. 4) and
TransGrid (sub. p. 10) expressed concerns that the regulator should not attempt to run the
network businesses. The New South Wales distribution NSPs acknowledge that the regulator
should have reasonable information gathering powers while TransGrid argues that the
standard financial reporting requirements would be sufficient. However, the distribution
NSPs (sub. p. 4) stress that if the regulator has power to independently disclose information,
then the networks should have appeal rights to a court of law in the event of a dispute.

Regulatory mechanism

The regulatory mechanism established by the code is a CPI-X revenue cap (or an incentive
based variant) which applies to an NSP’s non-contestable services where the regulator is
expected to take into account a number of factors including expected demand growth,
potential for efficiency gains and on-going commercial viability. In general, the Commission
believes that this range of factors provides the regulator with significant flexibility to
encourage efficiency improvements in the operation of transmission networks.

In determining the revenue cap the regulator is also required to take into account the service
standards as specified elsewhere in the code or as determined between NSPs and network
users. This requirement is important as the revenue cap should be determined on the basis of
known service standards, otherwise once the revenue cap has been set, the NSP has an
incentive to lower service standards in order to reduce costs and increase profits. In general,
the Commission is supportive of this code requirement as it emphasises the need for service
standards to be determined on a commercial basis between NSPs and network users.
However, some of the code’s performance requirements on NSPs were not fully specified in
recognition that levels of service will vary depending on the location of a connection point in
a network. In such circumstances, the code requires an NSP to fully describe the quantity
and quality of network services which it agrees to provide to a person under a connection
agreement. This issue was raised in the context of connection agreements by a number of
participants that argued the code does not provide them with sufficient protection from an
NSP which has little regard to meeting a minimum level of service (for more details see
chapter 4 of this report).
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It is apparent, therefore, that the code does not, and perhaps cannot, fully specify minimum
level of service standards which are applicable to all NSPs covered by the code.
Consequently, the Commission shares a number of the participants’ concerns that NSPs could
use the flexibility in the code to reduce service standards to a level below that envisaged
when operating and maintenance costs are determined at the time of the rate review.
Consequently, the Commission’s draft decision stated:
The Commission believes the code must be altered to provide the transmission
regulator with the power to request that a transmission NSP to submit a service
charter which fully specifies the service standards which will be met for the
duration of a revenue cap period. The code must also provide the transmission
regulator with the power to acquire the necessary information to monitor
compliance with a network’s service charter and to revoke or revise a revenue
cap during a regulatory control period for any breaches of a service charter.

The Commission argued that while the service standards should be driven by commercial

considerations, such a service charter could serve two purposes. First, they would provide

the basis upon which connection agreements would be negotiated. Second, they would form
the basis on which the regulated revenue cap would be set thereby avoiding incentives for

NSPs to reduce service standards within a rate period.

3.24 The applicant’s response

The applicant argued that a service charter may not be the most appropriate mechanism to

monitor compliance with a revenue cap and a set of consistent service standards.

Consequently, the applicant argued that NECA’s review of network prices would re-examine

the issue of maintaining consistency between a regulator’s revenue cap determination and a

network’s service standards. Specifically, these issues are addressed in item 5 of NECA’s

Terms of Reference for its Transmission and Distribution Pricing Review which states,

amongst other matters, that the review will consider:

m the appropriate powers of transmission and distribution regulators in particular in relation
to the development and monitoring of service charters drawn up by transmission network
service providers.

In response to the Commission’s requirement that the code allow the regulator to determine

the timing of a network’s responses to a regulator’s request for information, IN amended

clause 6.2.5(a) and (c) of the code to state that:

(a) The Transmission Network Owner and/or Transmission Network Service Provider
(as appropriate) must submit certified annual financial statements to the ACCC (in
a form and by a date to be determined by the ACCC) which provides a true and
fair statement of the financial and operating performance of the Transmission
Network Owner and/or Transmission Network Service Provider (as appropriate) in
a reporting period.

(c) In addition to the certified financial statements referred to in clauses 6.2.5(a) and
(b), the ACCC may require a Transmission Network Owner and/or Transmission
Network Service Provider (as appropriate) to provide any other information the
ACCC reasonably requires to perform its regulatory functions in a manner and by
a date it considers to be consistent with the requirements of clauses 6.2.2, 6.2.3
and 6.2.4.

In relation to the public release of information, the applicant agreed to the Commission’s

request and has amended the code to provide the transmission pricing regulator with the

ability to release information but subject to certain constraints. In particular, clause 6.2.5(¢)
has been amended so it now states that:
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(e) Information provided to the ACCC by a Transmission Network Owner and/or
Transmission Network Service Provider (as appropriate) pursuant to this clause
6.2.5 must be treated as confidential by the ACCC and must not be disclosed to
any other party without the prior written consent of the Transmission Network
Owner and/or Transmission Network Service Provider (as appropriate) which
provided that information unless the procedures set out in clauses 6.2.6 (b)-(e)
have been followed.

Clauses 6.2.6 (b)-(f) have also been inserted:

(b) The ACCC in discharging its functions under the Code may publicly release
information or the contents of documents provided to it by a Transmission
Network Owner and/or Transmission Network Service Provider (as appropriate)
for the purposes of performing its functions under the Code in circumstances
where the Transmission Network Owner or Transmission Network Service
Provider has declined to give written consent to its release in accordance with
clause 6.2.5(¢) if the ACCC:

(1) is of the opinion that:

(A)the disclosure of the information or the contents of the documents would
not cause detriment to the Transmission Network Owner and/or
Transmission Network Service Provider who supplied it; or

(B) although the disclosure of the information or the contents of the documents
would cause detriment to the Transmission Network Owner and/or
Transmission Network Service Provider who supplied it, the public benefit
in disclosing it outweighs that detriment; and

(2) is of the opinion, in relation to any other person who has provided the

Transmission Network Owner and/or Transmission Network Service Provider

with information or documents that form part of the information or documents

provided by the Transmission Network Owner and/or Transmission Network

Service Provider to the ACCC, that:

(A)the disclosure of the information or the contents of the documents would
not cause detriment to that person; or

(B) although the disclosure of the information or contents of the documents
would cause detriment to that person, the public benefit in disclosing it
outweighs the detriment,

and the procedures set out in clauses 6.2.6(d)-(f) have been followed.

(¢) The ACCC must not publicly release any information or the contents of any
documents under clause 6.2.6(b) until the expiration of 28 days from the date of
receipt of a written notice sent by the ACCC to:

(1) the Transmission Network Owner and/or Transmission Network Service

Provider who supplied the information or documents; or

(2) any person whom the ACCC is aware supplied the Transmission Network

Owner and/or Transmission Network Service Provider with information or

documents that form part of the information or documents provided to the

ACCC by the Transmission Network Owner and/or Transmission Network

Service Provider,

of the ACCC’s intention to disclose.

(d) The notice referred to in clause 6.2.6(c) must:

(1) state that the ACCC wishes to disclose the information or contents of the
documents, specifying the nature of the intended disclosure and setting out
detailed reasons why the ACCC wishes to make the disclosure;
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(2) state that the ACCC is of the opinion required by clause 6.2.6(b) and setting
out detailed reasons why it is of that opinion; and

(3) state that the ACCC’s decision to disclose the information or contents of the
document can be reviewed under the ADJR Act upon application to the
Federal Court.

(e) Where as a result of a review under the ADJR Act of its decision to publicly
release information or documents the ACCC is not allowed to disclose particular
information or documents provided to it for the purpose of performing its
functions under the Code, the ACCC may nonetheless use the information or
document for the purposes of performing its functions under the Code.

(f) Nothing in clauses 6.2.6(c) and (d) is intended to affect a Code Participant’s
rights to seek a review under general principles of administrative law of the
ACCC’s decision to publicly release any information or the contents of any
documents under clause 6.2.6(b).

The definitions in chapter 10 of the Code were supplemented whereby the ADJR Act is
defined as “The Administrative Decisions (Judicial Review) Act 1977 (Cth)”.
Similar code changes have also been made with respect to the powers of, and procedures to
be followed by, the jurisdictional regulators in relation to the public release of information in
the context of establishing revenue and/or price caps for distribution network owners (for
more details see section 3.4.4).

3.2.5 The Commission’s findings
The Commission believes that the access code’s proposed regulatory regime broadly acts in
the interests of NSP’s, network users and the general public. While outcomes from the
process cannot be guaranteed, this flexibility is necessary to ensure that transmission network
prices periodically respond to changing circumstances. In coming to this conclusion, the
Commission has placed significant reliance on the transmission pricing regulator’s
independence as well as the sanctions for non-compliance with the code and undertaking.
Moreover, the regulator’s access to relevant information in the required format is central to
ensuring appropriately balanced pricing outcomes.
However, the Commission’s draft decision on the NEM access code argued that the code’s
transmission pricing regime includes a number of deficiencies which will have to be rectified
in order for the Commission to be satisfied that the code will effectively constrain the
monopoly pricing tendencies of NSPs. The Commission believes that the applicant’s code
changes relating to the public release of regulatory information has met the Commission’s
concerns as outlined in the draft decision. The Commission has also accepted the applicant’s
undertaking to address, in the NECA review, the Commission’s concerns over a number of
the powers of the transmission network pricing regulator.

33 Transmission pricing methodology
The previous section (3.2) outlined the principles the regulator should apply when
determining the overall revenue cap for a transmission network. In addition, the code
proposes procedures whereby the regulator’s overall revenue cap is translated into
transmission network prices. The pricing methodology is flexible as it also provides
considerable scope for the parties to negotiate network access prices.
3.3.1 What the applicant says
The applicant (sub. p. 60) stated that, in general, the fees for accessing a transmission
network consist of:
m connection charges which will be determined through commercial negotiation, but should
be directly related to the connection facilities requested; and
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®  maximum prices for using transmission facilities — ie transmission use of system
(TUOS) charges.

The code proposes that NSPs must follow a three step procedure for deriving transmission

network charges from the overall revenue cap established by the regulator, namely:

1. Allocate the overall revenue cap between regulated and contestable (non-regulated)
services and between classes of network services (eg TUOS, entry and exit services).

2. Allocate the transmission network costs between the various classes of network services.

3. Recover the costs of the various network services through a series of usage prices.

This pricing methodology (for further details see Box 3.2) gives the NSP considerable

flexibility to determine prices for individual services. Even more flexibility is introduced by

allowing the NSP and the network users to negotiate price outcomes, for example:

m  As the code’s transmission pricing methodology establishes maximum prices for the
revenue capped services, lower prices can be negotiated. Any such negotiated prices
have to be agreed to by both parties but they do not have to be developed according to the
code’s proposed pricing formulae.

m  The code’s pricing formulae relate to standardised services (as defined in the code).
Consequently, if a network user requires a service of a higher standard than prescribed in
the code the price for such a service has to be negotiated by the relevant parties.
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Box 3.2:

Transmission network access pricing methodology

The price determination methodologies for the five classes of transmission network services
can be summarised as follows.

1.

b)

Entry services — these are the services provided to generators at a single connection
point;

a)

a generator’s connection service charges may be specifically allocated in a

contract;

if not, a generator’s entry service charges are recovered by:

i)

ii)

allocating amongst all the generators at a particular connection point,
the revenue needed to cover the entry assets at that connection point
(plus an equitable amount for assets which jointly provide entry and
exit services);

a fixed annual charge;

Exit services — these are the services provided to transmission network customers at
a single connection point;

a)

b)

a customer’s connection service charges may be specifically allocated in a
contract;

if not, a customer’s exit service charges are recovered by

i

ii)

allocating amongst all the customers at a particular connection point,
the revenue needed to cover the exit assets at that connection point
(plus an equitable amount for assets which jointly provide exit and
entry services);

a fixed annual charge;

Transmission use of system services — these are the services provided to either
generators or customers which can be allocated on a locational basis;

a)

b)

in a connection agreement, generators may consent to pay some of the use of
system costs (if a dispute between a generator and an NSP arises the parties
may seek recourse to the ACCC);

50 per cent of the use of system service costs are allocated to customer
connection points;

i)

the revenue requirement is generated by cost reflective network prices;

the variable price is determined at the discretion of the NSP but must
reflect the investment conditions in the network and may include any
combination of: demand based charges; energy based charges; or
fixed charge.

the charge may relate to either the actual (metered) use or an agreed
use.

the demand based charge is to be calculated on a customer’s maximum
demand as averaged over a metered half hour period;
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c) any remaining anticipated revenue shortfall is allocated to customer
connection points on a postage stamp basis and recovered from customers
through a variable common service charge (the annual rate is the common
service cost divided by the network energy delivered);

4. Common Services — these are the services provided to customers which cannot be
allocated on a location basis (eg services to maintain power system security);

a) all of the revenue needed to provide such services is allocated to connection
points and customers are charged on a postage stamp basis;

b) the revenue is recovered through a variable common service charge (the
annual rate is the common service cost divided by the network energy
delivered);

5. Generator Access services — relates to the risk premium for generators with

connection agreements that include firm access compensation arrangements where the
revenue is recovered from each generator (or any code participant) in accordance with
the connection agreement.

Source: NGMC 1996, National Electricity Code.

However, an NSP’s pricing discretion is not unlimited as a reallocation of costs between

regulatory periods cannot increase a customer’s TUOS charges by more than 2 per cent per

annum over the average for that region.

The NSP may also require a network user to establish prudential requirements (eg capital

contribution, pre-payment or financial guarantees), the terms of which are to be negotiated

between the two parties. Moreover, where a transmission network service provider has to

construct specific assets to provide connection or use of system services, the user may be

required to make a capital contribution or pre-payment for all or part of the cost of the new

assets. Any such contributions must be taken into account when determining that user’s

transmission service prices.

The applicant (sub. p. 249) argued that the interests of the transmission sector is protected

through the regulatory regime’s principles and objectives as discussed in section 3.3.

The public interest and that of network users is promoted through the non-discriminatory

access to the transmission network. The applicant (sub. p. 251) added that while prices may

differ, these differences will be justified either because of differences in the costs of using the

network or because the demands placed on critical parts of the transmission system at

different times.

The applicant (sub. pp. 250—1) argued that transmission pricing is cost reflective which is

consistent with the COAG agreement. Moreover, cost reflectivity ensures that ‘economic use

is made of the existing network taking into account the long term costs of any augmentation

necessary to meet continued growth.’

The applicant (sub. p. 163) claimed that other desirable features of the transmission pricing

arrangements are that:

m energy markets will not be distorted as transmission pricing will reflect network use;

m  hedging in the electricity market will be unaffected by transmission prices as they will be
independent of a participant’s contractual or spot market arrangements; and

m pricing arrangements will be transparent as transmission NSPs must publish their tariffs
annually.

NEM Access Code Decision 23




In summarising the transmission pricing regime, the applicant (sub. p. 60) concluded that as
the prices will be published in advance and will reflect long run marginal costs, participants
can assess their impact on the network and thereby make appropriate economic decisions.
3.3.2 What the participants say
In general, participants supported the broad thrust of the proposed approach to setting
transmission prices. For instance, TransGrid (sub. p. 8) supported the network pricing
arrangements and argued that prices ‘should lead to appropriate decision making by
participants’ as they would: reflect efficient costs; be allocated to connection points; and be
recovered through prices with a variable component thereby encouraging appropriate
investment signals in the network or in alternatives (eg demand management).
The EUG (sub. p. 66) expressed its support for the code’s adoption of a ‘non-complex,
relatively straightforward and transparent approach’ to cost reflective network pricing.
However, despite this general support, a number of participants claimed the proposed pricing
regime contained a number of serious deficiencies which needed to be rectified in order for
the Commission to accept the access code. Principal amongst these concerns was that the
pricing arrangements did not provide adequate locational signals to generators, in particular
to co-generation vis a vis traditional coal fired technologies. As this issue also involves the
code’s distribution pricing arrangements, it is discussed in detail at the end of this chapter in
section 3.7.
Apart from the locational signals, the other major concerns with the proposed transmission
pricing regime were raised by the EUG and the BCA. As indicated above, while the EUG
was supportive of cost reflective network pricing (CRNP), it was concerned that only 50 per
cent of the TUOS charges would be collected in this manner, with the remainder being
collected on a ‘postage stamp’ basis. The EUG (sub. p. 67) stated that:
Users accept that some degree of averaging in TUOS charges is inevitable given the provision
of ‘common services’ to network users and difficulty in apportioning some costs, but believe
that the proposal to ‘postage stamp’ half of the TUOS charge appears quite arbitrary. It may
lead to significant distortions in transmission use and also masks the provision of ancillary
services by NEMMCO.
The EUG concluded that TUOS charges should either be a more precisely split between
CRNPs and postage stamp prices, or that this should be part of the NECA review.
Concerns over the incentive effects of averaging network prices was also raised by
Macquarie Generation (sub. p. 40) which argued that:
Charges for network usage should not result in high costs for minimal usage of the system,
such as load adjacent to a Power Station. Similarly new loads that will create only a marginal
change in network energy transfer should not bear the full average costs of the entire network,
but rather only the increased costs associated with the additional development.
A number of participants, including the BCA, BHP and Capral Aluminium, raised an
additional concern that the proposed arrangements are penalising users with high load factors
and high voltage needs. The BCA argued that in the past, published tariffs incorporated a
reasonable reflection of the cost of taking power at various voltage levels — eg the Tariff H
in Victoria provided customers with discounts of up to 17 per cent for electricity purchases
from 66kV to 220kV. As a result, the BCA (sub. p. 23) argued that:
Customers taking supply at EHV levels thus were shielded from bearing the cost of lower
voltage transmission networks whose facilities they did not use and saw a reasonable
reflection of the cost saving to a utility of taking power at a higher voltage level (and
providing their own facilities).
However, the BCA argued that this ‘distinction is now lost, and customers taking supply
from the ‘transmission system’ all share a common and averaged pool of costs and are asked
to pay the same transmission price.’
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The EUG’s concerns on transmission pricing also extends to connection charges which are to
be negotiated as part of the connection agreements. The EUG (sub. p. 67) argued that while
negotiation of such charges was the appropriate approach, the bargaining between
transmission grid operators and end-users is quite uneven given the monopoly position of the
former. The BCA (sub. p. 21) indicated that this monopoly position was already being used
as NSPs:

... are taking a ‘take it or leave it’ attitude to network prices under the new regime and are

generally refusing to negotiate.
The EUG (sub. p. 68) was particularly concerned in the context of negotiating prudential
requirements for connection (eg capital contributions, pre-payments or financial guarantees).
The EUG’s concern was that the NSP could use these negotiations to frustrate connection. In
the case of the connection charges and the prudential requirements, the EUG argued for
establishing negotiation principles (such as those being developed by IPART) and clearer
dispute resolution procedures.

3.33 The Commission’s considerations

Traditionally electricity prices have been used to meet a number of objectives. As with any
good or service, electricity prices are used to cover costs and to earn a return on the assets
employed in the industry. They are also used to provide a signal to influence the pattern of
demand and investment. Apart from these general efficiency objectives, electricity pricing
has also been used to achieve a number of equity objectives. The most obvious example has
been uniform pricing policies which involve cross-subsidising rural and remote communities
at the expense of major urban areas. These cross-subsidies have usually been provided on the
grounds of state development and to ensure that all sectors of the community have equal
access to publicly provided services. However, it is generally recognised that attempting to
achieve both efficiency and equity objectives through a single pricing policy involves a trade-
off. An efficient pricing regime will generally have undesirable equity consequences while
an equitable pricing regime will generally have undesirable efficiency consequences.
In recent times this trade-off has been well recognised, and some jurisdictions have moved to
more efficient pricing structures and have attempted to meet equity objectives using other
mechanisms not involving cross-subsidies. This change in the mood of governments is
reflected in the access code’s transmission pricing regime, whereby the code’s transmission
pricing objectives emphasise efficiency criteria. However, this does not mean that the code
has been written in a way which ignores the equity concerns, nor does it mean that the
Commission should disregard equity issues when assessing the proposed access code’s
transmission pricing regime.
An efficient pricing regime will generally reflect the interaction between an industry’s costs
and consumer demand. In the case of electricity, transmission networks are dominated by
fixed capital costs. Moreover, as these assets are task and location specific they have a
limited use in alternative activities, in particular those costs associated with planning and
constructing network capacity. Therefore, once installed, many of the transmission assets can
be viewed as being sunk.
An efficient pricing regime would have to recognise these various characteristics of
transmission networks. In this respect, a nodal pricing regime received some support but was
rejected in the early development of the NEC as being too complex. For example, in
response to network constraints, such a regime could lead to widely fluctuating network
prices both at different locations on the network and over time. Consequently, the regulator
would be faced with a complex task of providing equitable outcomes for network users as
well as preventing NSPs from exploiting their monopoly power in circumstances where
profits and losses would vary from year to year.
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As indicated in the previous section, the over-riding objective of the transmission pricing
regime has been to ensure that NSPs can consistently earn a reasonable rate of return and that
electricity consumers are protected against exploitation by monopoly NSPs. As a result,
transmission prices are based on a cost of service model which emphasises cost allocation
principles rather than balancing demand with available capacity.

The inevitable consequence of this emphasis is that it down plays the interaction between an
industry’s costs and consumer demand so that pricing signals for using transmission networks
will be blunted, particularly in the short run. As a result, network pricing signals will not be
encouraging an increased use of transmission assets with excess capacity, nor will they be
used to ration demand where network constraints exist. However, the code is not silent on
these issues as incentives to balance demand and supply are contained in the broader NEC.
For instance, the wholesale electricity market arrangements include a proposal to auction
capacity on inter-regional constraints. While the exact nature of these auction contracts has
yet to be finalised, this addition to the wholesale market arrangements ensures that the
network pricing regime is responsive to demand characteristics.

The advantage of this approach is that the revenue raised from auctioning inter-regional
constraints does not accrue to the NSP. Rather it is separately collected and returned
annually to the NSP which is required to pass it on to its customers. Consequently, the NSP
would receive no benefit by acting like a monopolist by ‘sitting on’ an inter-regional
constraint. Despite these advantages, by only operating between regions, this arrangement
falls well short of a full nodal pricing regime. As a result the access code relies on a number
of supplementary arrangements to manage constraints within regions (ie global planning and
payments to embedded generators for avoided network augmentations).

In order to recover transmission network costs, the access code identifies five separate
transmission services, namely: entry services for generators; exit services for transmission
customers; common services; transmission use of system services for allocatable costs; and
services to generators with firm access arrangements. The costs recovery and pricing regime
for each of these services is addressed in turn.

Entry and exit services

The code adopts a strict or ‘shallow’ definition of entry and exit assets thereby avoiding
complex analysis to determine the sharing of any common assets between users.
Nevertheless, radial transmission lines for generators but owned by the NSP will be treated as
connection assets as will some station establishment and building costs.

To the extent that connection assets, whether they are for entry or exit services, are fixed
costs linked to meet a customer’s demand requirements, a fixed annual charge will yield an
economically efficient outcome. Moreover, as the required connection assets will differ on a
case-by-case basis, it is reasonable that the charges for the assets are also determined on a
case-by-case basis — in particular, as the NSP is restricted to only earning a reasonable rate
of return on assets at an individual connection point. To the extent that an NSP is obliged to
process connection applications, it is also reasonable for the NSP to impose up-front charges
and prudential requirements to cover themselves for installing any connection specific assets.
Otherwise, the NSP would be vulnerable to incurring losses in the event of an unforseen or
premature disconnection.

Common services

Although consumers will be connected to different parts of the network, many will receive
their electricity through shared facilities (eg dynamic and static reactive plant). In the case of
common transmission network facilities, the code’s approach is to allocate the required
revenue on a postage stamp basis and to recover this through the common services charge
which is levied on the basis of the quantity of energy consumed.
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Economic theory does not provide a definitive rule about efficient mechanisms for recovering
common costs other than it should be performed in a way which minimises distortions in
consumption patterns. For example, an efficient cost recovery mechanism could involve
price discrimination whereby price sensitive customers are charged a relatively low price but
price insensitive customers are charged a relatively high price. However, in practice it has
been more common to use administratively simple and equitable rules to allocate the
common costs of shared facilities between customer classes.

On this basis, the transmission network common services charge may not be the most
efficient approach available. However, the code’s approach is pragmatic. The transmission
common services charge is both administratively simple and a relatively equitable
mechanism for recovering transmission network common service costs.

Transmission use of system services

The recovery of the costs of providing TUOS services is a complicated formula which
allocates the revenue requirement on both a cost reflective and postage stamp basis. These
revenue requirements can be allocated between customers on the basis of fixed, demand or
energy related charges.
To the extent that the CRNP component reflects assets used, the TUOS charges are cost
reflective. However, as TUOS costs are also allocated on a postage stamp basis, they will not
be cost reflective for every consumer. TUOS charges will only be cost reflective on average
as the NSP can only earn a normal rate of return on TUOS assets.
In part this reflects network characteristics that many facilities are shared and cannot be
attributed to particular users. Moreover, some degree of averaging costs amongst users is
inevitable in the supply of any good or service. In these cases, the benefits of having fully
cost reflective prices is outweighed by the administrative complexity of having finely tuned
prices. However, as the postage stamp allocation occurs across a complete transmission
network, it is also likely to retain some cross-subsidies from major metropolitan centres to
the rural and remote communities.
The access code and the application asserted that empirical studies indicated that the
proposed balance between the CRNP and postage stamp cost allocations provides
approximately correct locational signals. However, participants questioned whether the
current balance between CRNP and postage stamp cost allocations was efficient. This issue
is also closely linked to the incidence of the TUOS charges which cogenerators have argued
represents a major disincentive to the entry and competitiveness of embedded generation.
While the incidence of TUOS charges is addressed more fully in section 6.7, it is evident that
uncertainty surrounding the efficiency of the TUOS charges is linked to how well they reflect
underlying costs. Based on the evidence presented, the Commission is not in a position to be
definitive on the efficiency or otherwise of the proposed TUOS charges. Consequently, in
the draft decision, the Commission stated:

The Commission believes that NECA’s review of the transmission pricing regime

should re-examine and justify the appropriate balance between the CRNP and

postage stamp allocation of costs for TUOS charges.
In developing the proposed structure of TUOS charges, it is evident that the code’s authors
have had to make a number of compromises. In part, this is because not all network costs can
be attributed to individual customers. Moreover, to the extent that the postage stamp
methodology includes cross-subsidies, this approach avoids the likelihood of a price shock
and the possibility of depressing economic conditions in rural and remote communities. It
also avoids the transmission network owners facing a significant decline in their revenue
earning ability and therefore the underlying value of their asset base.
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These compromises will adversely affect the likely efficiency of the proposed TUOS charges.
Consequently, the presence of shared facilities and the inclusion of cross subsidies on the
transmission network makes it difficult to release customers from an obligation to contribute
to TUOS assets. For instance, it would appear to be inequitable if some customers (eg
embedded generators) in metropolitan regions could avoid contributing to the cross-subsidies
yet others are still required to contribute to the cross-subsidies. Indeed, if large contestable
electricity consumers can avoid contributing to cross-subsidies, an increased burden will be
placed on those customers which are unable to avoid paying the TUOS charges. However,
the Commission is unclear on the extent of this problem as the relative size of the various
components of TUOS charges are unknown. Consequently, in its draft decision the
Commission argued that the NECA review of transmission pricing should examine the extent
of any cross-subsidies involved in TUOS pricing. In particular, the Commission stated:

The Commission believes that NECA’s review of the transmission pricing regime

should identify the extent of any cross subsidies in the postage stamp component

of the TUOS charges.
In addition, participants also expressed concerns that transmission prices will not reflect the
costs and needs of customers with high load factors and high voltage demands. In part, this
concern is again related to the averaging of TUOS costs and the resultant move away from
cost reflective prices. For instance, TUOS charges will reflect the assets and costs involved
in supplying high voltage demands to the extent that transmission charges in general will be
cost reflective. While the code specifically allows voltage based price discrimination for
distribution prices, the code is silent on this for transmission prices. Clearly, the code’s
silence on this issue does not prohibit the levying of discounts for high voltage transmission
customers. Rather, the code relies upon negotiation and that prices, on average, will be cost
reflective.
Finding an appropriate balance between efficiency objectives and equity concerns is a
fundamental part of designing and implementing any reform package. However, the
Commission is concerned that the presence of cross-subsidies in TUOS charges may
significantly detract from the likely benefits from the NEM. This concern is supported by a
large number of users which have provided submissions to this review. Consequently, the
Commission urges jurisdictional governments to adopt more cost reflective allocation of
TUOS costs. In order to ensure that the benefits of reform are spread across the whole
community, jurisdictional governments could seek to achieve equity objectives, not by
postage stamping costs and blunting efficiency incentives, but through other more efficient
mechanisms such as contracts to pay transmission NSPs to subsidise the provision networks
in rural and remote communities (see Box 3.3 for more details).
The efficiency impacts of the TUOS charges are not solely related to the cost reflectivity of
their allocation between transmission customers. The form of the price signal also influences
consumers’ demand for using the assets. In general, transmission networks are dominated by
fixed costs where the consumption (or depreciation) of the assets and other non-capital costs
are not particularly related to the amount of electricity transported. Consequently, the
marginal costs of using an unconstrained network are likely to be very low.
Reflecting this, the code provides for the CRNP component of the TUOS charges to be
recovered through a combination of fixed, demand and energy related charges. Moreover,
the code requires NSPs to adopt pricing structures which reflects the network’s investment
conditions (ie long run marginal costs). Therefore, to the extent that transmission NSPs opt
for a pricing regime which emphasises access charges related to peak demand with a lesser
reliance placed on energy related charges (ie a two part tariff) the price mechanism will be
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efficient. However, there is no guarantee that an NSP will establish an efficient structure of
prices.

Box 3.3: Overview of CSO policies, practices and alternatives

Traditionally CSOs have been provided by GBEs employing uniform pricing policies
involving cross-subsidies between differing classes or groups of consumers. This approach
has tended to distort consumption, production and investment decisions. Providing CSOs
through cross-subsidies has also usually required governments to maintain GBEs as the
monopoly supplier which has limited competition and further detracted from dynamic
efficiency gains.

The Industry Commission (1997) recently summarised the current approach to handling
CSOs by noting that all governments now have initiated programs to review CSO policies as
part of broader GBE reform. The IC found that significant changes have been made:

= Australian governments have adopted a commonly agreed definition of CSOs;
= several governments have established programs to identify CSOs systematically;

= in principle, most governments accept that CSOs should be costed at avoidable cost and
should be funded directly from consolidated revenue;

= several CSOs are now provided under contract, in some cases by private sector firms; and

some jurisdictions have adopted, or are in the process of adopting, programs for
monitoring their CSOs.

In a paper on infrastructure pricing, the BIE (1995) advocated a number of alternative more
transparent and sometimes less distorting mechanisms of delivering CSOs. For example, by
establishing contracts which directly fund enterprises to provide subsidised services to the
targeted communities. This approach makes the extent of the subsidy transparent and avoids
the distortions created by having to charge higher prices to other users. This approach also
allows competition to be introduced by putting the delivery of additional services in the
targeted communities up for competitive tender (ie additional capacity could be provided
either through network augmentation, embedded generation or demand side options). Other
alternatives canvassed in the BIE paper include levies on users, direct cash payments to
targeted users and accepting lower rates of return.

Source: Industry Commission 1997, Community Service Obligations: Policies and
Practices of Australian Governments, Information Paper, AGPS, Canberra, February.

Bureau of Industry Economics 1995, Issues in Infrastructure Pricing, AGPS,
Canberra, August.

As a result, the Commission has argued in the past, and reiterated this view in its draft
decision, that the transmission pricing regulator should have powers to approve an NSP’s
pricing structure, similar to those held by the jurisdictional regulators with respect to
distribution prices. Specifically, the Commission stated that:
The Commission believes that the transmission pricing regulator should have
powers to approve an NSP’s pricing structure, similar to those held by the
jurisdictional regulators with respect to distribution prices.
The pricing methodology for the postage stamp element of the TUOS charges is the same as
for common services. Consequently, the prices to recover the postage stamp component of
TUOS charges may not be the most efficient approach available, but it is both
administratively simple and a relatively equitable.
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3.34 The applicant’s response

The applicant accepted the Commission’s recommendations in the draft decision and

indicated that the appropriateness of the balance between cost reflective and postage stamp

pricing and an examination of the extent of any cross subsidies in the postage stamp element
of TUOS charges will be examined as part of NECA’s review of transmission network
pricing. In addition, the applicant indicated that the NECA review will also address the

Commission’s request that the code be amended so the transmission pricing regulator would

have similar powers as the distribution pricing regulators with respect to the power to

approve a transmission NSP’s pricing structure.

Specifically, these issues are addressed in item 5 of NECA’s Terms of Reference for its

Transmission and Distribution Pricing Review which states, amongst other matters, that the

review will consider:

m the locational signals resulting from the transmission and distribution pricing regimes,
including the appropriate balance between cost reflective and postage stamp elements of
charges and the incidence and treatment of cross subsidies; and

m the appropriate powers of transmission and distribution regulators in particular in relation
to the development and monitoring of service charters drawn up by transmission network
service providers.

3.3.5 The Commission’s findings

The proposed transmission pricing regime involves a number of compromises between

efficiency and equity concerns as well as between desirable and practical considerations.

Consequently, it is evident that such a pricing regime will not completely satisfy the

competing needs of all of the relevant parties.

Nevertheless, the Commission believes the code acts to promote the interests of network

service providers, network users and the wider community:

m by allowing entry and exit service costs to be negotiated on a case by case basis;

m by allowing the network service provider to earn a reasonable rate of return on the costs
of providing entry and exit services through fixed annual charges;

m by using an administratively simple and relatively equitable mechanism for recovering
transmission network common service costs, including their allocation on a postage
stamp basis;

m by ensuring that network service providers can earn no more than a reasonable rate of
return on transmission use of system services; and

m by providing the network service providers with an opportunity to use a combination of
relatively efficient and equitable prices to recover the allocated costs of providing
transmission use of system services.

The code acts to promote the interests of the wider community by avoiding cost allocation

procedures for transmission use of system services which may otherwise have resulted in

substantial price rises for electricity users in rural and remote communities.

However, the Commission is not convinced that the cost allocation provisions for

transmission use of system services are efficient and that this deficiency will significantly

reduce the long term benefits of the electricity access code. The Commission accepts the
applicant’s undertaking to re-examine these issues as part of the NECA review of the
transmission pricing regime.

This also provides an opportunity for jurisdictional governments to clearly identify their

policies towards any cross-subsidies which may be included in the TUOS charges. As any

such cross-subsidies have the potential to significantly reduce the benefits which derive from
the NEM, the jurisdictional governments should also develop longer term strategies for
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removing them from the transmission network pricing regime and replacing them with
alternative policies.

Part B Distribution

3.4  Regulatory regime for distribution pricing

34.1 What the applicant says
The regulatory regime for distribution revenues and prices is similar to the proposed regime
for transmission revenues. For instance, the applicant (sub. p. 253) argued that the code’s

approach to distribution pricing allows NSPs ‘to develop innovative pricing solutions within

a ‘light handed’ regulatory oversight of monopoly network activities.” Moreover, the
proposed distribution pricing regime also consists of a number of objectives and principles
for determining maximum network revenues and/or prices (for more details see Box 3.4).
However, the applicant (sub. p. 60) stated that the proposed distribution pricing regime
allows for a much greater level of averaging by voltage level and geographic location. In
addition, rather than simply setting a revenue cap, a distribution NSP’s charges will be
controlled on two levels:

a) on the overall revenue or average price for network services; and

b) on the individual tariffs applied to individuals or groups of customers.
Regulation of distribution network pricing will be the responsibility of the relevant state or
territory regulator, although these duties can be passed over to the ACCC. As with other
parts of the code, these regulators will perform their distribution pricing functions in
accordance with the transitional arrangements determined by the jurisdictional derogations
and access regimes (for details of the distribution pricing derogations see Table 3.2).
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Box 3.4: Overview of distribution pricing objectives and principles

The code establishes, amongst other things, that:

1. the regulatory regime must seek to achieve outcomes which:
a) are efficient and cost effective;
b) are incentive based and provide a reasonable rate of return (without monopoly
rents) to network owners;
c) foster efficient investment, operation 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 a revenue and/or a price cap for distribution services must:

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

b) address monopoly pricing concerns primarily through the competitive supply of
network services but otherwise through an explicit revenue or price 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 the value of:
1) new assets are consistent with take-or-pay contracts;

il) existing assets are determined by jurisdictional regulators or are consistent with
the jurisdictional regulatory asset base;

ii1) revalued assets, undertaken by the jurisdictional regulator, are consistent with
COAG decisions;
3. the form and mechanisms of economic regulation must:

a) Dbe specified by the jurisdictional regulator to be a CPI-X price and/or revenue cap,
or an incentive based variant, for each network owner;

b) have a regulatory control period of at least 3 years;

c) take into account expected demand growth, service standards, price stability,
potential efficiency gains, cost of capital, risk, on-going commercial viability and
changes in energy losses;

d) when establishing the revenue requirement and/or price cap:

1) take into account growth in the demand for, and costs of, the distribution
service;

i1) allow for the correction in later years for any over or under recovery of
revenues;

4. distribution NSPs must provide the jurisdictional regulator with annual financial
statements, indicating economic performance and asset values, so the regulator can
monitor compliance with the regulatory caps and determine caps in future periods;

Source: NGMC 1996, National Electricity Code.
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Table 3.2: Derogations for regulatory regime for distribution pricing

State Expiry date Details
Victoria 31/12/2000 e transitional distribution pricing arrangements will be regulated
by the EI Act, ORG Act and the Tariff Order;
indefinite e national guidelines and regulatory regime for distribution pricing
must be consistent with clause 5.10 of the Tariff Order;

New South  1/1/2001 e transitional distribution pricing arrangements will be regulated

Wales by the IPART Act and any subsequent IPART determinations;

ACT 31/12/2000 e transitional distribution pricing arrangements will be regulated
under the ACT Energy and Water Act;

South 31/12/2000 e transitional distribution pricing arrangements will be governed

Australia by the code’s general principles but according to criteria and

methodologies determined by the South Australian Government.
Queensland 18/12/2000 e transitional distribution pricing arrangements will be regulated
under the Electricity Act and the QCA Act;

In general, the code sets out principles which may be applied:

m to the economic regulation of distribution service pricing; and

m to the formulation of national guidelines.

Any national guidelines for the regulation of distribution pricing can only be developed with

the consent of each participating jurisdiction and must not duplicate, or be inconsistent with,

features of the jurisdictional regulatory regime. The code does not require jurisdictional

guidelines for the regulation of distribution pricing. However, if such guidelines exist, they

must not be inconsistent with the code’s principles and they must not be inconsistent with

any national guidelines.

Even though the code provides for national guidelines, the applicant (sub. p. 252) argued that

distribution pricing is specific to a distribution region and there is ‘no economic benefit in the

rigid application of a prescriptive national regime.” Despite the potentially diverse

approaches to distribution pricing in the national electricity market, the applicant (sub.

p. 252) anticipates that:
To the extent that distribution networks have common characteristics and cost drivers, the
regulation in each jurisdiction are likely to be similar. However, where different cost drivers
or different industry characteristics exist, specific Network Service Provider regulation may
evolve.

The applicant (sub. p. 253) justified the need for jurisdictional regulators on the basis that

they are required to take account of state based distribution pricing issues, in particular:

m the existing arrangements (ie long term transitional arrangements to avoid price shocks

and the privatisation of some distributors); and
m the jurisdictionally determined customer service standards and supply quality
requirements.

The applicant (sub. p. 253) concluded that:
... there is no loss of economic efficiency associated with having jurisdictional regulators of
network prices for distribution services, provided that those regulators operate to a common
set of principles and prices are presented to customers in a similar form. Given the monopoly
nature of distribution networks, the fact that prices are calculated under different regimes on
either side of a jurisdictional border is considered to be highly unlikely to have any impact on
competition.

Consistent with the approach adopted for transmission pricing, the code provides for a NECA

review of the pricing methodologies and principles applying to distribution networks. The
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review will examine the net benefit of modifying the proposed pricing regime in light of
relevant international experience and will be completed by 1 January 1999.
In commenting on the benefits of the proposed distribution pricing regime, the applicant (sub.
p. 253) argued that the published tariffs serve two functions. First, they provide a clear and
simple access regime for all customers. Second, they establish maximum prices which
facilitates commercially driven tariff negotiations. In addition, the objectives of the pricing
regime’s incentive arrangements are to improve efficiency and performance by encouraging
profit maximisation.
3.4.2 What the participants say

Many of the participants’ comments on the proposed distribution pricing regime mirrored
their views on transmission pricing. For instance, the EUG’s concerns relating to the
deprival approach to asset valuation, achieving internationally competitive prices and
preferring an alternative incentive mechanism are also applicable to the proposed distribution
pricing regime.
Apart from these more general concerns, the EUG (sub. p. 70) indicated that their major
additional concern about distribution pricing is the ‘considerable scope for jurisdictional
inconsistencies’ as a result of price averaging associated with cross-subsidies and asset
issues. The EUG agreed that the code should avoid rigid or prescriptive regulatory regimes.
Nevertheless the EUG (sub. p. 71) supported a national approach including either having a
single regulator or, if that was not possible, ensuring that the jurisdictional regulators have
‘independent charters and transparent processes, as in New South Wales and Victoria.’
Moreover, while generally supportive of the access arrangements, BHP (sub. pp. 1-2)
expressed concerns that distribution use of system pricing could undermine the benefits of
competition and:

... the structure of electricity charges might distort choices between buying electricity from

distributors and generators and building new generation capacity for our own use.

3.43 The Commission’s considerations

The proposed regulatory regime for distribution pricing is conceptually the same as that
which applies to transmission pricing. The views expressed by the applicant and participants
on the distribution pricing regime were generally consistent with the arguments presented on
the transmission pricing regime. Consequently, the Commission’s assessment of the
beneficial and detrimental aspects of the distribution pricing regime are consistent with the
comments in section 3.2.3.
Despite the consistencies in the regulatory frameworks, the importance of ensuring both
efficient and equitable distribution prices is accentuated by its economic significance and
complexity. For instance, distribution prices represent around 25 per cent of the delivered
price of electricity in contrast to transmission’s 9 per cent. Moreover, the integrated nature of
the networks means that a larger proportion of the facilities will be shared between groups of
customers. Consequently, it could be expected that distribution prices may reflect a high
degree of cost averaging. Alternatively, the diversity in the demand for electricity at the
retail level provides distribution networks with a greater opportunity to differentiate prices on
the basis of voltage levels and load classes.
To address these concerns, the NEM’s distribution pricing regime is based on a set of
principles and objectives which attempt to reflect the competing needs of NSPs, network
users and the wider Australian community. Jurisdictional regulators will undertake periodic
reviews to determine revenue and/or price caps. The proposed regime has the flexibility to
allow distribution prices to vary, with the agreement of the jurisdictional regulator, depending
on location, voltage level and load profile. The distribution NSP is encouraged to operate
efficiently through a CPI-X incentive mechanism. Moreover, the code requires the
jurisdictional regulators to assess the revenue and/or price caps on the basis of efficient
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operating and maintenance costs and on an asset base which is capped at the deprival value.

This asset valuation methodology allows the regulator to choose a current cost valuation but

also allows it to ‘strand’ assets which are in excess of forecast needs or which have been

‘gold plated’.

The Commission accepts the applicant’s broad arguments that the NEM access code’s pricing

principles for distribution networks contain many aspects which act to protect the legitimate

business interests of NSPs, access seekers and the public more generally. Of particular
significance is that the access code:

m  acts to protect the interests of the facility owner by requiring the jurisdictional regulator
to provide NSPs with a revenue which is sufficient to recover efficient costs and earn a
reasonable return on efficient investments;

m  acts to protect the interests of network users and the public by depriving NSPs of the
power to unilaterally exploit monopoly power by establishing a price regime to be
administered the jurisdictional regulator;

m acts to protect the interests of NSPs, network users and the public by including incentive
mechanisms which encourage NSPs to continually improve productivity and to share the
benefits between their shareholders and network users; and

m  acts to protect the interests of NSPs, network users and the public by providing the
jurisdictional regulator with the flexibility to periodically reassess the determinants of
network prices (ie every 3 years) and, in doing so, to respond to changing circumstances.

However, the flexibility inherent in these arrangements involves a trade-off as there can be

no guarantee of the outcomes of the distribution price regulatory processes. Without limiting

the flexibility of jurisdictional regulators, the concerns of participants that the distribution
pricing regime will not generate internationally competitive electricity prices depends on the
effectiveness of the jurisdictional regulator.

As with the transmission regulatory regime, the performance of the jurisdictional regulator

and the regulatory process depends on a combination of factors including: transparent,

impartial and accountable decision making; access to relevant information; adequate
resourcing; and effective sanctions for non-compliance with the code requirements or with
regulatory directions.

In this context, the Commission believes that it will be important for the jurisdictional

regulators to be independent and at arms length from the other policy development processes

of government. By doing so, the regulator will be seen to be an independent umpire capable
of making decisions in the public interest and without a vested interest in the outcome.

Of particular concern to the Commission is that without an independent regulator, the price

regulatory process may be used to justify and disguise the charging of monopoly prices

which are returned to governments in the guise of excessively large stream of dividend
payments. Similarly, the Commission is also concerned that the risks of inappropriately
determining the parameters for distribution pricing will be heightened if regulators are
required to juggle a number of competing duties including their regulatory roles vis a vis
issues of state development, infrastructure ownership and public utility dividend policies.

Clearly, these are all legitimate objectives of government. However, the regulatory outcomes

are likely to suffer if electricity price regulation becomes a mechanism for implicitly

implementing other government policies. Indeed, it is possible that the benefits of
introducing increased competitive pressures into the electricity supply industry may be
limited if governments attempt to cling to traditional mechanisms of delivering policy
objectives. Rather, the Commission would prefer governments to use more transparent
mechanisms to achieve a range of objectives such as ensuring the integrity of jurisdictional
budgets and ensuring all residents gain a share in the benefits of reform.
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To reduce the likelihood, and perception, that the electricity pricing regime will be used to
inflate access prices, in its draft decision, the Commission argued that in order to accept the
access code the Commission would have to be satisfied that the jurisdictional regulators are
statutorily independent of government. Preferably, the code should explicitly require
jurisdictional regulators to be independent bodies. Specifically, the Commission stated that:
The Commission believes the access code must explicitly require the
jurisdictional regulators to be statutorily independent of executive government
by the commencement of the NEM’s network pricing regimes in 1999.
In addition to these concerns, it will also be important for regulators to demonstrate their
independence in making decisions which can have a significant material impact on network
service providers, network users and others in the community. Otherwise, it is likely that a
regulator’s price setting processes will be protracted and expensive and therefore move away
from the ‘light handed’ regulation as envisaged by the access code.
Moreover, to ensure that the regulatory decision making processes are accountable, the
Commission believes that the decisions of the regulators should be appealable. Currently
such appeal rights already exist with a number of the jurisdictional regulators. Unnecessarily
protracted decision making processes may result if the grounds for the appeal goes to the
merit of a regulator’s decisions. To avoid this, yet to introduce accountable decision making
processes, it may be sufficient to allow appeals on the basis of issues such as natural justice
and the application of administrative law principles.
The Commission also places considerable weight on those code provisions which provide the
jurisdictional regulator with the necessary powers to: determine the form in which an NSP
will submit their annual financial statements; and verify or independently audit the
information sought. Non-compliance with these requirements may result in both a breach of
an NSP’s access undertaking as well as a breach of the NEC.
In assessing the powers of the transmission regulator, the Commission identified a number of
short comings which also limit the powers of the distribution regulator. First, while it may be
included in the jurisdictional regulator’s empowering act, the access code does not separately
provide the jurisdictional regulator with the power to specify a date by which certified annual
financial statements or requested information is to be provided by the NSP. This oversight
may result in an unreasonable delay in the NSP providing required and requested information
to the regulator. If this was to occur, the distribution price setting processes and enforcement
procedures may become ineffective.
Second, in the context of the transmission regulatory regime, the Commission sought and
achieved changes to the code to remove an NSP’s effective power of veto over the release of
information provided in the context of the rate reviews. In its draft decision, the Commission
also expressed its concerns that the code may provide distribution NSPs with a similar power
of veto. However, in its draft decision the Commission did not actively seek a code change
as the code already provided scope for jurisdictional laws to allow regulators to release
confidential information.
In addition to these deficiencies, there are a number of inconsistencies between the powers of
the transmission and distribution regulators which further constrain the powers of the
distribution regulator and brings into question the likely effectiveness of the distribution
regulatory regime.
First, the transmission regulator can seek both certified annual financial statements and any
other information the ACCC reasonably requires to perform its regulatory function. In
contrast, the distribution regulator can only seek annual financial statements.
Second, the transmission regulator can seek information from both the transmission network
owner and/or transmission network service provider. In contrast, the distribution regulator
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can only seek information from the distribution network owner. This may unduly restrict the
regulator in circumstances where there is a distinction between the distribution network
owner and service provider.
Third, the annual statements of the transmitter must provide a true and fair statement of the
financial and operating performance in a form determined by the ACCC. In contrast, the
distributors are required to provide a true and fair statement of their economic performance
and the value of their assets in any reasonable form determined by the distribution regulator.
The impact of these differences are unclear, but they may well restrict the effectiveness of the
distribution regulator when they come to impose price and/or revenue caps.
Fourth, the transmission regulator can use the information to assess the allocation of costs
and identify cross subsidies. In contrast, the distribution regulators do not have this power
and some of its other powers are worded differently. In both circumstances it is unclear why
these limitations apply.
As a result of these concerns, in its draft decision, the Commission stated:

The Commission believes that NECA’s review of the distribution pricing regime

should review the powers of the distribution regulator, in particular in respect

of:

a) being able to request data other than annual financial statements;

b) being able to specify reporting dates;

¢) being able to request information from only the distribution network owner;

d) the limitations on which the regulator can use the information; and

e) the limitations on which the form in which the regulator can seek

information.
3.4.4 The applicant’s response
Discussions with the applicant and the jurisdictions indicated that they were unwilling to
insert into the code a requirement that the jurisdictional regulators be statutorily independent
of government. It was argued that the level of independence of jurisdictional regulators is a
matter of state government policy which must be kept separate from the code which is an
instrument for defining rules for the participants in the NEM.
However, the applicant noted that the jurisdictional regulators in New South Wales (and the
Australian Capital Territory) and Victoria are already statutorily independent. Moreover,
Queensland has established the Queensland Competition Authority as a separate regulatory
authority in that state. The South Australian government indicated that it is presently
implementing a series of reforms that will establish network pricing arrangements with a
level of regulatory independence to ensure the effective operation of the NEM. These
arrangements will consist of, in the short term, an electricity pricing order:
m setting distribution and transmission prices until 30 June 1999; and
m  defining regulatory principles until 2002 — the end of South Australia’s network pricing
derogations.

The pricing order is currently being reviewed by an independent consultant to ensure it is
consistent with the code’s regulatory principles. In addition, South Australia’s arrangements
will also provide for a pricing regulator with powers to set maximum prices. Initially, the
pricing regulator will be the relevant Minister, although this could also be an independent
regulator. The South Australian government indicated it will review these arrangements
within the next twelve months and noted that it has already committed to establishing an
independent regulator for gas distribution pipelines.
In response to the Commission’s concerns about the powers of the distribution pricing
regulators, the applicant accepted the Commission’s recommendation. In addition, the
applicant also addressed the Commission’s concerns over a distribution network owner’s
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effective power of veto over the release of information provided in the context of rate
reviews. In particular, clause 6.10.6 and 6.10.7 have been amended to state that:
6.10.6 Monitoring of Distribution Network Owner and/or Distribution Network

Service Provider (as appropriate) performance and compliance with
regulatory determinations

(a) The Distribution Network Owner and/or Distribution Network Service Provider

(as appropriate) must use reasonable endeavours to ensure that it complies with
the any regulatory cap in respect of distribution services in any year.

(b) The Distribution Network Owner_and/or Distribution Network Service Provider

(as appropriate) must submit certified annual financial statements to the
Jurisdictional Regulator (in awyreasenable a form and by a date whieh-may to be
determined by the Jurisdictional Regulator) which provide a true and fair
statement of the financial and operating performance of the Distribution Network
Owner and/or Distribution Network Service Provider (as appropriate) in a
reporting period.:

fd ino the distribiti . ices.
(c) The certified annual financial statements submitted by the Distribution Network
Owner and/or Distribution Network Service Provider (as appropriate) to the

Jurisdictional Regulator may be used by the Jurisdictional Regulator to:

(1) monitor the compliance of the Distribution Network Owner and/or
Distribution Network Service Provider (as appropriate) with the regulatory
caps; ané

(2) assess the allocation of costs between services which are subject to regulation
under the regulatory caps and services or activities which are not subject to
regulation under the regulatory caps, and to identify any cross-subsidy
between these different types of services or activities; and

(3) collate data regarding the financial, economic and operational performance of
the Distribution Network Owner and/or Distribution Network Service Provider
(as appropriate) to be used as input by the Jurisdictional Regulator’s decision-

making regarding the setting inrespeet-ofthe-determination of regulatory caps

or the regulatory controls to apply in future regulatory control periods._

(d) In addition to the certified financial statements referred to in clauses 6.10.6(b) the

Jurisdictional Regulator may require a Distribution Network Owner and/or
Distribution Network Service Provider (as appropriate) to provide any other
information the Jurisdictional Regulator reasonably requires to perform its
regulatory functions in a manner and by a date it considers to be consistent with
the requirements of clauses 6.10.2, 6. 10.3, 6. 10.4 and 6. 10.5.

(e) The Jurisdictional Regulator may request or undertake verification and/or

®

independent audit of any information sought by it, or provided to it under this
clause 6.10.6.

Information provided to the Jurisdictional Regulator by a Distribution Network
Owner and/or Distribution Network Service Provider (as appropriate) pursuant to
this clauses 6.10.6 and-6-+0-7 must be treated as confidential by the Jurisdictional
Regulator and must not be disclosed to any other party without the prior written
consent of the Distribution Network Owner and/or Distribution Network Service
Provider (as appropriate) which provided the information unless the procedures

38
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set out in clause 6.10.7(c)-(e) have been followed.-exeeptin-acecordance-with-

6.10.7 Information disclosure by the Jurisdictional Regulator

(a) In making a determination or any other decision under this clause 6.10, the
Jurisdictional Regulator must publish full and reasonable details of the basis and
rationale of #s-the decision and-the-information-to-be-diselosed-publielyby-the-
Jurisdictional Regulator-is-to-inelude; including but not be limited to the
following:

(1) reasonable details of qualitative and quantitative methodologies applied
including any calculations and formulae; and

(2) full reasons for all material judgments and qualitative decisions made and
options considered and all discretions exercised which have a material bearing
on the outcome of the Jurisdictional Regulator’s decision;_

(b) Notwithstanding clause 6.10.7(a), the Jurisdictional Regulator must also disclose
relevant information to the relevant Distribution Network Owner and/or
Distribution Network Service Provider (as appropriate) only on request by the
Distribution Network Owner and/or Distribution Network Service Provider (as
appropriate) and such information is to include, but not be limited to the
following:

(1) the values adopted by the Jurisdictional Regulator for each of the input
variables in any calculation and formulae, including a full description of the
rationale for adoption of those values; and

(2) full and reasonable details of other assumptions made by the Jurisdictional
Regulator in the conduct of all material qualitative and quantitative analyses
undertaken in relation to the setting of a regulatory cap or related manner._

(c) Each Jurisdictional Regulator in discharging its functions under the Code may
publicly release information or the contents of documents provided to it by a
Distribution Network Owner and/or Distribution Network Service Provider (as
appropriate) for the purposes of performing its functions under the Code in
circumstances where the Distribution Network Owner and/or Distribution
Network Service Provider (as appropriate) has declined to give written consent to
its release in accordance with clause 6.10.6(f) if the Jurisdictional Regulator:

(1) is of the opinion that:

(A)the disclosure of the information or the contents of the documents would
not cause detriment to the Distribution Network Owner and/or Distribution
Network Service Provider (as appropriate) who supplied it; or

(B) although the disclosure of the information or the contents of the documents
would cause detriment to the Distribution Network Owner and/or
Distribution Network Service Provider (as appropriate) who supplied it,
the public benefit in disclosing it outweighs that detriment; and

(2) is of the opinion, in relation to any other person who has provided the
Distribution Network Owner and/or Distribution Network Service Provider (as
appropriate) with information or documents that form part of the information
or documents provided by the Distribution Network Owner and/or
Distribution Network Service Provider (as appropriate) to the Jurisdictional
Regulator, that:
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(A)the disclosure of the information or the contents of the documents would
not cause detriment to that person; or

(B) although the disclosure of the information or contents of the documents
would cause detriment to that person, the public benefit in disclosing it
outweighs the detriment,

and the procedures set out in clauses 6.10.7(c)-(e) have been followed.

(d) The Jurisdictional Regulator must not publicly release any information or the
contents of any documents under clause 6.10.7(c) until the expiration of 28 days
from the date of receipt of a written notice sent by the Jurisdictional Regulator to:
(1) the Distribution Network Owner and/or Distribution Network Service Provider

(as appropriate) who supplied the information or documents; or

(2) any person whom the Jurisdictional Regulator is aware supplied the
Distribution Network Owner and/or Distribution Network Service Provider (as
appropriate) with information or documents that form part of the information
or documents provided to the Jurisdictional Regulator by the Distribution
Network Owner and/or Distribution Network Service Provider (as
appropriate),

of the Jurisdictional Regulator’s intention to disclose.

(e) The notice referred to in clause 6.10.7(d) must:

(1) state that the Jurisdictional Regulator wishes to disclose the information or
contents of the documents, specifying the nature of the intended disclosure
and setting out detailed reasons why the Jurisdictional Regulator wishes to
make the disclosure;

(2) state that the Jurisdictional Regulator is of the opinion required by clause
6.10.7(c) and setting out detailed reasons why it is of that opinion; and

(3) identify the legislation (if any) governing the review of decisions by the
Jurisdictional Regulator to release information in the relevant participating
jurisdiction.

(f) Where as a result of a review under the legislation (if any) referred to in clause
6.10.7(e)(3) of its decision to publicly release information or documents the
Jurisdictional Regulator is not allowed to disclose particular information or
documents provided to it for the purpose of performing its functions under the
Code, the Jurisdictional Regulator may nonetheless use the information or
document for the purposes of performing its functions under the Code.

(2) Nothing in clauses 6.10.7(d) and (e) is intended to affect a Code Participant’s
rights to seek a review under general principles of administrative law of the
Jurisdictional Regulator’s decision to publicly release any information or the
contents of any documents under clause 6.10.7(c).

3.4.5 The Commission’s findings
The Commission believes that in general, the access code’s proposed regulatory regime for
distribution pricing acts in the interests of NSP’s, network users and the general public.
While outcomes from the process cannot be guaranteed, this flexibility is necessary to ensure
that distribution network prices periodically respond to changing circumstances. In coming
to this conclusion, the Commission has placed significant reliance on the jurisdictional
regulator’s independence as well as the sanctions for non-compliance with the code and
undertaking.
Already the majority of the participating jurisdictions have established, or have indicated that
they will establish, independent regulators for electricity network pricing. These decisions
will increase the likelihood that electricity distribution prices will equitably balance of the
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interests of NSPs, network users and the general public. However, these decisions have not
be fully implemented in all of the participating jurisdictions.

Moreover, the Commission’s draft decision on the NEM access code questioned the likely
effectiveness of the distribution pricing regime. In particular, the Commission noted that the
jurisdictional regulator’s access to relevant information in the required format is central to
ensuring appropriately balanced pricing outcomes but that the code appeared to unnecessarily
restrict the powers of the distribution pricing regulator. The Commission believes that the
applicant’s code changes relating to the powers of the jurisdictional regulators, in particular
to their ability to publicly release regulatory information, has met the Commission’s concerns
as outlined in the draft decision.

3.5 Distribution pricing methodology

The previous section (3.4) outlined the principles the jurisdictional regulator should apply

when determining the overall revenue or price cap for a distribution network. In addition, the

code proposes a procedure whereby the regulator’s overall revenue or price cap is translated
into distribution network prices. The pricing methodology is flexible as it also provides
considerable scope for the parties to negotiate network access prices.

3.5.1 What the applicant says

While differences exist, the distribution pricing methodology is broadly consistent with the

transmission pricing methodology outlined above (section 3.3). For example, distribution

pricing also involves a three step procedure to identify and allocate costs in order to
determine distribution prices, namely;

1. Obtain a determination on the overall revenue requirement from the jurisdictional
regulator.

2. Allocate the distribution network revenue requirement between the various classes of
network services and then to different cost pools.

3. Recover the costs of the various network services through a series of usage prices.

The applicant (sub. p. 61) reiterated its view that the distribution pricing regime allows NSPs

to develop innovative pricing solutions within a light handed regulatory oversight of

monopoly network activities. While prices for regulated distribution assets will be largely
based on average distribution costs, prices for distribution customers may vary depending on
location, voltage level and load characteristics.

This pricing methodology (for further details see Box 3.5) gives the NSP considerable

flexibility to determine prices for individual services. Even more flexibility is introduced by

allowing the NSP and the network users to negotiate price outcomes, for example:

m  As the code’s distribution pricing methodology establishes maximum prices for the
prescribed distribution services, lower prices can be negotiated. Any such negotiated
prices have to be agreed to by both parties.

m  The code’s pricing formulae relate to standardised services (as defined in the code).
Consequently, if a network user requires a service of a higher standard than prescribed in
the code the price for such a service has to be negotiated by the relevant parties.

m  The distribution NSP may require a network user to negotiate the terms of a prudential
requirements (eg financial and non-cash capital contributions; certain pre-payments;
guaranteed minimum service charges and/or quantities; or financial guarantees).

Moreover, where a distribution NSP has to construct a new connection, modify an existing

connection or augment the network, the user may be required to make a capital contribution,

pre-payment or financial guarantee. The NSP is not permitted to ‘double-up’ and recover
such contributions through its network prices.
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Box 3.5:

Distribution network access pricing methodology

The price determination methodologies for the five classes of distribution network services
can be summarised as:

1. Entry services — provided to embedded generators at a connection point;

a)

b)

the connection agreement may specify an embedded generator’s connection service
costs;

if not, an embedded generator’s entry service costs are recovered by:

i

ii)

creating cost pools which may differ on the basis of voltage levels and, in turn,
load classes. The NSP can also divide the region into geographical areas to
establish locational prices. However, the basis of the cost pools, geographical
boundaries, use of locational prices and allocation of assets can only be done
with the agreement of the jurisdictional regulator;

allocating the cost pools to embedded generators at the network coupling point
(plus an amount for assets which jointly provide entry and exit services);

ii1) a fixed annual charge;

2. Exit services — provided to distribution network customers at coupling and connection
points;

a)
b)

the connection agreement may specify a customer’s exit service costs;

if not, a customer’s exit service costs are recovered by:

i)

ii)

creating cost pools which may differ on the basis of voltage levels and, in turn,
load classes. The NSP can also divide the region into geographical areas to
establish locational prices. However, the basis of the cost pools, geographical
boundaries, use of locational prices and allocation of assets can only be done
with the agreement of the jurisdictional regulator;

allocating cost pools to customers at the network coupling point (plus amounts
for assets jointly providing exit and entry services);

iii) a fixed annual charge;

3. Distribution use of system services — provided to either embedded generators or
customers but exclude exit and common services;

a)

use of system service costs are determined by creating cost pools which may differ
on the basis of voltage levels and, in turn, load classes. The NSP can also divide the
region into geographical areas to establish locational prices. However, the basis of
the cost pools, geographical boundaries, use of locational prices and allocation of
assets can only be done with the agreement of the jurisdictional regulator;
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b) the portion of the cost pools allocated to the embedded generators:
1) must not exceed the long run marginal cost of network augmentation;

i1) are recovered by using the negotiated prices in the connection agreement (the
jurisdictional regulator is to resolve any disputes) where the quantity is the
nominated capacity;

c) the portion of the cost pools allocated to the distribution customers:

1) must be done on a cost reflective or other basis agreed with the jurisdictional
regulator;

ii) the prices used to recover the costs can include a combination of demand,
energy and fixed charges where the quantities may be either minimum, actual or
agreed quantities;

4. Common Services — provided to ensure the integrity of the network to benefit all
customers but cannot be allocated on a voltage or location basis;

a) cost pools are allocated to customers on a cost reflective or other basis agreed with
the jurisdictional regulator;

b) the prices used to recover the costs can include a combination of demand, energy
and fixed charges where the quantities may be either minimum quantities, actual
quantities or agreed quantities;

5. Firm access services — relates to the risk premium for generators with connection
agreements that include firm access compensation arrangements. The agreement will
specify the amount of revenue to be recovered.

Source: NGMC 1996, National Electricity Code.

However, the code does not provide distribution NSPs with unlimited discretion in setting

network prices. For instance, the code requires NSPs to seek the prior approval of the

jurisdictional regulator if they are to establish prices which differentiate between zones and

voltages. Moreover, the jurisdictional regulator may place limits on annual variations in

published distribution service prices provided such limits are not inconsistent with any

jurisdictional requirements or price caps.

The applicant (sub. p. 255) argued that the principles underlining distribution pricing protect

the interests of the distribution NSPs by requiring the jurisdictional regulator to provide for a

normal rate of return. The applicant also argued that this was also in the public interest ‘as it

provides a signal to capital markets that there is a reasonable prospect of earning appropriate

returns on future investments in the network.’

In terms of the interests of network users, the applicant (sub. p. 256) argued that the national

guidelines will ensure that distribution network prices are consistent and will be in an easily

understood format. Consequently, network users ‘will have full, easily understandable and

comparable information of the services provided and the costs of each service.” In addition,

the applicant claimed that the code also promotes user interests by:

m requiring distribution NSPs to produce tariffs and the associated conditions for access to,
and use of, the network;

m including incentive mechanisms which mimic market based prices; and

m not allowing NSPs to ‘double charge’ for any capital contributions made by users.

The applicant (sub. p. 256) argued that the access code promotes the public interest by

emphasising contestability and the multi-tiered approach to regulation. While contestability

has been enhanced by structural reform, the code offers further encouragement by the
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jurisdictional regulator’s approach to the type and form of the regulation applied (ie
regulatory effort is concentrated on the monopoly services not subject to any competition).
The applicant’s (sub. p. 256) assessment was that:
The effectiveness of this regime in fostering efficiency and promoting cost savings will
depend largely on the cost pressures applied by the regulators. It is contingent on access to
reliable and detailed cost and operational information from the regulated entities.

The applicant concluded that the code adequately provides for the necessary information
disclosure.
3.5.2 What the participants say
While the Victorian Distributors supported the flexibility of the distribution pricing
regulatory regime, they argued that this flexibility was not matched by the distribution cost
allocation and pricing methodology. For instance, the Victorian Distributors (sub. p. 22)
stated that the code:
... details only one specific cost allocation and pricing approach. This approach is not
necessarily the preferred cost allocation method and the price structure which will evolve
from this approach will not necessarily promote economic efficiency or provide effective
pricing signals to customers.
Consistent with their concerns relating to transmission pricing, a large number of participants
argued that the distribution network pricing arrangements could also inhibit competition
between existing and new generators. For example, Boral argued that the distribution pricing
regulatory regime will not fully reflect locational benefits attributed to cogeneration.
While a number of participants commented on the level of averaging of distribution charges,
there was no clear consensus view. On the one hand participants such as Boral were
concerned about the level of averaging of distribution charges because of its likely impact on
efficiency. Conversely, other participants, such as Integral Energy, supported averaging of
network prices for reasons of equity and fairness.
Boral also raised concerns relating to the relative negotiating position of generators and
distributors and the potential to abuse monopoly power; transparency of network charges
when assessing locational choices for generation; and rights to bypass.
3.5.3 The Commission’s considerations
In some respects, the diversity in the demand for electricity at the retail level provides greater
opportunities to vary prices on the basis of the cost of delivering electricity at different
voltage levels or different load classes in different parts of the distribution network.
However, in other respects the nature of distribution networks point to a greater degree of
averaging. For instance, distribution networks are highly integrated so a large proportion of
assets and costs will be common to a large group of customers. Attempting to allocate such
costs to individual customers on a cost reflective basis may often be arbitrary with little to be
gained in terms of efficiency benefits. In addition, given past policies to cross-subsidise to
provide uniform electricity tariffs, averaging network costs may be a necessary part of a
transitional arrangement to avoid the possibility of price shocks for certain customer classes.
In order to balance these sometimes competing objectives, the code proposes a very flexible
cost allocation and pricing structure which will be oversighted by the jurisdictional
regulators. The proposed arrangements allows distribution network prices to vary on the
basis of voltage levels, load classes and between geographical regions within a network.
Network prices will also differ between the various network services.
Distribution network entry and exit services costs are determined either through a negotiated
connection agreement or on the basis of cost pools which can differentiate between voltage
levels, load classes and geographical boundaries. If the latter approach is adopted, the
distribution NSP has to obtain the jurisdictional regulator’s agreement on the nature of the
cost pools including any differentiation of the basis of voltage levels, load classes and
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geographical boundaries. Entry and exit services costs are recovered through a fixed annual
charge.

Distribution use of system service costs are determined on the basis of cost pools which have
been approved by the jurisdictional regulator. The cost pools can differentiate between
voltage levels, load classes and geographical boundaries. The cost pools allocated to
embedded generators must not exceed the long run marginal cost of network augmentation
and are recovered through negotiated prices. The cost pools allocated to distribution
customers can be done on either a cost reflective or some other basis. The cost pools can be
recovered through a combination of demand, energy or fixed prices and on the basis of either
minimum, actual or agreed quantities.

Common services are also allocated to customers through cost pools which have been
approved by the jurisdictional regulator. The cost pools can be recovered through a
combination of demand, energy or fixed prices and on the basis of either minimum, actual or
agreed quantities.

Given the flexibility of the proposed arrangements, the Commission believes that the
distribution pricing methodology has the capacity to act in the interests of facility owners,
network users and the wider Australian community. The Commission has reached this
conclusion on the basis that the code allows the network service provider to develop, in
conjunction with the jurisdictional regulator, distribution network prices which are tailored to
meet the individual circumstances which exist in their networks. In addition, the
jurisdictional regulators are responsible for ensuring that the distribution prices reflect an
appropriate balance between efficiency and equity considerations.

However, this flexibility comes at the cost of the certainty of the distribution price outcomes.
Consequently, the Commission is not in a position to categorically state what the likely
impact distribution pricing will have for the interests of facility owners, network users and
the wider Australian community. While greater certainty in the price outcomes may be
desirable, including additional guidelines into the access code would be counter productive if
it limited the NSPs’ and jurisdictional regulators’ ability to develop efficient and equitable
pricing solutions designed to suit individual circumstances. Clearly, and as the applicant
stated, the effectiveness of the distribution pricing regime depends on the jurisdictional
regulators.

Part C General access pricing issues

3.6  Asset valuation
3.6.1 What the applicant says
Broadly consistent principles govern the valuation of transmission and distribution network
assets. In general, the code proposes that, where applicable, network assets will be valued in
a manner consistent with either a take or pay contract or a NEMMCO augmentation
determination. After 1 July 1999, existing assets can be revalued, and new assets valued, on
a basis determined by the regulator (ie the ACCC for transmission and jurisdictional
regulators for distribution networks). In determining the basis on which assets will be
valued, the regulator must have regard to:
m the COAG agreement that deprival value is the preferred approach for network assets;
= any subsequent COAG decisions; and
= any other matters to achieve consistency with code objectives — eg NSPs can earn a
reasonable rate of return but not extract monopoly rents and there must be reasonable
recognition of pre-existing government policies regarding asset values, revenue paths and
prices.
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In the interim period up to 1 July 1999, asset values will be determined either by the
jurisdictional regulator or in a manner consistent with the jurisdiction’s regulatory asset base.
For transmission networks, any such asset values must not exceed their deprival value and
can be independently verified by the ACCC through a process agreed to by the NCC.
While the code does not define the deprival valuation methodology, the definition used by the
applicant is more consistent with an optimised deprival value definition rather than the
deprival value definition used by the Steering Committee on National Performance
Monitoring of GTEs (1994 p. 73). For instance the applicant (sub. schedule 18 p. 3) states
that the:
... Deprival Value is the lower of the optimised replacement cost of an asset and its economic
value to the business. Under the Deprival Value method, assets are valued at replacement
cost and then adjusted for any over-capacity and lower consumer value.
The applicant (sub. pp. 242-3, 247) defended their choice of the deprival approach to asset
values on the basis that:
m empirical studies in Victoria indicate that current cost asset values would not lead to
inflated asset values;
m  COAG supported its adoption because of its desirable equity and efficiency
characteristics;
m it is to be used as a ceiling and owner governments may elect to adopt lower asset values
to avoid any price shocks; and
m it is neutral between existing and new assets.
The applicant indicated that this approach to asset revaluation protects the public interest
because it encourages prices to reflect efficient costs and NSPs to make efficient investment
decisions. For instance, the applicant (sub. p. 234) stated that:
... the basic purpose of undertaking periodic deprival value revaluation is:
m to ensure that prices for monopoly services reflect the cost of efficient new entrants to the
market (thus ensuring efficient and equitable prices); and
m  to provide incentives to monopolists to undertake adequate analysis of the uncertainty
associated with future changes in technology, and electricity supply and demand before
making an investment decision (thus ensuring that the grid company faces incentives to
invest in an optimum manner).
For similar reasons, the applicant (sub. p. 242) argued that deprival valuation would also
protect users from monopoly profits by ‘gold plating’ capacity; an outcome which is possible
through historic cost valuation. Moreover, past monopoly profits could not be capitalised as
the ACCC has the right to verify the opening values of transmission network assets.
The applicant (sub. pp. 239-40) also argued that deprival valuation will ensure the efficient
utilisation of existing network resources as:
A key objective of the deprival value methodology is to ensure that the impacts of new
technologies (in the network sector and in substitute sectors such as distributed generation)
are taken into account in the valuation of assets for revenue purposes. The ‘economic value
test’ provides a cross-check of network asset values against the cost of bypass options.
Where the cost of the bypass option is cheaper, the existing network asset value and its
associated revenue requirement are reduced accordingly.
While the applicant (sub. p. 234) recognised that asset revaluations can increase the
uncertainty of investment returns to service providers, they argued that:
... provided the estimated cost of capital reflects the risks inherent in such arrangements, the
arrangements should not pose an undue threat to the legitimate business interests or
investments of the service provider.
The applicant argued that the NSPs are so protected as the code:
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m requires the regulator to have regard to pre-existing government policies with respect to
asset values, revenue paths and prices as well as for the need to provide a fair and
reasonable risk adjusted cash flow rate of return to the transmission NSP; and

m quarantines the NSP from stranded asset risk where other parties were involved in the
investment decision (eg existing take-or-pay contracts or network augmentation resulting
from a NEMMCO determination).

Moreover, in those circumstances where assets values have some protection from revaluation

(eg when NEMMCO requires the augmentation of a network), the applicant (sub. p. 240)

argued that network users are protected from stranded asset risk as NEMMCO is required to

make any such determinations in a transparent and publicly accountable manner based on a

‘net benefits to customers’ criteria.

3.6.2 What the participants say

A number of participants were highly critical of the code’s reference to the deprival

methodology for asset valuation. For example, Australian Paper (sub. p. 2) strongly

disagreed with the deprival system of asset valuation:
... as it effectively writes off all depreciation contributed over the years and even allows the
asset owner to increase the notional value above its actual cost. Further it permits any
contribution to future depreciation also to be written off, to the benefit of the owner. Perhaps
as an alternative the regulator should either use the deprival system but eliminating
depreciation as a cost, or use the actual cost but allowing depreciation as an operating cost.
We have already seen governments use the deprival system to maximise assets for subsequent
sale.

The EUG and the BCA were also both highly critical of the deprival asset valuation

methodology. For example, the EUG (sub. p. 65) stated that deprival valuation ‘will

inevitably lead to inflated asset valuations which will find their way into transmission
charges.’

This view was also reflected in the concerns (BCA sub. p. 19) of ‘Business Council

companies that government owned networks are seeking to capture the benefits of

competition through network pricing.” For example, the BCA (sub. pp. 19 & 21) argued that
this is reflected in excessive profit levels and that:
... under the new regime, network prices being quoted or applied are much higher than
experienced previously in contracts and tariffs — sometimes by a factor of between two and
three;

In addition, the BCA (sub. p. 24) indicated its objections to the code’s particular application

of the weighted average cost of capital and depreciation provisions. BHP argued that a

consistent approach has to be adopted in determining the relationship between benchmark

returns and asset valuation methodologies. For instance, BHP (sub. p. 3) observed that:
The appropriate WACC depends on many factors including whether the capital base on which
the rate of return is to be applied is or has been valued with inflation included. Typically a
nominal rate of return is used against a non-inflating capital base. If the asset is to be inflated
year by year, a real rate of return should be applied. Similarly, if the capital base is to be
inflated on an interim basis, a real rate of return should also apply.

Australian Paper’s concerns about the deprival system of asset valuation were closely linked

to their call for the transmission and distribution regulator to be fully independent of

executive government. In a similar vein, the remedy proposed by the EUG involved
adopting, at least initially, IPART’s approach which builds in reductions in asset values
ranging from over 40 per cent for the rural distributors, 17 per cent for EnergyAustralia and
around 35 per cent for TransGrid.

3.6.3 The Commission’s considerations

The code adopts a flexible approach to asset valuation and allows regulators to use any

methodology to value assets (see Box 3.6 for a discussion of a number alternative asset
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valuation methodologies). However, the code does not provide regulators with unlimited
discretion in this matter and stipulates that the regulators have regard to the COAG decision
that the deprival methodology is the preferred approach to valuing network assets.
The applicant argued that the deprival methodology possesses a number of advantages in that
existing network assets could be made equivalent to the costs of new entrants and new
technologies. The deprival methodology also allows the regulator to write down gold plated
investments thereby providing an incentive for network operators to invest efficiently.
In order to achieve these advantages, the asset valuation methodology has to incorporate an
optimisation process. While the application and the NGMC'’s earlier documents makes it
clear that an optimisation process is intended, the code refers to deprival valuation which
usually incorporates replacement costs without an optimisation process. Consequently, in its
draft decision the Commission stated that:
In order to avoid any unnecessary confusion, the Commission believes the code
should incorporate a definition of the deprival valuation methodology which
includes a reference to optimised replacement costs.
However, despite its theoretical attractions, a number of business users were highly critical of
the deprival methodology as it can be used to inflate asset values over historical cost.
Participants argued that this has already resulted in a two- or threefold increase in network
prices. This view tends to be supported by simulations conducted by IPART in New South
Wales which found that using the deprival value approach, without regard to other market
and financial indicators of asset values, may overvalue existing assets considerably, resulting
in excessive rates of return and an initial rate shock for users.
In addition to participants’ concerns, from a regulator’s perspective assessing asset values
using a deprival approach is likely to be information intensive. It may also involve
seemingly arbitrary decisions on the part of the regulator. For instance, in practice, it may be
difficult to distinguish between:
m astranded asset and an asset with a reduced economic life; and
m  network augmentations which reflect ‘gold plating” and augmentations which reflect the
lumpy nature of network investments or a network operator’s commitment to providing a
reliable and safe network.
Given these practical considerations, it could be expected that the pricing regulatory reviews
will be hotly contested by both the network service providers and by network users.
Consequently, the Commission believes that, in contrast to the applicant’s view, it will be
difficult to characterise the access code’s pricing regime as ‘light handed’ if asset values are
determined by the deprival approach.
Nevertheless, the Commission accepts the applicant’s arguments that the deprival
methodology possesses a number of attractive features. The Commission also recognises that
the strict adherence to the deprival asset valuation approach may tend to over value network
assets, and so result in excessive prices and rates of return. However, there is no guarantee
that one or the other of these outcomes will occur.
The flexibility of the code’s pricing regime means that outcomes can be achieved which are
superior to those based on other asset valuation methodologies. The Commission does not
want changes in the code which would preclude this possibility. However, it is equally
important that network users are not exposed to prices whereby monopoly rents are
capitalised into assets values.
These issues of balancing regulatory flexibility with certainty of outcomes was addressed
earlier in this chapter (section 3.4.3) when the Commission commented on the proposed
regulatory regime for distribution pricing. The Commission believes that these comments are
particularly pertinent to addressing participants’ concerns over asset valuation methodologies
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and outcomes. In particular, the Commission believes that it is important for the regulators to
be independent from the other policy development processes of government. Moreover, the
asset valuation processes should be transparent to ensure the regulator and its decisions are
accountable to all parties. By doing so, the regulator will be seen to be an independent
umpire capable of making decisions in the public interest and without a vested interest in the
outcome.

For its part, the Commission’s over-riding objective as the regulator of transmission pricing
will be to ensure that transmission prices do not reflect monopoly pricing practices. In this
context, asset values will have a significant bearing on the nature of the pricing outcomes.
Accordingly, the Commission emphasises that the code provides the transmission pricing
regulator with the right to independently verify the opening asset values.

Similarly, given the concerns expressed by participants about the deprival methodology, the
Commission intends to exercise its code power to determine the basis on which transmission
assets will be valued. Consequently, the Commission’s acceptance of the access code is on
the basis of the flexibility in the choice of asset valuation approaches and should not be seen
as an endorsement of a particular valuation methodology. The Commission’s choice of asset
valuation methodology will be made at the time it performs its role as the regulator of
transmission network prices. Moreover, any future decision by the Commission to move
away from the deprival approach will be consistent with the code’s other guidelines; in
particular that any such determination by the Commission will give transmission NSPs a fair
and reasonable rate of return, will have regard to COAG’s preference for the deprival
approach and will give reasonable recognition to pre-existing government policies regarding
asset values, revenue paths and prices.

The code provides guidance concerning the preferred asset valuation methodology and
discusses at some length the determination of the weighted average cost of capital. However,
in practice, the determination of asset values and rate of return are related matters (eg the
approach the regulator takes to optimising network assets will impact on the risk of the
NSP’s business). In this context it is significant that the code does not fully specify the
approach the regulator should adopt. As a result a number of participants expressed concerns
about inflated asset values and the potential for double counting. In order to address this
concern, the Commission intends to use the flexibility provided for in the code to avoid any
double counting by ensuring that the asset valuation methodology is fully consistent with the
rate of return. For example, where the asset values reflect current costs (eg the deprival
approach) the effect of inflation has already been taken into account so the appropriate rate of

Box 3.6: Overview of alternative asset valuation methodologies

There is no single approach to asset valuation that is appropriate in all circumstances.
Consideration needs to be given to the purpose of the valuation and the availability of data.
While the Steering Committee on National Performance Monitoring of GTEs recommended
using deprival value as the best asset valuation methodology for performance monitoring
purposes, it does not follow that it is necessarily the best method for the purpose of price
regulation. In this case, consideration should also be given to the rate of return and the
pricing objectives.

The historical cost method values assets at their original purchase price. It has the
advantages that it is administratively efficient and can be easily audited because the data
should be available from financial statements; it is relatively inexpensive since it does not
require experts to determine costs; and it is objective because it relies on actual data rather
than judgement.
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The disadvantages of this valuation method are that it may understate asset prices in times of
inflation and overstate asset prices in times of technological change; it may lead to unstable
prices (eg prices may rise when new more expensive assets replace existing assets); and data
may not be available or may be inadequate (eg if the asset was purchased several periods
prior to the valuation). However, some of these deficiencies can be overcome through
adjustments to asset lives, depreciation schedules and rates of return.

Reproduction cost method values assets at the current cost of reproducing the existing
assets. A disadvantage with this approach is that does not give consideration to whether the
current asset is the most efficient means of meeting current requirements.

The replacement cost methodology calculates the cost of replacing an asset with another
asset (not necessarily the same) that will provide the same services and capacity as the
existing asset. Advantages of this method are that: assets are valued in current prices; and it
may provide an incentive for efficient investment decisions as it allows the regulator to
reduce the value of the asset once it becomes aware that a more efficient low cost alternative
asset was available.

The disadvantages of replacement cost valuation are that it involves estimation and
judgement, which is open to legal challenge; the information is more expensive to collect
than historical cost data because it requires expert advice (eg from engineers); assets may be
overvalued; and it may lead to price instability if the technology and input prices are
unpredictable.

Optimised replacement cost is a variant of the replacement cost valuation methodology
which measures the cost of the most efficient method of providing the services of the current
asset.

Optimised replacement cost has the advantage that asset values can be adjusted where, for
example, the service capacity of current assets is excess to requirements as a result of
changes in demand or over investment in the past (eg from gold plating or inefficient
decisions). A disadvantage of this method is that it involves a greater degree of judgement
and expert advice than replacement cost approach.

Deprival value approach is the minimum loss that would result if the business were deprived
of the asset. For example, where the asset can and should be replaced, the deprival value is
the replacement cost. If the asset would not be replaced, then the deprival value is the greater
of the net present value of expected cash flows from continued use of the asset or the net
realisable value of disposing the asset. In other words, it is the minimum of an asset’s
replacement cost or its economic value.

Optimised deprival value is a variant of the deprival value approach by taking into account
the most efficient method of providing the asset’s services if the asset is to be replaced. An
advantage of this approach is that it discourages inefficient investment because regulators
will revalue inefficient assets down to their optimised replacement cost.

A disadvantage of any valuation method that involves optimisation is that it requires expert
engineering opinion, which increases the complexity and cost of the valuation. It is also
likely that the valuations would be subject to legal challenge.

Both deprival value and optimised deprival value are criticised as introducing a circularity
problem. That is, these techniques require an estimation of the future returns on the asset,
which is what the access prices set by the regulator are suppose to determine.

The scrap value approach attaches to an asset the value of the asset in its next best
alternative use. The scrap value of sunk assets, which have no alternative use, will be close
to zero. If an asset is valued below scrap value, it will be economic to transfer the asset to
this alternative use.
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Scrap value provides a useful lower limit to asset valuation. However, it may be considered

unfair as the return on the investment may be below the opportunity cost of capital. Another

disadvantage of this approach is that it may not provide incentives for future investment.

Source: Bonbright, J. et al 1988, Principles of Public Utility Rates, Public utilities
reports Inc, Virginia.

Choy, E. 1996, Asset Valuation by GTEs: an Evaluation of Pricing Issues, Australian
Society of CPAs’ Public Sector Accounting Centre of Excellence, Melbourne.

Steering Committee on National Performance Monitoring of GTEs, 1994, Overview:
Guidelines on Accounting Policy for Valuation Assets of GTEs, Industry Commission,
Melbourne.

return is the real rate and not the nominal rate. Similarly, where a regulator adopts a vigorous

application of the deprival methodology to strand assets, the additional risk should be

reflected in the rate of return.
3.64 Applicant’s response

Chapter 10 of the Code includes a definition which states that deprival value is:

A value ascribed to assets which is the lower of economic value or optimised
depreciated replacement costs.
3.6.5 The Commission’s findings

The Commission believes that the code acts to promote the interests of:

m  network users and the wider community by allowing the regulators flexibility in assessing
asset values in order to limit the ability of network service providers from exploiting their
monopoly powers; and

m facility owners by providing guidelines which constrain regulators from arbitrarily
determining asset values.

However, these attributes of the code are insufficient to guarantee that regulators will not

determine asset values which are incompatible with efficient pricing and therefore are

contrary to the interests of network users. Therefore, to reduce the likelihood, and
perception, that the electricity pricing regime will be used to inflate access prices, the

Commission believes that the jurisdictional regulators should be statutorily independent of

government. Already the majority of the participating jurisdictions have established, or have

indicated that they will establish, independent regulators for electricity network pricing. The

Commission has also received assurances from the South Australian government that this

issue will be addressed within the next twelve months and noted that South Australia is

already committed to an independent regulator for gas distribution pipelines.

3.7  Cogeneration and embedded generators
3.7.1 What the applicant says
Cogeneration and embedded generation more generally provides a number of benefits to
electricity networks in terms of network support and, as they are usually located close to
load, they can reduce the demand for network augmentation. Embedded generation also
provides a number of benefits to the broader electricity market. This was recognised by the
applicant (sub. p. 92) when, addressing the benefits of the market arrangements, it argued that
n:
... the longer term, competitive sourcing of generation and third party network access enables
new entrants to build more efficient (less expensive) generation plant ...[which is] more and
more likely to be high efficiency gas fired, with an increasing emphasis on cogeneration.
The applicant (sub. p. 248) stressed the importance of the pricing arrangements for the NEM
as they provide the commercial basis for open access to transmission networks and they
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allow participants to trade freely in the energy sub-market. In particular, the applicant argued

that:

m  network pricing that improperly allocates costs could lead to significant distortions as
power stations and major load could be encouraged to locate without regards to costs on
existing users and the availability of spare capacity elsewhere on the network; and

m  while no pricing methodology can exactly reflect costs to individual participants, greater
cost reflectivity can reduce the level of cross-subsidy — eg uniform pricing has tended to
encourage the development of central power generation facilities to supply remote areas
when local generation may well have provided a more efficient lower cost solution.

As outlined in the previous sections of this chapter, the transmission and distribution use of

system and common service charges largely fall on electricity users. Generators pay network

charges for connection assets they use, for the use of system assets they agree to and for the
firm access arrangements they can negotiate. On the basis of this network pricing structure,
the applicant argued (sub. p. 251) that the price for each participant is:
... influenced by the location of that participant in the network relative to generation injection
points, and the assets employed in providing network service.

However, the code also incudes specific provisions to take account of the network benefits

that generators can provide. First, when considering network augmentation, the code allows

NSPs to implement a generation option as an alternative. To the extent that such a generator

provides a network support function, the costs of that service can be included into the

transmission or distribution NSP’s asset base for price determination purposes.

Second, the code allows a distributor to make payments to an embedded generator. Any such

payments are to be capped at the long run marginal cost of augmenting the distribution

network and will be added to the distributor’s annual revenue requirement. The code

(section 4.5 of schedule 6.6) adds that as a general principle any such arrangements between

an NSP and a generator should be commercial and may include a competitive tendering

process to ‘ensure equal opportunity’ for all generators.
3.7.2 What the participants say

A significant number of participants expressed concerns that the pricing arrangements did not

provide adequate locational signals to generators, in particular to co-generation vis a vis

traditional coal fired technologies.

VPX (sub. p. 10) stated that the ‘provision of locational signals for new generators is the

most important objective of the transmission pricing arrangements.” However, VPX argued

that the absence of detailed pricing arrangements for generators, with transmission prices
allocated to customers, would result in
... distortions in the provision of new generation since it would not allow the transmission
costs of new generators to be considered in the generators investment decision.

Boral Energy (sub. p. 6) stated that:

... locational benefits (eg for cogenerators) must be fully reflected in network charges as it is
these which, for the short term at least, will be the main competitive threat to incumbent
generators. Cogeneration also provides a key competitive pressure on Network Service
Providers (NSPs) by effectively enabling bypass of certain assets.

Similarly, the Australian Cogeneration Association (sub. p. 6) argued that the NEM

arrangements encourages competition between generators on the basis of a wholesale price:

... with no allowance for the cost of transmitting the power to consumers. Cogeneration
competes on a delivered cost basis and thus is disadvantaged. ... The signals that the current
market structure sends industry participants encourages large scale power plants, located close
to the lowest cost fuel source with negligible recognition of locational benefits or
environmental costs (eg greenhouse gas emissions).

The ACA (sub. p. 7) stated that its biggest concern is that the ‘historical bias against

cogeneration is not institutionalised or legitimised by way of the NEM’. The ACA (sub.
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pp. 11-2) complained that the absence of efficient locational incentives for generation
reflected that, during the code’s development, ‘very little if any consultation was undertaken
with cogenerators as the potential new entrants’. However, the ACA stated that this was not
surprising as the NGMC drew heavily on the resources from the existing electricity
authorities, whether it be as members or in an advisory capacity.
The ACA’s concern that the code’s pricing arrangements would have a detrimental impact on
the environment was echoed by both Environment Australia and Greenpeace. However,
these two bodies argued that the absence of efficient locational incentives would not only
impact on the cogeneration but on demand side management (ie energy efficiency services
and load management) as well.
To rectify this situation a number of participant suggested alternative strategies. For
instance, Sithe Energies and the ACA suggested two alternative strategies. Sithe Energies’
(sub. p. 2) preferred approach was to levy TUOS charges on generators using a load flow
methodology analogous to the current approach whereby TUOS costs are allocated to
distributors. Alternatively, Sithe Energies (sub. p. 3) argued that in the absence of any
changes to the incidence of TUOS charges, then the presence of an embedded generator in a
distribution network should reduce the allocated TUOS costs in line with the distributors’
lower peak demand and energy consumption. Sithe Energies argued that the distributor
should then pass on to the embedded generator the resultant lower transmission charges.
These views were echoed by the ACA which argued that TUOS charges should be borne by
generators but added (sub. pp. 18-9) that the avoided transmission use of system charges
should be passed on to the cogenerator which would, in turn, be passed onto the
cogenerator’s customers. In addition, the ACA argued that in order to have transparent
pricing which retains incentives for efficient behaviour, the TUOS charges should be
unbundled from the DUOS charges (ie the code currently levies TUOS charges on
distributors which are then passed on to the distributors’ customers on the basis of their
DUOS charges). In a supplementary submission the ACA (sub. p. 4) argued that:

Access cannot be obtained to the distribution and transmission networks separately. The

prices for these services are bundled and in Victoria and New South Wales applied to ‘end

use’ customers on a highly averaged basis that does not reflect the cost of supplying or using
the network.
The ACA argued (sub. p. 6) that as all contestable sites are required to install the appropriate
metering, then it would be easy to levy the TUOS charges at each connection point based on
that customer’s demand and energy requirements. The ACA argued that this approach would
encourage electricity retailers to assist their customers to undertake demand side responses.
Rather than having embedded generators capture the benefits of avoided transmission
charges, Integral Energy (sub. p. 6) argued that ‘the correct price signals should flow from an
appropriate transmission use of system charge, ie that generators should pay an appropriate
component of transmission.’
In a similar vein, Australian Paper (sub. p. 2) argued that:
... currently TUOS is levied on DB’s, but it should be levied on generators remote from their
load centres as TUOS is a cost to deliver electricity from the fuel source to the user.
Embedded generators should have the recognition that they have paid for the transport of fuel
to the user rather than the transport of electricity.
Alternatively, VPX (sub. p. 10) supported:
... the concept of firm access for generators as one way of providing the necessary signals.
This approach, which is basically a limited application of a nodal spot pricing methodology
overlaid with transmission hedging contracts provides appropriate long term investment
signals while allowing utilisation of any short term capacity at a lower price.
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Despite these concerns, other participants warned against providing embedded generation

with preferential treatment, in particular in relation to stand-by charges. For instance, Delta

Electricity (sub. p. 2) argued that the owners of embedded generation:
... are typically consumers of electricity from the network during periods when the embedded
generator is out of service for routine maintenance or forced outages. Accordingly, they
require the capacity (and therefore the capital investment in the infrastructure) to exist for
such periods. If an embedded generator was not to pay the same network charges as other
generators then they should be required to pay an additional levy for availability ie. a fee to
cover the use of network assets when the embedded generation is not available.

Issues arising from the draft decision

In the draft decision, the Commission sought to have the issues of the incidence of TUOS
charges addressed by the NECA review of transmission charges. As an interim step, the
Commission also sought to have inserted into the code an IPART style ‘with and without’
test which would provide embedded generators some recognition of avoided network costs
and a reduction in network charges. The Commission also sought the applicant to unbundle
TUOS and DUOS charges and to insert into the code powers for the regulator to impose
accounting and functional separation of a network’s contestable activities from its non-
contestable activities.

Rather than imposing an IPART style ‘with and without’ test, a number of participants (eg
Ampol, the ACA, Australian Paper and the EUG) argued that the Commission’s interim
position should be to levy TUOS charges on generators. For example, the EUG argued that,
notwithstanding the NECA review, the Commission should provide a more concrete direction
on network pricing. The EUG and Cadia Mines sought the unbundling of transmission
(TUOS) and distribution (DUOS) use of system charges, and the EUG added that at least

50 per cent of TUOS charges should be levied on generators.

To the extent that generators commented on network pricing issues, their concerns were
focussed on firm access issues which are discussed elsewhere in this decision on the NEM
Access Code.

The BCA supports the Commission’s condition for the interim application of an IPART type
test, but does not support the proposed prices methodology and allocation of costs to
customers.

Networks’ response

The incumbent New South Wales distribution NSPs argue that the regulatory arrangements
for network pricing for generators should provide efficient locational signals across
transmission and distribution networks. The New South Wales distribution NSPs, United
Energy and TransGrid agree that this is an issue for the NECA review.

The distribution NSPs question whether the IPART guidelines are workable, adding that they
have never been tested or used on any embedded generation scheme in New South Wales.
Similarly, Powercor supports the general thrust of the Commission’s recommendation but
argues that the IPART guidelines do not provide sufficient detail for specific projects and
may lead to sub-optimal outcomes if the regulatory environment is not fully considered.
SEQEB argues that the IPART guidelines were just one approach and it proposed a number
of code consistent alternatives.

CitiPower and Powercor indicate that they see merit in having ring fencing guidelines
relating to the accounting separation for regulated and non-regulated activities. Beyond this,
Powercor does not support full functional separation arguing that it would increase costs to
end customers by requiring the businesses to duplicate corporate overhead, billing and
settlement functions. Solaris and United Energy support the Victorian approach where
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functional separation involves accounting separation and information control rather than
corporate disaggregation.
3.7.3 The Commission’s considerations
The code’s treatment, and the participants’ discussion, of embedded generation raises two
separate but related concerns. The first relates to the efficiency incentives from levying the
majority of network use of system and common service charges onto network customers.
The second concern relates to the code’s mechanisms to introduce locational incentives for
embedded generation and the implications they may have for the relationship between NSPs
and generators.
The code provides some scope for generators to contribute to TUOS charges. However, any
such contribution is by the mutual agreement of the generator and the NSP and, as a result,
this arrangement is not well defined. Conversely, the code documents, in much greater
detail, the arrangements by which network use of system and common service charges will be
levied on network customers. While the exact impact of this arrangement is unclear, it is
likely that the majority of network charges will be paid by network customers.
Consequently, network charges are unlikely to systematically influence generators’ location
decisions. Moreover, as generators will be dispatched into the wholesale market largely on
the basis of generation and connection asset costs, the incidence of network charges appears
to disadvantage embedded generation which competes on a delivered cost basis.
Conversely, the beneficiaries of this arrangement are likely to be those generators which are
located at quite some distance from the load. As a result, this arrangement will encourage the
transport of electricity across state boundaries and will thereby promote the development of a
more integrated national electricity market with the potential for consequential benefits for
electricity users.
On the balance of the arguments presented, the Commission recognises the strengths of the
criticisms which have been directed towards the proposed incidence of network use of system
charges. However, determining the appropriate division of network charges between the
various network users is a complex task of identifying the directly attributable costs of each
user as well as finding efficient and equitable mechanisms for allocating any common costs
or cross-subsidies. For this reason, the Commission is not in a position to reject the code’s
proposed incidence of TUOS charges. Rather, the Commission maintains the view that the
incidence of TUOS charges should be re-examined as part of NECA’s review of transmission
pricing.
As the Commission does not want to pre-judge the outcome of the NECA review, in its draft
decision the Commission argued that the code should, in the interim, encompass some
remedy to introduce additional locational signals. As advocated by participants, mechanisms
similar to those adopted by IPART in New South Wales appear to provide some relief for
embedded generators while maintaining the proposed incidence of network use of system
charges. For instance, IPART’s approach allows distributors to negotiate the pass through to
embedded generators the benefits of reductions in the variable components of the
transmission charge. In this context, the Commission acknowledges the merits of the
participants’ arguments for unbundling TUOS and DUOS charges. Consequently, in its draft
decision the Commission stated that:
The Commission is seeking a commitment from NECA that their forthcoming
review of transmission pricing includes an assessment of the desirability of
allowing transmission NSPs to financially compensate generators for the avoided
costs of augmenting their network. The Commission will also encourage NECA
to reassess the desirability of shifting some of the incidence of network use of
system charges from consumers and on to generators.
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In the interim, the Commission believes that mechanisms, similar to those
adopted by IPART in New South Wales, should be included into the code to
allows distributors to negotiate the pass through to embedded generators the
benefits of reductions in the components of the transmission charges. In this
context, the Commission encourages NECA to alter the code so that customers
are separately levied the TUOS and DUOS charges.
In terms of the savings to a distribution network, the code goes somewhat further and allows
a distributor to make payments to an embedded generator for amounts up to the long run
marginal cost of augmenting the distribution network. All such payments will be added to
the distributor’s annual revenue requirement. Consequently, this approach allows embedded
generators to be rewarded not only for savings in the variable components of distribution
charges but also allows them to be compensated for the capital costs avoided by having to
augment a distribution network. This approach goes some way to addressing the
participants’ concerns that embedded generation will not be appropriately rewarded for
avoided network costs.
In addition, this approach addresses another potential deficiency with the current network
pricing regime. As the code has not fully adopted a nodal pricing regime, differences in the
wholesale price of electricity will only occur between transmission regions. Therefore, the
wholesale electricity price will not signal the need for additional network augmentation,
embedded generation or demand side options within a transmission or distribution region.
The payment arrangement between distribution NSPs and embedded generation goes some
way to resolving this deficiency.
Despite the attractiveness of this approach, the incentives it provides are limited in scope and
are not entirely consistent with a number of other parts of the code. First, large generators
have a similar relationship with intra-regional connections. While the code’s augmentation
procedures require that the viability of all such options be assessed prior to a new investment
occurring, there is no specific provision for payments to base load generation to be added to a
transmitters regulated revenue base. Although the code does allow those generator assets
which provide network support functions to be included in an NSP’s regulated asset base.
Second, and as was discussed above, embedded generators can also lead to avoiding
augmentations to a transmission network. Yet despite this similarity, there is no provision in
the code to allow, or even require, transmitters to make payments to embedded generators.
Consequently, it is evident that the code only provides very limited incentives for the
efficient location of generators and, therefore, can distort generators’ demand for network
facilities.
Arising from the code’s attempts to introduce appropriate financial incentives for investments
in generators and network facilities, in its draft decision the Commission identified a
supplementary concern that there are no detailed guidelines governing the relationship
between the NSP and the generator. This applies whether the arrangement is to include some
generation assets into an NSP’s regulatory asset base or whether a distributor’s payments to
an embedded generator are included in its regulated revenue requirement.
Without detailed guidelines, the Commission argued that it might be possible that, in either
set of circumstances, an NSP could use the arrangements to discriminate in favour of a
generator in which it has an equity involvement and to penalise a wholly independent
generator. If such an outcome were to arise it would reverse the policy decisions of the
participating jurisdictions to structurally separate network activities from generation. These
decisions were implemented to avoid the circumstances whereby the operators of networks
could use their market power to influence outcomes in contestable markets such as
generation.
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While issues of structural reform and the separation of network and contestable activities (eg
generation and retail) may be beyond the scope of an access code, administrative
arrangements to deal with residual concerns relating to cross-ownership linkages are clearly
within the bounds of an access code as evidenced by the proposed gas code. Consequently,
in its draft decision the Commission argued that it is important that the access code provides
clear scope for regulators or jurisdictional governments to develop ring fencing guidelines for
the accounting and functional separation of the contestable and non-contestable activities of
the network service providers. Specifically, the Commission stated that:
The Commission is seeking NECA to include clauses into the access code which
provides clear scope for regulators or jurisdictional governments to develop ring
fencing guidelines for the accounting and functional separation of the contestable
and non-contestable activities of network service providers. In order to achieve
consistency in the arrangements, the code should also incorporate provisions
which would allow the ACCC to coordinate the development of the ring fencing
guidelines.

The Commission added that the ring fencing guidelines would be in the public interest and in

the interest of access seekers as they would serve to reinforce the effectiveness of the

regulatory process and would help in avoiding discrimination between generators in the
circumstances where cross-ownership may exist. This would be achieved both by ensuring
that regulated activities do not cross subsidise contestable activities and by restricting
information flows between regulated and contestable activities.

3.7.4 Applicant’s response

The applicant has accepted the Commission’s interim and longer term proposals to insert into

the code an IPART style “with and without” test for avoided network costs as well as to

reconsider the incidence of TUOS charges as part of its review of transmission network
pricing. The IPART style “with and without” test has been inserted into clause 5.5 of the
code which deals with access arrangements for generators and states:
(f) The Network Service Provider and the Generator shall negotiate in good faith to
reach agreement as appropriate on the:
(3) amount to be passed through to the Generator (where the Generator is an
Embedded Generator) for avoided transmission use of system charges that
would otherwise have been payable by the Network Service Provider as a
result of the Generator not being connected to its distribution network;
(h) Any payments to Embedded Generators under clause 5.5(f)(3) are to be included
as part of the aggregate annual revenue requirement of the Network Service
Provider and are to be recovered in the same manner as payments to Embedded
Generators under clause 6.13.3(d).

In addition, item 5 of the terms of reference state that NECA’s review of transmission and

distribution pricing should specifically consider, amongst other things:

m appropriate guidelines for negotiations between distribution network service providers
and embedded generators on the pass-through of the effects of bringing those generators
into the network on the components of transmission charges; and

m the appropriate incidence of TUOS charges, and the pros and cons of unbundling
transmission and distribution use of system charges.

NECA has also accepted the Commission’s recommendations giving the regulators the power

to develop ring-fencing guidelines. The code changes require the ACCC, as the regulator of

transmission networks, to develop ring fencing guidelines for the accounting and functional
separation of regulated and non-regulated services of the transmission NSPs. These ring
fencing guidelines are to be developed in consultation with the jurisdictional regulators and
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each participating jurisdiction. Similarly, the jurisdictional regulators are required to develop
ring fencing guidelines for the distribution NSPs in their jurisdiction. To ensure consistency,
the jurisdictional regulators are required to consult with the other regulators and to take into
account the ring fencing requirements for other utility businesses.

Reflecting these objectives, NECA has inserted clause 6.20 into the code which states:

6.20 RING FENCING GUIDELINES

6.20.1 Compliance with Ring Fencing Guidelines

All Transmission Network Service Providers and Distribution Network Service

Providers must comply with the Transmission Ring-Fencing Guidelines and the

Distribution Ring-Fencing Guidelines prepared in accordance with clause 6.20.2 as

from the time that any derogation from this clause 6.20 contained in Chapter 9 ceases

to apply in respect of the participating jurisdiction in which the Transmission

Network Service Provider or Distribution Network Service Provider is located.

6.20.2 Development of Ring Fencing Guidelines

(a) Ring-fencing guidelines must be developed by the ACCC in consultation with the
Jurisdictional Regulators and each participating jurisdiction for the accounting
and functional separation of the provision of prescribed services by Transmission
Network Service Providers from the provision of other services by Transmission
Network Service Providers (the “Transmission Ring-Fencing Guidelines™).

(b) Ring-fencing guidelines must be developed by each Jurisdictional Regulator in
consultation with the ACCC and each other Jurisdictional Regulator for the
accounting and functional separation of the provision of prescribed distribution
services by Distribution Network Service Providers located in that Jurisdictional
Regulator’s participating jurisdiction from the provision of other services by such
Distribution Network Service Providers (the “Transmission Ring-Fencing
Guidelines™).

(¢) The Transmission Ring-Fencing Guidelines and the Distribution Ring-Fencing
Guidelines may include, but not be limited to:

(1) provisions defining the need for and extent of:

(A)legal separation of the entity through which a Network Service Provider
provides network services from any other entity through which it conducts
business;

(B) the establishment and maintenance of:

(1) consolidated and separate accounts for prescribed services and other
services provided by the Transmission Network Service Provider; and

(i1) consolidated and separate accounts for prescribed distribution services
and other services provided by the Distribution Network Service
Provider;

(C) allocation of costs:

(1) _between prescribed services and other services provided by the
Transmission Network Service Provider; and

(i1) between prescribed distribution services and other services provided
by the Distribution Network Service Provider;

(D) limitations on the flow of information between the Network Service
Provider and any other person; and

(E) limitations on the flow of information where there is the potential for a
competitive disadvantage:
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(1) between those parts of the Network Service Provider’s business which
provide prescribed services and parts of the Network Service
Provider’s business which provide any other services; and

(ii) between those parts of the Network Service Provider’s business which
provide prescribed distribution services and parts of the Network
Service Provider’s business which provide any other services; and

(2) provisions allowing the ACCC or the Jurisdictional Regulator to add to or
to waive a Network Service Provider’s obligations under the Transmission

Ring-Fencing Guidelines or the Distribution Ring-Fencing Guidelines.

(d) In developing the Transmission and Distribution Ring-Fencing Guidelines the
ACCC and each Jurisdictional Regulator respectively is to consider, but not be
limited to, the following matters:

(1) the need, so far as practicable, for consistency in the Distribution Ring-
Fencing Guidelines between each participating jurisdiction;

(2) the need, so far as practicable, for consistency with Federal and State
regulation in each participating jurisdiction of ring-fencing requirements of
other utility businesses;

(3) the need, so far as practicable, for consistency between the Transmission and
Distribution Ring-Fencing Guidelines; and

(4) the need, so far as practicable, for the Distribution Ring-Fencing Guidelines in
each participating jurisdiction to be consistent with the arrangements for the
retailer of last resort in that jurisdiction;

(e) In developing:

(1) the Transmission Ring-Fencing Guidelines, the ACCC; and

(2) the Distribution Ring-Fencing Guidelines, each Jurisdictional Regulator:

must consult with participating jurisdictions, Code Participants and other

interested parties, and such consultation must be at least as extensive as the
consultation prescribed by the Code consultation procedures.

The:

(1) Transmission Ring-Fencing Guidelines, must be developed and published by
the ACCC; and

(2) Distribution Ring-Fencing Guidelines must be developed and published by
each Jurisdictional Regulator.

by no later than 1 January 1999.

6.20.3 Nominated Jurisdictional Regulators for development of guidelines

For the purposes of clause 6.20.2(a) the Jurisdictional Regulator for:

(a) New South Wales is IPART or any other person or body appointed for this
purpose from time to time by New South Wales;

(b) Victoria is the Regulator-General or any other person or body appointed for this
purpose from time to time by Victoria;

(c) South Australia will be the person appointed from time to time by South
Australia;

(d) the Australian Capital Territory is the Independent Pricing and Regulatory
Commission or any other person or body appointed for this purpose from time to
time by the Australian Capital Territory; and

(e) Queensland is the Queensland Competition Authority or any other person or body
appointed for this purpose from time to time by Queensland.

3.7.5 The Commission’s findings
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The current proposal whereby the great proportion of network charges will be levied on
customers provides little incentive for the efficient location of investment in network or
generation options. As it competes on a delivered cost basis, the incidence of network
charges disadvantages embedded generation options. Nevertheless, the code recognises this
deficiency and encompasses limited options to overcome this and other deficiencies in the
network pricing regime (ie payments from distributors to embedded generators).

Clearly, the Commission is concerned that these deficiencies in the code may be contrary to
the interests of embedded generators and the wider Australian community. However, the
issues are complex. The Commission accepts the applicant’s response to these concerns by
inserting into the code an IPART style “with and without” test for avoided network costs.
The Commission also accepts the applicant’s commitment to examine, as part of its review of
transmission network pricing, negotiation guidelines, the incidence of TUOS charges and the
unbundling of transmission and distribution use of system charges.

The Commission also accepts the applicant’s code changes which provide the regulators of
the transmission and distribution networks with the powers to develop ring-fencing
guidelines for the accounting and functional separation of the NSPs. As part of developing
its Statement of Regulatory Intent, the Commission has already sought public comment on
the ring-fencing guidelines for the transmission networks. The Commission will use the
Regulators’ Forum to consult with the jurisdictional regulators in an attempt to get ring-
fencing guidelines which are consistent between the electricity transmission and distribution
networks in the NEM and between the other utility businesses (eg telecommunications and
gas). Similarly, the Commission will also consult with the participating jurisdictions.

Part D Derogations

3.8 South Australia’s network pricing derogations
3.8.1 What the applicant says
In the initial application, South Australia’s transmission network pricing derogations apply
for the transitional period up until 31 December 2000. The South Australian Government
also sought longer term derogations which were intended to last for the duration of the access
code up until 31 December 2010. The stated objectives of the transitional derogations were
to allow the South Australian Government:
m to make decisions in applying the code’s general principles; and
m to ensure the detailed transmission pricing arrangements are consistent with its policy for
customer electricity prices.
More specifically, the transitional derogations would allow the state government to:
determine the initial detailed pricing structure for the transmission network; use various
measures to manage the network revenue requirements in accordance with its own transition
policies; and apply their own specific criteria and methodologies (including the code’s
general principles for asset valuation and weighted average cost of capital) to determine a
maximum aggregate annual revenue requirement. The derogations also provide for dividing
the state into a number of zones, with the government determining average TUOS prices for
each zone.
In the longer term, the proposed derogations would provide for uniform transmission pricing
in each of a number of zones instead of the individual connection point pricing otherwise
required by the code. Accordingly, an average TUOS charge within each transmission zone
would be calculated, based on an aggregate of the:
m relevant revenue for all the transmission network connection points within that
transmission zone; and
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m related electricity quantities transmitted to all the transmission network connection points
within that transmission zone.

The applicant stated that these amendments were introduced to manage the impact of cost
reflective transmission pricing on customers at the extremity of the network. The applicant
stated that South Australia’s aim is to avoid substantial electricity price increases for these
customers, as such increases would have substantial adverse economic and social impacts
without any offsetting competitive benefits.
The applicant noted that while it would be possible to achieve similar outcomes through
arrangements for explicit payments, the administrative costs of such a system would be
significant and the payments would vary depending on location and customer details. They
stated that the amended derogation provides the desired outcomes in a pragmatic, cost-
effective way and is similar to the distribution pricing arrangements. While South Australia
proposed to continue this approach after the transition period, there is no provision for the
continued use of other mechanisms such as equalisation payments. The applicant stated that
the impact of the proposed amendment is intended to apply only to the allocation of costs for
the existing network and not to costs where new loads involve network augmentation.

3.8.2 What the participants say
While South Australia’s transitional derogations drew little comment from participants, the
proposed longer term transmission pricing derogation operating from December 2000 to
December 2010 were opposed by a number of participants.
The general thrust of participant’s concerns was summarised by BHP (sub. p. 8) which
argued that cross-subsidies should be transparent and funded under a consistent methodology
across jurisdictions. BHP also indicated that it is unclear why direct funding by government
would not provide a far simpler and better-targeted approach, particularly given the small
number of customers involved.
The EUG (supp. sub. pp. 2-3) also strongly opposed the derogation on the basis that it would
be inconsistent with the NEM’s cost reflective network pricing objectives, other
jurisdictions’ transmission pricing derogations and the Competition Principles Agreement of
the National Competition Policy. The EUG argued that the derogation prolongs inefficient
cross subsidies and further weakens locational signals for electricity producers and end users.
The EUG indicated that its concerns were magnified both by the duration of the derogation,
which continues well beyond the normally accepted transition period, and by the recent ‘re-
balancing’ of ETSA’s asset values. The EUG claimed that this re-balancing will allow South
Australian generation to compete on overly favourable terms with inter-state rivals and that it
must create pressure to increase network charges on the monopoly transmission and
distribution functions.
The EUG concluded that electricity users need access to efficient transmission prices and
would be severely disadvantaged by this derogation and its long period of application.
Consequently, the EUG argued that a better approach would be for the South Australian
Government to provide transparent assistance through Community Service Obligations. In
doing so, the EUG rejected the applicant’s claim that the administration costs would be
significant as only be a small number of customers would be affected.
In a similar vein, the ACA (supp. sub. pp. 2 & 10) considers it is outrageous for the South
Australian Government to withhold its transmission arrangements until 2010, particularly
given the asset revaluation undertaken by ETSA. The ACA argues that postage stamping of
transmission pricing distorts economic signals and creates a barrier to entry for cogeneration
and embedded generation. Further, they say this will lead to incorrect and inappropriate
investment which will result in higher electricity prices than would otherwise be the case.
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They argue that derogations beyond 2000 reduce the validity of NECA’s transmission review
and would defeat the objectives of competition policy.
The ACA recommended that the derogations should end by December 2000, and full details
of the proposed pricing and access arrangements should be provided to affected parties.
Without seeing such detail, the ACA is concerned that they may include bundled tariffs,
constraints on bypass, network augmentation issues and other barriers to entry.
The Commonwealth Department of Primary Industries and Energy (supp. sub pp. 1-2) also
argued that the transmission zones could have undesirable outcomes such as uniform
transmission pricing across large areas, distorted locational signals and a misallocated
resources. Consequently, DPIE suggested that the derogation should include a minimum
number of zones.
3.8.3 The Commission’s considerations
In assessing the NEM’s proposed transmission network pricing regime, the Commission
identified a number of concerns with the efficiency and locational signals associated with
TUOS pricing. In part, this is due to an efficiency and welfare trade-off which allows a
significant proportion (up to 50 per cent) of TUOS charges to be recovered through a postage
stamp methodology which is likely to cross-subsidise rural and remote communities. In
general, the Commission has accepted the merit of such a trade-off. Nevertheless, the
Commission has strongly advocated exploring the use of more efficient pricing mechanisms
while using alternative arrangements to meet social welfare objectives.
In its draft decision, the Commission argued that these issues are also pertinent to the
proposed South Australian derogations which seek to extend the balancing of efficiency and
welfare concerns in two ways. First, in terms of scope, by eliminating cost reflective network
pricing methodologies and relying on average pricing for their transmission network.
Second, in terms of duration, by applying this methodology for the life of the access code.
Consistent with its assessment of the NEM’s transmission pricing regime, the Commission’s
draft decision accepted the merits of pricing approaches which attempt to balance the
competing efficiency and equity objectives; in particular in the context of avoiding a price
shock to certain consumers and thereby allowing a broad range of consumers to share in the
benefits of reform. Consequently, in its draft decision the Commission indicated that it
would be prepared to accept as part of the access code the short term South Australian pricing
derogations on the basis that they attempt to balance the interests of users and the wider
public over a transitional period.
However, the Commission’s draft decision outlined a number of concerns with South
Australia’s proposed network pricing derogations which run from 2000 to 2010. In
particular, the proposed derogation’s use of average network prices is a further move away
from cost reflective network prices which, in the case of the uniform NEM arrangements, the
Commission argued are already significantly flawed in terms of the likely efficiency signals it
will provide.
Moreover, in its draft decision, the Commission argued that the longer term derogations
cannot reasonably be described as transitional as they institute a non-uniform approach to
transmission network pricing for the duration of the access code. In this sense the proposed
derogation appears to be a deviation from the various commitments made during the 1990s
where COAG (1994a p.8):
Agreed to the principles for a national competitive electricity industry of a uniform approach
to network pricing ...[where] this applies to such things as cost reflective and uniform pricing
methodologies.
Indeed, the later COAG (1994b p.7) commitments emphasised the cost reflective and uniform
recovery of the transmission networks’ fixed costs whereas ‘distribution system pricing could
be calculated using a greater degree of averaging’.
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Consequently, in its draft decision the Commission indicated that it is unwilling to accept the
proposed South Australian derogation as it is a move away from a cost reflective and uniform
approach to transmission network pricing. More significantly, however, the Commission
argued that it does not accept that the proposed derogation is transitional and is concerned
that long term derogations may establish a precedence and encourage other jurisdictions to
develop non-uniform and long term derogations. The Commission believes that if such an
eventuality were to occur, it would erode many of the benefits of having a single wholesale
electricity market in southern and eastern Australia.
In reaching this conclusion, the Commission acknowledged the benefit in avoiding a sudden
price shock for rural and remote consumers. Consequently, the Commission argued that
while it favoured a transparent CSO, it would be prepared to consider the arrangements
further if they terminated in 2002. Specifically, in its draft decision, the Commission stated:
The Commission is not prepared to accept as part of the access code those
aspects of South Australia’s transmission pricing regulation derogations which
extend beyond 31 December 2002.
In response to the Commission’s draft decision, the BCA/EWG supported the Commission’s
position. In addition, the BCA/EWG argued that a new $2 per MWh levy had already been
imposed on transmission prices in South Australia and that the level and distribution of
network prices will blur appropriate pricing signals.
3.84 The applicant’s response
In a letter dated 12 November 1997, the Chief Executive of the South Australian Department
of the Premier and Cabinet, indicated that the Government had reconsidered its proposed
derogation and had agreed to amend its derogation in relation to transmission pricing to
provide a sunset clause of 31 December 2002. The Commission was also advised that South
Australia is currently developing an Electricity Pricing Order (EPO) to implement the
principles contained in South Australia’s transmission pricing derogation. The EPO will
apply from the commencement of the market until 2002. Reflecting this advice, South
Australia’s derogations have been changed by amending clause 2.29.2(h) and by inserting
clauses 2.29.2(i) and (j).
NP

December 1996 Clauses 9.292(a) to (g) inclusive will cease to apply to

transmission service pricing after 31 December 2000;

(1) _after 31 December 2000 transmission service pricing for each transmission
network connection point situated within a Transmission Zone will be determined
by:

(1) aggregating the relevant revenue requirements, determined in accordance with
the provisions of Chapter 6, for all the transmission network connection points
within that Transmission Zone;, and

(2) aggregating the related electricity quantities transmitted to all the transmission
network connection point within that Transmission Zone,

and calculating an average transmission use of system charge. In this way, the

transmission use of system charges for each transmission network connection point

situated within a Transmission Zone will be the same; and

(1) _clause 9.29.2(I) will cease to apply in respect of transmission service pricing for
electricity transmitted through a transmission network situated in South Australia
on 31 December 2002.

3.8.5 The Commission’s findings
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Consistent with its assessment of the NEM’s transmission pricing regime, the Commission
accepts the merits of pricing approaches which attempt to balance the competing efficiency
and equity objectives; in particular in the context of avoiding a price shock to certain
consumers and thereby allowing a broad range of consumers to share in the benefits of
reform. In contrast to the earlier proposal, the South Australian derogations will only apply
for the transitional period, to the end of 2002. From 2003 onwards the transmission pricing
arrangements will be consistent across the NEM. Consequently, the Commission is prepared
to accept as part of the access code the South Australian pricing derogations on the basis that
they attempt to balance the interests of users and the wider public over a transitional period.

3.9 Victoria’s network pricing derogations

3.9.1 What the applicant says
While the initial application contained Victoria’s derogations, further amendments to these
derogations were received by the Commission on 23 July 1997. These amendments were
proposed against the background of the Victorian Government’s decision to privatise
PowerNet Victoria (PNV), the owner and operator of Victoria’s transmission network. PNV
was subsequently sold to GPU Inc, with the decision being announced on 12 October 1997.
The proposed amendments to the Victorian derogations require the regulator of transmission
networks (the Commission from 1 January 2001), to continue to apply the relevant provisions
of the Victorian regulatory arrangements (ie those governed by the Electricity Industry
Act 1993, Victoria (EI Act), the ORG Act and the Tariff Order), for so long as any part of
those provisions continues to apply. The Commission, as regulator, could only perform its
functions under the code to the extent that they are not inconsistent with the Victorian
regulatory arrangements.
The amendments to the Tariff Order extend the current regulatory methodology for PNV to
the year 2002, 5 years after the expected sale of PNV. The current efficiency ‘X’ factor (of
1.79 per cent) is left unchanged until 1 January 2001, there is no revaluing of the PNV assets,
and the specified augmentation regime is left in place until its expiry in the year 2000. For
the period 1 January 2001 to 31 December 2002, a new X factor (of 11 per cent) is applied.
The Victorian Government would also impose licence fees for the years 1998 to 2002, which
will recoup a total of $190m.
The amended derogation also proposed that, at the end of 2002, a regulatory review would set
the price path for PNV for the following five years. Under the Tariff Order, this would
involve the regulator: applying CPI-X regulation; applying a single X factor for the five year
regulatory period; allowing PNV to retain a portion of excess revenues achieved; limiting the
value of X to ensure the regulator cannot recoup excess returns achieved in the current
regulatory period in the next regulatory period; using the capital asset pricing model to
estimate the weighted average cost of capital; using the 1994 Optimised Depreciated
Replacement Cost (ODRC) asset valuation; prohibiting re-optimisation of the asset base; and
setting out a range of matters the regulator must have regard to in future revenue
determinations. The Tariff Order would also impose some limitations upon the regulator for
regulatory reviews after 1 January 2008.
In support of the proposed arrangements, the applicant claimed the regulatory regime was not
designed to enhance the value of PowerNet. Rather, Victoria’s view was that introducing
private ownership is the best driver towards efficiency and a consumer focus. For example,
the changes to the Tariff Order would result in a 2 per cent reduction in electricity prices to
consumers over the period 2001 to 2002. The changes do not alter the competitive elements
of the transmission sector (eg the contestable nature of augmentations to the transmission
system in Victoria) but would enhance the contestable nature of the transmission sector
(through the abolition of the list of prescribed augmentations).
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In addition, it was argued that these changes do not purport to extend the period for which the
ORG would regulate transmission pricing as the Commission would regulate transmission
pricing from 1 January 2000, in accordance with the present version of the code. However,
the Commission will be required to apply the Tariff Order’s principles rather than chapter 6
of the code, in its price determination which will have effect up until 2007.
The applicant claimed that the principles and methodologies for regulating transmission
pricing specified in the Tariff Order would not be inconsistent with the principles set out in
the code but rather would specify in more detail how the principles in the code would be
applied in Victoria and deal with certain other matters not addressed in the code.
The applicant stated that the arrangements would limit the ability of PNV to extract
monopoly rent, through the imposition of an X factor of 11 per cent in 2001 and 2002, and
the extraction of $190m in licence fees for the years from 1998 to 2001. The Victorian
Government’s advisers have determined that the arrangements should provide PNV with a
return on assets which is approximately equal to the return being earned by TransGrid in
New South Wales and is comparable with IPART’s recent determination of AGL’s return on
assets. In this context, whilst PNV’s return on assets will be similar to TransGrid’s, PNV is
in fact exposed to higher risks as it has no control over network investment and planning
functions — this is a VPX function.
Beyond 2002, the criteria for determining transmission pricing would allow PNV to earn a
reasonable rate of return, based on a weighted average cost of capital formulation and having
regard to levels of risk assumed by PNV and international and interstate benchmarks.
The applicant also argued that the ‘CPI-X’ approach to regulation provides an incentive for
the regulated business to be efficient (including optimising between asset investment and
operating expenditure) and requires any such gains to be shared with consumers in the long
run. The proposed Tariff Order amendments set out the ‘belts and braces’ of implementing
this approach and are designed to reduce doubt and avoid ambiguity.
The applicant stated that to maximise the incentives to achieve efficiencies it is necessary to
define how the regulator will share the benefits from efficiency gains between PNV and its
customers. To achieve this, the proposed amendments to the Tariff Order expressly provides
for a sharing of efficiency benefits between PNV and its customers on a basis similar to the
‘glide path’ method used in the UK. They stated that this methodology has the greatest
potential to maximise the level of efficiency gains and the speed at which such gains are
achieved, thereby delivering sustained benefits to consumers over time.

3.9.2 What the participants say
The Commission received 8 submissions which were largely critical of the proposed
derogations on the basis that they may encourage derogations by other jurisdictions and
because they restrict the ability of the regulator to react to changing circumstances.
Precedent effect
SMHEA raised concerns over the possible precedent effect of the derogation, stating that it
may induce other jurisdictions may also make similar derogations. It pointed out that the
management of transmission assets will impact across borders, and such a derogation can
distort the energy market. SMHEA also noted that the derogation will prolong the ‘rail
gauge’ problems within the NEM beyond the agreed transition period.
Colin Taylor questioned the legality and degree of public interest in regulating the
transmission assets in Victoria on a different basis to other states, and noted that ‘it must be
anticipated that accepting the proposal is likely to set a precedence for different regulatory
criteria to be applied on a State by State basis.” Colin Taylor also noted that the impact of the
proposals cannot be quarantined to Victoria, as the cost reflective component of transmission
pricing impacts on all NEM participants to some degree. He stated that it would be
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preferable for a common transmission network regulation approach, with a common end date,
to apply to all states in the NEM.

The South Australian Government argued that the PNV derogations would distort Victoria’s
transmission prices relative to other jurisdictions. It added that the effect of the Victorian
derogations would be to extend the period that transmission prices in jurisdictions would
remain subject to jurisdictional policies rather than being set according to a national
approach. The South Australian Government considered that as long as transmission prices
in different jurisdictions are subject to separate jurisdictional policies, there should be a
requirement that there be no cross border cash flows for transmission pricing.

The Queensland Government stated that it was concerned over the possible interstate effects,
the implications for investment and the precedent which would be established by the PNV
derogations. It argued that the extension of the transition period to 2007 failed to meet either
the letter of the COAG agreements or the spirit of them. The Queensland Government was
also concerned that the costs of this initiative be quarantined to Victorian customers. It stated
that any transfer into other states would have implications for generation investment and
energy sourcing decisions. The Queensland Government had concerns over the Victorian
Government’s reluctance to apply the ODV asset valuation, arguing that it is unclear why
revaluing the assets should be delayed until well into the next decade as this may introduce
distortions between TUOS charges and generation investment.

The Queensland Government concluded that the PNV derogation should include a shorter
sunset, a revaluation of assets to establish a more market oriented price for transmission to
ensure investment decisions are not distorted, and a quarantining of the effects to Victoria if
neither of these elements were accommodated.

The EUG stated it was most concerned that significant long term derogations in the area of
transmission pricing would undermine the national market. It argued that other jurisdictions
could use the derogation to detract from the NEM and National Competition Policy.
CitiPower expressed reservations regarding the derogations extending ‘well beyond what
might reasonably be described as a transition period’.

Capral Aluminium agreed that a transition period may be necessary, but stated it should be
kept as short as possible, and that derogations should not extend beyond five years. It also
raised concerns over the precedent effect of this derogation.

While not objecting to a derogation which sought to set in place well specified regulatory
arrangements that deliver fair pricing outcomes, BHP noted that there was little consultation
regarding the derogation and was concerned that it may set a precedent for other
jurisdictions.

Regulatory flexibility

ACTEW was concerned that the Victorian proposals would impinge on the regulator’s ability
to improve network pricing methods, for the period up to 2012. SMHEA pointed out the
derogation pre-empts the NECA review, undermining the value of the review, and prevents
the regulator from applying improved transmission pricing arrangements, for the purpose of
immediate windfall gain.

BHP stated that in conflict with the code provisions, the decision on transmission tariffs has
been made by the Victorian Government, rather than a regulatory body, and has been made
with no customer involvement and only limited consultation. BHP asked that the ACCC
ensures the derogation is not incorporated into the code unless it provides for full
consultation processes and information disclosure requirements, for the present period and
future reviews. BHP also stressed that a review period should be no more than five years.
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Capral noted the undesirability of the Victorian derogations pre-empting the Commission’s
processes of reviewing the transmission network pricing proposals in the code, and the
NECA review to be conducted in 1998.

TransGrid asked the Commission to ensure that the asset valuation methodology,
depreciation rules and other revenue determining parameters adopted in the Victorian
derogation be readily developed into a uniform set of national parameters. TransGrid noted
that the assertion that PNV would be provided with a return on its assets approximately equal
to the return earned by TransGrid is difficult to substantiate without full disclosure of both
entities financial parameters, and further points out that IPART applied a degree of
judgement to the valuation of TransGrid’s assets, as well as relying on other financial
indicators in its pricing determination.

CitiPower, while supporting the overall objectives of the derogations, had reservations about
the highly mechanistic and prescriptive approach proposed. It noted that while the proposals
are not inconsistent with the code, it was concerned about the extent which the regulator
would be precluded from applying alternative models of regulation which may emerge in the
future. In particular CitiPower suggested that transmission networks could be better
regulated by reference to general economic indicators with a reliance on bypass to ensure
economic efficiency. While CitiPower supported the objective of ‘fair sharing of efficiency
gains’ and the concept of incentive based regulation, it did not support the locking in of the
mechanism, as proposed in the derogation.

The EUG argued the derogation provides for too long a period before PNV’s assets are
revalued. It claims that the Commission should have an opportunity to review PNV’s asset
valuation when it assumes regulatory responsibility, particularly bearing in mind concerns
that PNV’s revenue cap is already too high.

Australian Paper argued that it is ‘at a loss’ to understand the extent and duration of the
derogations and was concerned by the request to lock in this new tariff structure for 10 to 15
years as this may lock in errors. Australian Paper was strongly of the view that regulatory
reviews should not exceed five years. It further argued that the decision to have a longer
period between reviews has no validity unless designed to give revenue stability for a
prospective asset purchaser. Australian Paper stated that this was clearly inappropriate.
Other issues

BHP noted the licence fee arrangements, in place to prevent windfall gains of $190m to PNV,
implied substantial scope for estimation error in the setting of transmission prices in the
period up to 2002. It stated that there is a failure in the regulatory system whereby customers
are required to pay charges based on pre-existing costings, although revised costings have
been used to devise the new charging arrangements, including the extraction of the licence
fee. Arrangements should be included to pass through the $190m in cost saving to end users.
Given that the Maximum Uniform Tariff does not apply to a large portion of the Victorian
market, BHP argued the Tariff Order should be amended to allow a reduction in transmission
charges and for the distribution businesses to immediately pass through the cost savings to
end users.

Boral Energy raised concerns over the imposition of a flat licence fee, stating that such a fee
does not equitably meet the objective of limiting PNV’s ability to extract monopoly rents
from the market. Boral Energy stated that the licence fees are not cost reflective, and would
distort price signals to the market, in particular disadvantaging projects such as embedded
generation. BHP also had concerns regarding the treatment of embedded generation in the
Tariff Order, and suggested it needed to be amended, along similar lines to the IPART
proposals for the treatment of embedded generation, to address the need to share the benefits
of embedded generation and establish guidelines for this process.
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BHP reiterated earlier comments regarding information disclosure, and the need for the code
to provide for a review of information disclosure provisions in the light of experience. In
particular, a reassessment would be required where customer participation in the revenue
capping process is ineffective. BHP requested the ACCC to review PNV’s asset base, given
its importance and as it would be locked in until 2007.
A further concern raised by BHP was the return on capital allowed to PNV, and
benchmarking the return to the AGL level in New South Wales. BHP was concerned that
access charging in the gas industry limits the extent to which competition will develop in that
industry, but also established a poor precedent for other infrastructure sectors. BHP
suggested that the ACCC should review the return implicit in the PNV pricing arrangements,
and use international benchmarks as a guide.
CitiPower argued that there was no strong reason evident for protecting the asset values from
review until 2007, and noted the proposed approach will extend the complications and
disadvantages faced by co-generation in relation to transmission charges.
Hazelwood Power argued that the combination of the code and the Tariff Order would
provide no commercial drivers to enable proper allocation of risk on a negotiated basis. It
noted that unless the accountability of PNV for the performance of its assets in delivering
competitive energy to the market is strongly emphasised immediately, the privatisation of
PNV is likely to make the development of a firm access regime difficult or impossible in the
future.
Australian Paper supported the concept of a CPI-X approach, but argued that as the proposed
X is a large figure, this implies the current revenue cap is too high and should be reduced
now. It added that the original asset valuation for PNV was obviously incorrect, a point
supported by the Victorian Government decision to reduce the asset value but claim the
resulting revenue surplus as a licence fee. Australian Paper claimed that PNV charges are
high as a reality test has not been undertaken. It recommended the code should require
benchmarking against international equivalents.

3.9.3 The consultant’s view
With funding from the Victorian Government, the Commission contracted the National
Economics Research Associate (NERA) to evaluate and provide commentary on the
proposed regulatory framework for Victoria’s electricity transmission network. This
summary is taken from NERA’s report which was publicly available on the Commission’s
web site during the course of the Commission’s assessment of the access code.
Precedent effect
Consistent with many of the participants, NERA observed that Victoria’s proposals would
impose state based regulatory arrangements until at least 2007, thereby delaying the
introduction of nationally uniform transmission regulation. Further, the proposed Victorian
regime would effectively operate in perpetuity, unless the code specifically rules out the
mechanisms used in the Victorian instruments (eg ODRC valuation and the glide path),
which would leave little prospect of a truly uniform national transmission regulation.
NERA indicated that the Victorian proposals would pre-empt the NECA pricing review and
NERA also stated that other jurisdictions are unlikely to accept proposals from the NECA
review which would lead to customers in one state paying for transmission services in
another state, unless the basis for regulation is the same. NERA concluded that the likely
effect of the Victorian proposals is abandonment of a national transmission pricing regulation
regime.
Regulatory flexibility
In its report, NERA stated the proposed Victorian methodology prescribes certain elements
which limits the regulator’s flexibility. The proposed amendments specify the glide path
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methodology. NERA states that in using this methodology it will be important to distinguish
between the extent to which future determinations of allowed revenue will be influenced by
efficiencies achieved, as opposed to exogenous influences or to decisions which belong to the
regulator. Where above normal returns are due to good fortune or any other exogenous
parameters, it would be more efficient for price to be allowed to reflect costs more quickly (ie
Py adjustment). Therefore the case for mandating the use of a pure glide path needs to
establish that the likelihood of the good fortune/exogenous factors occurring is small and/or
their impact is inconsequential. NERA states that a more mainstream view is that while a
perfect analysis is never possible, the potential magnitude of these factors may make them
too important to ignore by mandating a specific form of glide path. This position is reflected
in submissions received from Capral, SMHEA, CitiPower and Australian Paper.

A further consideration is that the main opportunities for ‘gaming’ in reporting of past costs
is: in relation to whether expenditure is reported as either operating or capital; the extent to
which costs are taken into account in one year as opposed to the next; and cost
allocation/transfer pricing between regulated and unregulated parts of the business. The BHP
submission strongly emphasised the likelihood of information inaccuracies impacting on any
determination made by a regulator. While NERA recognised the practical limitations to the
extent and longevity of ‘gaming’ by these means, the existence of a glide path increases the
risk and inevitability of making incorrect judgements which are part of the price-cap
determination process. Based on UK empirical evidence, NERA also observed out that the
greatest risk of getting a price determination wrong is at the time of privatisation.

NERA also noted that the recontracting risk must be considered in the political environment
and a mandated glide path may increase the regulatory re-contracting risk, if locked in profits
were publicly perceived to be too high.

With regard to asset valuation, NERA echoed many of the participants’ concerns when it
stated that it is important to recognise just how crucial the capital cost-related assumptions
are. Aside from whether or not the proposals will deliver higher prices than desirable from
an economic efficiency perspective, the sensitivity of PNV’s required revenue to these
regulatory parameters significantly increases the risk of locking in inappropriate returns
under the mandated glide path methodology.

NERA noted that prescribing the application of the ODRC approach can also set up
incentives for over investment (same as under rate of return regulation). A practical impact
of this is illustrated in the Ewbank-Preece report on asset management strategy where their
advice to PNV was to keep up their investment on the basis that it brings additional revenue.
Further, the mandated application of the ODRC approach appears to allocate some stranded
asset risk to PNV. NERA raises this concern as PNV does not have control of network
augmentation nor of the intensity of network use — the main sources of asset stranding risk.
As key network decisions are made by VPX, the cost/risk of asset stranding should ideally be
reflected in the decisions which VPX makes. It would be sensible to be clarify the risk
allocation of asset stranding between VPX and PNV.

NERA expressed the view that specifying the Capital Asset Pricing Model (CAPM), to
determine the allowed rate of return for PNV, though current best practice, is unnecessarily
restrictive given increasing uncertainty about its validity. Although the proposed approach is
not uncommon for asset intensive, regulated industries, NERA stressed the importance of the
capital cost assumptions. In particular, while NERA considered that the conceptual basis for
the ODRC valuation is sound, it felt that the practical application of the ODRC valuation
results in an upward bias and that the ODRC estimate for PNV is overstated.

Moreover, NERA questioned several of the key assumptions in determining the weighted
average cost of capital (WACC), including:
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m  Does the asset beta reflect the particularly low risk nature of PNV’s business, relative to
other network utilities (ie if revenue is protected by the regulator)?
m  Should the risk free rate be determined on today’s rate (which is what bidders will
actually pay) rather than on a long term average?
m  Does imputation credit utilisation raise consistency issues with respect to foreign owners
compared to local owners?
m [s the 60 per cent gearing assumption low given PNV’s risk profile compared with other
utilities?
NERA concluded was that the concepts applied and the assumptions reached, at each step in
the WACC calculation, have erred towards higher rather than lower estimates.
Furthermore, from 1998 onwards the proposed revenue determination does not require any
real reduction in operating and maintenance costs. In relation to capital investment the
capital spending plans have not been developed on a needs basis which is a fundamental
requirement of good utility regulation. NERA states the evidence suggests that the allowed
level of capital expenditure is unlikely to bear any relation to that which an efficient operator
would look to incur.
In summary, NERA’s conclusions regarding the proposed Victorian arrangements were in
line with many of the views of participants, when it questioned whether the PNV regulatory
proposals:
m are overly prescriptive;
m  allow for subtleties and judgements which are required; and
m  will achieve the objectives of making customers better off and reducing the likelihood of
regulatory recontracting.
NERA also observed that preventing developments in the application of principles, for
example by over-specifying a particular methodology, on the back of enhanced knowledge
and experience, can be counter productive. It must be recognised that consistent application
of principles will not always result in the same answer or revenue determination
methodology. For example NERA supported the use of ‘glide path’ as a regulatory tool, but
did not support mandating a specific form of glide path for use at all future price
determinations, as the Victorian proposals have done.
Other issues
NERA argued that competition in related markets will be affected by both the overall
transmission revenue, and by the structure of transmission prices. Therefore to the extent that
location-based transmission pricing is not possible, competition in the generation sector will
continue to be distorted. As is the case at present, remote generators will not face the true
costs of their location decision.
NERA'’s analysis also suggests that PN'V’s total revenue will be higher than necessary to
cover efficient costs (including a return to the owner). This will provide incentives to avoid
the costs of the transmission network (eg through uneconomic duplication, bypass and
increased incentive for alternatives to networks such as greater generation capacity).
3.94 The Commission’s considerations
In terms of selling a public utility and gaining the efficiency improvements this can generate,
the Commission’s draft decision recognised that there was some merit in the Victorian
proposals. The Commission argued that, at the time of the sale of PNV, the national market
institutions, processes and regulatory regime were, and are still, in their formative stages.
This lack of certainty may have resulted in the Victorian Government achieving a sale price
for PNV which was lower than could otherwise be expected. Consequently, the Commission
concluded that it would be it is reasonable for the Victorian Government to seek to remove
any unnecessary uncertainties and thereby achieve full value for its transmission network.
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Moreover, the Commission recognised some merit in seeking to use best practice regulatory
mechanisms which encourage utilities to achieve efficiency improvements and to share these
gains between the utility and consumers. Traditional rate of return regulatory approaches
have been rejected in the code and in the Victorian proposals as they are heavy handed and
are biased as they encourage utilities to invest in capital equipment.

Incentive regulation attempts to overcome the heavy handed concerns. In the draft decision,
the Commission recognised that the proposed Victorian variation of incentive regulation (ie
the glide path) is more sophisticated than normal. In particular, it attempts to improve the
balance of incentives for PNV to undertake regular maintenance as against capital investment
and to remove any incentives for PNV to delay the timing of any non-capital efficiency
improving programs. For instance, in the absence of a glide path approach, a utility may be
encouraged to delay implementing a costly program of rationalising administrative, operating
and maintenance costs until just after a rate review so they can enjoy the benefits of lower
costs for a full rate determination period. The glide path approach attempts to bring forward
any such programs and allow the benefits to be shared between the utility and its customers
over a number of rate determination periods.

Despite the objectives and the likely benefits, in its draft decision the Commission argued
that Victoria’s proposed derogations need to be viewed in a wider context than simply in
terms of their impact on sale price and the interests of the future owner of PNV. In
particular, the Commission emphasised that it has to examine the proposals in the national
context as well as being satisfied that they are in the public interest and in the interest of
access seekers. In its draft decision, the Commission indicated that its public consultations
revealed a number of inter-related concerns. First, in attempting to establish regulatory
certainty prior to the sale of PNV, Victoria’s proposed derogations would have introduced
non-uniformities into the transmission regulatory regime for an extended period of time.
Second, Victoria’s proposed approach could well have established a precedent and provided
scope for other jurisdictions to also move away from earlier commitments concerning a
single electricity market in southern and eastern Australia. Third, key parameters in
determining transmission prices (ie assessments of asset values and risk) would have been
locked-in to provide certainty for the purchaser of PNV, but it was unclear whether these
parameter values were accurate and therefore whether the proposed arrangements would be
in the interests of access seekers or in the public interest. Each of these issues is addressed in
turn below.

A further issue arose regarding the legal framework surrounding the regulatory regime and
the mechanism by which the Commission (as regulator) could enforce the provisions of the
Victorian Tariff Order and licensing arrangements.

Transitional arrangement

In its draft decision, the Commission indicated that its major concern regarding the proposed
arrangements related to the period for which the derogation would apply and the lack of a
clearly specified end date. The proposed arrangements could be considered as dealing with
several distinct periods: up until the end of 2000; 2001 to the end of 2002; 2003 until the end
0f 2007; and 2008 and beyond. The Commission argued that a transition period of around 5
years, until 31 December 2002, to be adequate in terms of the need for the jurisdictions to
make incremental adjustments to the full NEM arrangements.

Consistent with the Commission’s assessment of South Australia’s proposed transmission
pricing derogations, the Commission did not consider that the Victorian derogation could
truly be considered a transitional arrangement (ie they allow for the Tariff Order to be
applied in perpetuity, unless the code specifically rules out the proposed mechanisms).
Therefore, while preferring that derogations were generally not made, in the draft decision
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the Commission indicated that it would be willing to accept an arrangement that extends to
31 December 2002.
The Commission maintains its view that a transition period until the end of 2002 will provide
an appropriate balance of the interests of the facility owner, access seekers and the broader
public interest. The Commission believes that a five year transition period goes a long way
to meeting the applicant’s desire for the derogations to provide a benefit by introducing
regulatory certainty for the buyer of PNV, without introducing any detriment to consumers.
It also addresses the concerns of interested parties that whilst agreeing with the need for
regulatory certainty, to maximise the benefit from PNV’s sale price, the period for which the
arrangements extend (and the detail of the arrangements) may enable the owners of PNV to
extract monopoly rents at the expense of consumers. Further it was submitted that the period
of regulatory certainty proposed was far in excess of that given to other buyers of newly
privatised assets, both in Victoria and overseas.
The Commission’s consultants, NERA, also pointed out that the long time period involved
may in fact increase regulatory uncertainty, if there were political or public perceptions that
the returns generated under the proposed arrangements were too high. Therefore, while the
Commission agreed that while there may be some measure of public benefit in removing
unnecessary uncertainty for potential buyers, it did not agree that the proposed arrangements
would have achieved that goal, nor that it was necessary for uncertainty to be removed to the
extent proposed. Indeed, in its draft decision, the Commission indicated that it had serious
concerns about the likely impact of the long term application of Victoria’s proposed
derogations not only for electricity users in that state but for the likely success of the whole
NEM reforms. Therefore, on the basis of these concerns and a view that derogations should
only apply for a transitional period, in its draft decision the Commission stated that:

The Commission is not prepared to accept as part of the access code those

aspects of Victoria’s transmission pricing regulation derogations which extend

beyond 31 December 2002.
Precedent effect
In the draft decision, the Commission also argued that, to a large extent, the proposed
derogation appears to be a deviation from the various commitments made during the 1990s
where COAG agreed to a uniform approach to network pricing in the NEM. These
commitments were particularly strong in terms of transmission pricing. In this context, the
transmission networks are particularly important for the efficient operation of the wholesale
market where generators in each of the jurisdictions will be competing against each other on
the basis of merit order dispatch.
On the basis of the Commission’s public consultations, the Commission had significant
concerns regarding the likely impact of the proposed Victorian derogation on the
implementation of the NEM. The Commission noted, and in general agreed with, the
concerns raised by interested parties, and in particular the other jurisdictional governments,
regarding the impact of this derogation on the implementation of uniform transmission
pricing regulation in the NEM. For instance, a number of governments had indicated that, if
the proposed arrangements were implemented, they would seek to quarantine the financial
impacts of Victoria’s transmission network thereby ending the concept of a seamless
transmission network for the NEM.
Moreover, the Commission believed there was a substantial risk that, in accepting the
proposed Victorian arrangements, other jurisdictions might then have come forward with
long term derogations for transmission pricing, or other aspects of the code, with respect to
their own State based arrangements. Indeed, Queensland, in their draft derogations provided
to the Commission, explicitly stated that they would only comply with the provisions of
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clause 6.2.1(a)(5) of the code (commencement of transmission pricing regulation) if all other
participating jurisdictions also comply with that clause.
The implication of non-uniform transmission price regulations is that the NEM will
effectively operate as linked state markets, and unless the state based arrangements are
amended to include locational signals, continuing distortions will flow into the generation
sector of the industry.
Regulatory lock-in
The Commission’s further concern with the longer term application of the proposed
derogations related to their prescriptiveness and inflexibility. Victoria’s transitional
transmission regulatory arrangements, specified in chapter 9 of the code, and also in the
terms of the Tariff Order, were very prescriptive in relation to the pricing and methodology to
be applied by the Regulator through to 31 December 2007. Additionally, the Tariff Order
sought to impose on the Regulator a number of ongoing restrictions with respect to reviewing
the revenue control arrangements which take effect after 31 December 2007 (Tariff Order
clause 3.7.1).
As was observed by many of the participants, the Victorian derogation pre-empts the NECA
review of network pricing, and by prescribing the methodologies to be applied, restricts the
regulator from applying possible improvements in pricing methodologies that may be
developed in the future. As such the Commission believed that the arrangements would
prevent the regulator from applying best practice regulation to the transmission network in
Victoria.
The Commission was aware of the need for the price regulation to include some incentives to
drive efficiency gains, and hence the need to allow the regulated business to keep the benefit
of some of those efficiency gains. This was balanced by the need to limit the ability of
monopoly businesses to extract rent from users of their facilities. However, the Commission
was not convinced that the glide path methodology prescribed under the proposed Victorian
arrangements would always be the best option for achieving the balance of maximising
incentives for efficiency gains and maximising consumer welfare. As with other aspects of
the code’s transmission network pricing regime, the regulator should have sufficient
flexibility to react to changing circumstances within the context of broad principles.
Similarly locking in the asset values until the end of 2007 would be a concern, because
irrespective of their veracity when determined in 1994, it is unlikely that the use of the
network will remain such that the valuation would still be correct, in either 8 years (2002) or
13 years (2007). Changes in use, population shifts, development of embedded generation,
network bypass, augmentations and competing interconnectors may all occur in such time
frames, and all will impact upon the valuation of the PNV asset. Consequently, the
Commission maintains its view expressed in the draft decision that it would not accept a
derogation which prevents the Commission from taking the option of revaluing the assets at
the time the Commission takes over as regulator.
The Commission remains unconvinced regarding some other aspects of the proposed
regulatory arrangements, including the assessment of the riskiness of the business as reflected
in the WACC and implied rate of return on assets, the level of capital investment under the
arrangements, and the depreciation arrangements.

3.9.5 The applicant’s response
In response to the authorisation draft determination and access code draft decision, the
Victorian Government indicated that it accepted the Commission’s condition so that the
Victorian transmission pricing derogation will end exactly on 31 December 2002.
Specifically clause 3.6 of Victoria’s Electricity Supply Industry Tariff Order states that
clauses regulating PowerNet will either cease on 31 December 2000 or on 31 December
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2002. Moreover exept as otherwise contemplated by the tariff Order, the regulator cannot
determine Powernet’s charges prior to January 2003.

3.9.6 The Commission’s Findings

Currently, the national market institutions, processes and regulatory regime are still in their
formative stages. In these circumstances, the Commission sees merit in the Victorian
transmission pricing derogations which attempt to provide regulatory certainty over a
transitional period, up until the end of 2002, and at a time when PNV has recently been sold
to a private sector investor. Consequently, the Commission is prepared to accept as part of
the access code the Victorian transmission pricing derogations on the basis that they attempt
to balance the interests of the new network owners, users and the wider public over the initial
stages of the Natinal Electricity Market.

While the Commission engage a consultant to examine the detail of the Victorian
derogations, the Commission has not formed a view on the various parameters which will
comprise the regulatory regime for PNV up until 31 December 2002. Nevertheless, the
Commission anticipates that the issues raised in the NERA report, and other matters dealing
with the regulatory regime, will be addressed when the Commission performs its role under
the code as the transmission network regulator.
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4. Connection, use of system and disconnection

The main objective of any access arrangement is to facilitate connection to, and use of,
natural monopoly facilities. In doing so, an access arrangement will stimulate competition in
markets. Consequently, the electricity access code’s connection, use of system and
disconnection procedures are central to its ability to generate the benefits from electricity
reform.

Achieving these benefits requires streamlined and transparent connection procedures that do
not unnecessarily create additional entry barriers for new generators, new customers and/or
new technologies. Nevertheless, sound procedures are required to ensure the integrity of
transmission and distribution systems are maintained. In this way, electricity can continue to
be supplied according to known and acceptable performance and safety standards.

In many circumstances minimal entry barriers, yet sound access procedures, are competing
objectives which need to be balanced when creating an access regime. This balancing act is
made even more complex because a new connection may have unintended consequences for
existing network operators and users (the reverse also applies as existing networks and users
can impact on new entrants). The access code’s connection, use of system and disconnection
procedures sets out how these competing demands will be treated in the NEM.

This chapter assesses the merits of the code’s handling of this balancing act through its
connection, use of system and disconnection procedures. In performing this assessment, and
on the basis of the information presented, the Commission has aimed to identify procedures
which may significantly impinge on the interests of network service providers, network users
and the Australian community more generally. The Commission has also attempted to
identify deficiencies which limit the benefits which are intended to flow from the access
code. In performing this assessment, the Commission has adopted a somewhat cautious
approach given the importance of reliable and safe electricity supplies and the evolving
nature of the NEM and its associated access regime.

The chapter commences with a brief overview of the main elements of the code’s connection,
use of system and disconnection procedures (section 4.1). The Commission then analyses the
code’s: connection negotiation procedures (section 4.2); connection equipment design and
technical standards (section 4.3); inspection, testing and commissioning requirements
(section 4.4); and disconnection procedures (section 4.5). Augmentation and network
planning are examined in chapter 5.

4.1 Overview of connection and use of system arrangements
In the electricity market, connection to and use of the physical high voltage and distribution
networks (poles, wires, transformers etc) as a transport system for electricity will be managed
separately from the financial trading of the electrical energy which travels on those networks.
The code aims to create a workable, non-discriminatory right of access to the physical
'natural monopoly' network which enables users to participate in the competitive electricity
market. The connection procedures seek to provide a uniform, step-by-step process for
connecting new customers, managing extensions to the physical grid as well as specifying
equipment standards and testing. These procedures are governed by a set of connection
principles, objectives and obligations (see Box 4.1). In bringing these procedures together in
the access code, the applicant (sub. p. 216) argued that:
It needs to be recognised that arrangements and procedures for connection to
transmission and distribution networks have existed for many years but these differ
between jurisdictions and between Network Service Providers. One objective of these
provisions is to provide a common set of procedures for connection to simplify entry
for parties seeking access.
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Connection to a network at the wholesale level typically will be covered by a connection
agreement between an NSP (transmitter or distributor), a generator or a customer (eg a mine
or industrial plant). Provided other users are not adversely affected, the connection
agreement may override code provisions and must include:

m the legal and financial terms and conditions of the connection;

m service standards for ongoing use of the network;

m technical specifications for the type of connection involved and its operation; and

m  details on payment for connection and network service.

The connection procedure is designed so that, wherever possible, the applicant for connection
needs only to deal with a single NSP — ie a 'one-stop shop' philosophy. At the same time the
provider must inform the applicant of other NSPs who need to be involved and of the
contestability of any extension work associated with a new connection. The code does not
preclude the possibility of network connections being competitively provided. The code also
proposes that a central body, separate from the individual NSPs, should manage network
planning for the shared or 'global' network.

The connection arrangements cover several facets, namely:

m connection procedures, including modification of existing connections;

design of connection equipment;

inspection, testing and commissioning of connection assets;

operation and maintenance responsibilities; and

disconnection and reconnection.

Each of these issues is discussed in more detail below. The dispute resolution process, an
adjunct to connection negotiation, is discussed in chapter 7 in the broader context of the
access code’s dispute resolution processes.

4.2 Connection negotiation procedures
The access code’s requirements for gaining connection to the transmission and distribution
networks can be divided between process issues and technical requirements. This section
examines the processes whereby users (ie generators and loads) can gain access to electricity
networks. The technical requirements are examined in section 4.3 while connection
arrangements for grid augmentation and inter-connections are discussed in chapter 5.
4.2.1 Issue for the Commission
The Commission’s assessment of the access code’s connection arrangements focuses on their
likely impact on entry barriers and spillover effects. The assessment criteria of particular
importance addresses the issue of how the connection arrangements:
m promote the public interest by not unnecessarily adding to entry barriers which would
reduce contestability in other markets;
m protect the legitimate business interests of:
— the existing network owners and users from potential spillover effects from the
operation of new connections; and
— new connectors from potential spillover effects from the operations of existing
network owners and users.
m  may affect or be affected by such matters as:
— legislation and policies on ecologically sustainable development;
— social welfare and equity considerations, including community service obligations;
— legislation and policies on matters such as occupational health and safety, industrial
relations, access and equity;
— economic and regional development, including employment and investment growth;
— the interests of consumers generally or of a class of consumers;
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— the competitiveness of Australia; and
— the efficient allocation of resources.
Entry barriers in the form of technical expertise or financial resources can exist in any
industry and generally are of little concern to the contestability of a market when they apply
equally to incumbents and new entrants. However, they may be a concern where the entry
requirements for new participants are larger, more onerous or more time consuming than for
existing network users. In terms of the network connection procedures, the Commission has
focussed on whether the connection procedures create an entry barrier and, if so, whether
these entry barriers are non-discriminatory between existing, new and potential entrants and
between differing technologies. The Commission has also examined whether the connection
procedures can be justified in terms of a defined objective and, if so, do the benefits of the
connection procedure outweigh any costs. The Commission has paid particular attention to
the potential spillover effects as they can have serious ramifications for the health, safety and
property of all parties connected to the grid and on the ability of the system to deliver
network services.
4.2.2 What the applicant says
In addition to a general obligation to follow the code, each network service provider is also
obliged to submit an access undertaking, conforming to the code, for the Commission’s
acceptance. In certain circumstances NECA can exempt network owners from the
requirement to submit an access undertaking.
The applicant (sub. p. 55) outlined that the principle intention for the code’s connection
arrangements is to:
... limit the ability of the Network Service Providers to use their natural monopoly
power to the detriment of network users and provide adequate levels of services to
network users.
The code seeks to achieve these objectives through a series of arrangements which detail
connection principles, objectives and the connection processes. In general, the code proposes
that an offer to connect must be made to a connection applicant where an application
complies with the code requirements (for further details see Box 4.1). The applicant
indicated that (sub. p. 216):
The major principle of the connection requirements provisions is that a party is to be
provided physical access to a transmission or distribution network on a fair and
reasonable basis provided that the connection arrangements do not materially or
adversely affect the levels of service and quality of supply to other network users.
The completion of certain stages of the connection process are subject to time lines:
= within ten days of receiving a connection inquiry, the NSP must advise whether another
NSP would be more appropriate for the connection;
m  within two weeks of receiving the inquiry, the NSP must notify the applicant of:

— other parties involved in the relevant network planning and/or service;
— the need for any additional agreement with any of those parties;
— whether the connection will involve contestable services;

— a preliminary program of work and time lines to finalise the connection.

m  within four weeks of the application being lodged, the NSP must advise of further
information required to process and finalise the application, including technical standards,
prudential requirements and application fees;

m the NSP must make the offer to connect within the time period specified in the
preliminary program, unless otherwise agreed;

NEM Access Code Decision 77



m  after the connection agreement has been finalised, the NSP advises NEMMCO of the
agreement and NEMMCO must advise within 20 days whether the metering installation
is acceptable;

m  where the connection may adversely affect the network and the applicant has provided
information for assessment, the NSP must within 40 days advise of any deficiencies in the
design of the facility.
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FIGURE 4.1 ACCESS CONNECTION PROCEDURES (based on code diagram,

p. 5.10)
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Box 4.1: Overview of connection principles and obligations

The code establishes that:

m connection to the national grid must be consistent with the principles that:
= all code participants have the opportunity to connect;

= the terms and conditions for network connection and providing network services be set out in
the connection agreement;

= code participants benefit through national grid costs and reliability;

= code participants openly communicate about network connections subject to security of
confidential information;

m code participants are obliged to operate their equipment in accordance with relevant laws, code
requirements and good electricity industry practice;

m network service providers are obliged to:

= meet the relevant code requirements, including registering with NEMMCO and submitting an
access undertaking to the ACCC;

= comply with system performance and quality standards in the code or in a connection
agreement (depending on the impact on network security and quality), such as:

[0 operating their network in accordance with NEMMCO instructions;

[0 managing and maintaining their network to meet agreed capability, specified fault levels
and minimum interruptions; and

[J advising on expected interruptions and restoring agreed capability as soon as possible
following an interruption.

= process connection applications and enter into connection agreements as required by the code,
including:

[0 co-ordinating design aspects of connection equipment;

[0 participating in network modelling and planning with other NSPs and the Inter-regional
Planning Committee; and

[0 inspecting, testing and commissioning facilities and equipment;
= network customers and generators are obliged to:

= ensure that their facilities always comply with the connection requirements and conditions
specified in the code or a connection agreement (depending on the impact on network security
and quality), including operating facilities and equipment in accordance with NEMMCO and
system operator directions;

= apply to connect via a connection agreement in accordance with the code, including:
[J complying with reasonable requirements for the design of equipment; and

[J permitting and participating in inspecting, testing and commissioning facilities and
equipment;

= give notice of voluntary disconnection as required by the code.

If the connection applicant accepts the offer to connect, the parties will enter into a
connection agreement which will specify the terms and conditions for connection.

The applicant stated (sub. p. 220) the connection requirements are based on the principle of
commercial negotiation and are synonymous with the concept of ‘light handed regulation’ as:
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m  NSPs and parties seeking access must negotiate a connection agreement that:
— meets the needs of the connection applicant; and
— does not adversely or materially affect the levels of service and quality of supply
received by other network users.
m regulatory intervention should only be required in the event of an access dispute or where
a party believes they have been discriminated against.
Amongst other things, the applicant indicated (sub. p. 132) that in negotiating the terms and
conditions for connection:
Responsibility for the planning and design of connection assets will be essentially
driven by the customers who are receiving the service. Most decisions can be made
by them with respect to the level of service including the capacity of the transmission
or distribution network without impacting on other participants.
The applicant (sub. p. 217) argued that the connection requirements do not unduly impinge
on the legitimate business interests and investments of the NSPs as the network standards are
a continuation of pre-existing standards and because NSPs will be involved in: coordinating
the design of connected equipment; planning and developing the network; and inspecting,
testing and commissioning connected facilities.
The applicant (sub. p. 218) indicated that the approach to providing access and connection to
the network is in the public interest as it has been designed to ensure that, from a participant’s
perspective, a clear and unambiguous framework is established within which negotiations
with the NSP can take place. Such negotiations would cover the terms and conditions for a
connection facility. An important aspect of providing access would be to maintain the
integrity of the network to provide the quality of service required by other users. In addition,
wherever possible the code introduces competition into the connection arrangements by
allowing users to apply to connect to more than one NSP.
The applicant (sub., pp. 218-9) argued that connection arrangements are in the interests of
access seekers as: NSPs are bound to process access enquiries; the procedures for seeking
access are clearly defined; and the connection conditions can be negotiated to meet the
specific requirements of the access seeker.
In addition, the applicant (sub. p. 221) argued that these arrangements give participants full
control over network service options, with scope to make appropriate trade-offs between cost
and the performance and reliability of the network service provided, for instance:
New entrants can seek access to a transmission or distribution network and will be
able to obtain access at defined (fair and reasonable) prices which accurately reflect
the cost of providing the necessary assets to allow connection at the specified capacity
and level of performance.
The applicant also stated (sub. p. 222) that the code places extensive information disclosure
requirements on the NSPs to meet the needs of connection applicants. These provisions
include information to be disclosed for:
m a connection inquiry and application (including technical details) and for consultation
with other affected code participants;
m the design of connection equipment, as well as inspecting, testing and commissioning
facilities; and
m disconnection or reconnection of a participant to a transmission or distribution system.
These information disclosure provisions have been designed to ensure that:
m the party seeking connection is fully aware of the information that is required to enable
connection to be established; and
m the NSP can provide access to a transmission or distribution network without materially
or adversely affecting the levels and quality of service received by other network users.
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The applicant also addressed (sub., p. 238-239) the status of bypass in the code:
The code neither encourages or discourages bypass; it simply permits it. The code
seeks to ensure that the transmission pricing and regulatory arrangements do not
unduly encourage new investment in facilities which substitute for or duplicate
existing facilities, where the incremental costs of the new facilities is greater than the
avoided incremental costs of existing facilities. ... This approach is intended to
ensure that bypass of existing networks only occurs where bypass is in the public
interest (ie where bypass is the least-cost option from a total societal perspective). It
is considered unnecessary for the code to explicitly mandate bypass...
The applicant also argued (sub. pp. 158-9) that the code provides the option of ‘firm access’
arrangements for generators. NSPs are to negotiate in good faith to provide compensation in
the event that a generator is constrained-off because the level of service and capability of the
network is not consistent with the terms of the connection agreement. They are also required
to provide adequate information to support negotiations and use best endeavours to meet each
generator’s request, consistent with good industry practice and related decisions on
augmentations and other firm access agreements. NSPs can also negotiate similar
arrangements with customers and other NSPs but they are not obliged to do this:
A major concern for generators arises from the possibility that such an outage could
coincide with a high pool price incident in the energy sub-market. This would expose
generators with contracts for differences in the energy sub-market with very high
difference payments.
The compensation provisions in clause 5.5(f) are to enable the generator and the
Network Service Provider to come to an appropriate risk sharing arrangement...
... compensatory arrangements applying to generators are neither necessary nor
applicable to energy customers. It is submitted that this arrangement provides public
benefit because energy customers and generators are provided with incentives to
behave in an appropriate manner to maintain a secure power system at the same time
as they are provided with economic signals to which they can each sensibly respond
(pp. 158-59).
4.2.3 What the participants say
Nearly all submissions considered that the code’s connection procedures adequately protect
the legitimate business interests of the NSPs, with some suggesting the process is biased too
much in the providers’ favour. However, one issue of concern to the Queensland distributor
SEQEB (sub., p. 1) was that it may not always be possible for the NSP chosen by an access
seeker to process a connection application.
However, most comments on the connection procedures focussed on the problems for users
(especially new entrants) of access services. These concerns covered a cross-section of
connection issues including the need for negotiation guidelines, information requirements for
small access seekers, rights to bypass, firm access arrangements and technical requirements.
While generally endorsing the principle of negotiation, submissions from a broad range of
participants also expressed concern over the possible abuse of monopoly power due to the
relative strengths of users and providers in the negotiation process.! For instance, the Energy
Users Group (sub., pp. 74{f, 82) agreed that the code caters well for access providers in terms
of connection procedures but queried whether the code adequately met the public interest and
the interests of persons requiring access.

' Business Council of Australia; Australian Paper; Boral Energy; Integral Energy; Yallourn Energy; National

Farmers Federation; Australian Chamber of Manufactures; Hugh Outhred; Michael Gunter. Similar
concerns were raised earlier in 1996 in response to the ACCC Issues Paper on the Code.

82 NEM Access Code Decision



The EUG argued that as the bargaining position of grid operators and end users ‘is quite
uneven’, negotiations should be subject to guidelines similar to those developed by IPART.
The Business Council of Australia (sub., p. 21-27) supported these views with reports from
their members which indicated that NSPs are not negotiating in practice and this is
exacerbated by the code being silent or ineffective on the disclosure of adequate information
to enable effective negotiations.
More fundamentally, the joint submission from the five Victorian distributors
(sub., pp. 20-21) said the connection process required significant revision to become a clear
and effective blueprint for connection to distribution networks. Specifically they said:
m the code needs to reflect the fundamental difference between procedures for large and
small scale connections, particularly in regard to:
— the vast amount of information required;
— the relevance of notification and consultation requirements;
— the degree of flexibility in approach to different categories of customer;
m undue pressure is placed on customers to provide information which they may not be able
to provide or which may not be relevant; and
m the procedures duplicate environment and planning conditions already imposed by local
laws.
Other submissions said the detailed requirements favoured large scale generators at the
expense of smaller, non-dispatchable plants, including some renewable energy forms and
more distinction is needed regarding the size of units, sufficient to protect other participants
and in proportion to the impact on system security.”
Bypass is also an important issue for network users. The Business Council believes the code
is biased against the option of bypass thus seriously limiting the ability of users to rely on the
threat of bypass as a viable alternative in their negotiations with providers. It also claims that
the application of the same network pricing rules for bypass as for network service providers
takes away the financial benefits of bypass. Similarly the Australian Cogeneration
Association (sub., pp. 8, 17; report, pp. 12—14) emphasised the need to introduce
contestability through the option of bypass:
We believe that the best approach to bypass is to ensure that the rights to such
facilities are made explicit in the code and clear to all. Experience of our members
supports the view that creating a right to build bypass or inset networks of itself
provides a powerful incentive for fairer negotiations between parties even if the
facilities were not built. We would be concerned if significant layers of regulation,
conditions or costs were imposed on the rights of bypass of a cogenerator as this
would present a barrier to entry that would adversely affect project economics,
particularly in the case of smaller cogeneration schemes (sub., p. 17).
The Association said it was willing to participate in developing guidelines for bypass.
All of the participants who advocated an explicit recognition of bypass saw it as a key
competitive discipline on the monopoly position of network service providers:*
The code should not preclude other participants from building extensions to the
network or bypassing part of an existing network. Where possible the network
owners should be exposed to competition.
Submissions from several generators and others also requested an explicit obligation on
network service providers to offer firm (ie reliable) access to network availability.* The

Greenpeace; Snowy Mountains Hydro-electric Authority; National Farmers Federation.

Business Council of Australia; Australian Cogeneration Association; Snowy Mountains Hydro-electric
Authority; Energy Users’ Group; Boral Energy; Australian Paper; Australian Chamber of Commerce and
Industry; Australian Chamber of Manufactures; BHP; Delta Electricity; Capral Aluminium; Lend Lease.
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submissions said that obliging network service providers to offer firm access (as distinct from
the present requirement to negotiate in good faith) would create incentives to maintain
network capability. They want the pricing to be fair, non-discriminatory and transparent,
with one suggestion being an annual tender of firm access contracts . It was suggested that
firm access should be available to customers, interconnection projects and load management
options.” The Snowy Mountains Hydro Electricity Authority (SMHEA) also (p. 4) proposed
that rules determining regions, losses, inter-regional hedging, firm access and constraint
payments should be viewed in conjunction with network pricing and connection
arrangements:
Ideally the set of rules should ensure that there is no systematic bias in favour or
against inter-state trade versus intra-state trade and trade within one location versus
another relative to what should occur on an economic basis. The current rules are
deficient in this respect.
Several submissions highlighted other issues that are likely to make connection applications
and negotiations difficult for access seekers, namely:
m the overall approach of the procedures is unduly complicated and onerous to participants;
m connection in the NEM will reflect a range of jurisdictional differences that continue
beyond the transition period and depend on a vaguely defined standard of ‘good industry
practice’;
m technical requirements may be used to hinder fair negotiation and limit new entry and
competition;
m the description of contestability in connection to networks is unclear and again
negotiations in this area can be aided by a set of guidelines.
4.24 The consultant’s views
In addition to the views of participants, the Commission engaged Western Power to review
the technical aspects of the access code. In relation to the code’s connection negotiation
procedures, Western Power (pp. 24-28) considered that the connection application rules
strike an appropriate balance between the interests of NSPs and participants, and that there
are adequate safeguards in place to ensure efficient connection investment decisions by
NSPs. Their report argued that the minimum terms and conditions set out in the code
schedules are reasonable and of the kind to be expected for connection agreements.
While acknowledging that the code was a complex document, Western Power argued that this
was inevitable given the complexity of the national grid and the associated technical
requirements. Nevertheless, Western Power argued that the code’s connection inquiry and
offer process would be improved if:
m  one NSP were responsible for all liaison between the code participant and other NSPs, to
avoid confusion and potential disputes;
m there were more discretion in deciding what information is needed to technically assess a
proposal;
m  existing agreements were honoured when affected by someone else’s new connection,
unless the parties agree otherwise or the change is to ensure the safety, quality and
reliability of supply;

Firm access in this case means an intra-regional hedge which insures against the risk of network constraints
within a region preventing generators (or customers) from taking advantage of favourable spot prices. In
other words, the hedge works as a proxy for continued access to the regional spot price at traded volumes.
Network reliability is discussed below at 4.3.3 and 4.3.4.

Snowy Mountains Hydro-electric Authority; Boral Energy; Hazelwood Power; Yallourn Energy;
Macquarie Generation; Tasmanian Government; Greenpeace; .
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m any new agreement should not, as far as possible, impose a barrier to entry to future
participants;

m random auditing could be used to ensure NSP information requirements are not unduly
discriminatory; and

m an NSP should be able to offer alternative ways of establishing the connection.

It also suggested that renegotiation of a connection agreement (especially one affecting

existing participants) may be contentious because participants have to accommodate the risk

of future change, even though they have signed an agreement.
4.2.5 The Commission’s considerations

The Commission recognises that the code’s standardised connection procedures provide a

number of benefits for both access providers and users because it can:

m  establish a public and common reference for connection procedures and standards;

m  minimise time and resources spent on identifying and negotiating relevant issues,
information and procedures; and

m provide a benchmark to correct problems and resolve disputes.

Moreover, as the connection requirements will be negotiated on a case-by-case basis, they are

capable of being flexible enough to meet the specific requirements of individual NSPs and

access seekers.

However, the risk remains that users may be denied their rights of access to electricity

networks by unresolved negotiations. Users may also be effectively denied their rights to

access by protracted and/or costly negotiation procedures. Consequently, the code’s
connection negotiation model needs to ensure there is an appropriate balance in the relative
negotiating positions and be simple enough to meet the diversity of customer needs and to
promote competition. The Commission’s concern is how effectively the code procedures
achieve an appropriate reconciliation of interests in this respect.

To a large extent the code and existing laws provide a range of options that individual users

and NSPs can employ to correct or resolve problems encountered in negotiating and

managing a connection agreement. For instance:

m  The code includes dispute resolution procedures which involves objective criteria and
scope for conciliation and/or arbitration by an independent yet well-informed disputes
body (for a further discussion see chapter 7 of this report).

m  The code includes inspection rights and NECA enforcement procedures which act as both
deterrents and remedies against inappropriate behaviour.

m  The Commission can apply to the Federal Court to enforce the NSPs’ access undertakings
under Part IIIA of the Trade Practices Act. The Commission can also prosecute those
participants which breach the unauthorised competition provisions of Part IV of the Act.

m  While it may be costly and outcomes somewhat uncertain, commercial arbitration and
common law enforcement are options where a connection agreement already exists.

Despite these remedies, participants expressed continuing concerns as to the recognition of

rights to bypass, difficulties in reading and using the code, negotiating advantages NSPs’

derive from their monopoly position, the desire for firm access and the potential for technical
standards to delay or prevent new entry are serious issues in terms of the key rationale of

Part IIIA (ie the availability of access to promote competition).

The Commission believes that, although the interests of NSPs are crucial, its assessment of

the code must also attach some priority to the primary users of the network. In particular, as

network users will generate many of the benefits of electricity reform by increasing
competition (eg between generators) and by allowing market forces to encourage innovative
solutions to traditional problems (eg embedded generation and demand side responses).

Moreover, when NSPs commence negotiations with users for connection, augmentation or
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related network services, the NSP is likely to possess advantages related to their monopoly
position, economies of scale and scope and position as the incumbent (eg accumulated
information, reputation and skills).

The Commission is also mindful of the public interest in maintaining and improving
electricity networks in ways that are efficient, conducive to competition and heeding social,
environmental and workplace responsibilities. The Commission is alert to the fact that the
interaction of these factors is complex and may at times encompass conflicting interests that
cannot always be resolved to everyone’s satisfaction.

In its draft decision, the Commission indicated that although it was satisfied with the overall
framework of the connection arrangements, it considered that amendments were needed on
key issues, namely bypass, interpretation of the code and firm access.

Bypass of the network

Submissions advocating bypass saw a definite need to have a viable, negotiable alternative to
using the existing monopoly provider’s network in appropriate circumstances. Without such
a right users fear access conditions will be dictated by the NSP and they will face exploitative
prices which may even be beyond the threshold of the stand-alone cost of bypass. They see a
right to insist on bypass as a means of disciplining the power of NSPs and an opportunity for
contestable entry into both the provision of network services and participation in the market.
There appears to be a strong basis to the participants’ arguments that without an explicit right
to bypass a network, access seekers have very little bargaining power in negotiating with a
network monopoly. Indeed, without a guarantee of bypass option the NSP could be viewed
as possessing an exclusive franchise. This is clearly inconsistent with the code’s principles
of contestable network facilities. It is also inconsistent with the bypass arrangements for gas
pipelines in the proposed national gas code arrangements.

However, establishing an efficient set of arrangements for bypassing electricity networks is
not straight forward. For instance, if network charges were subsidy free (ie based on the
stand alone costs plus some contribution to common costs) then the incentives for bypass
would be efficient; that is, bypass would only take place in those circumstances where
constructing a stand alone facility is the most efficient option. Yet, as was discussed in
chapter 3 of this report, network charges are unlikely to be subsidy free. Network costs will
be allocated on the basis of cost reflective and postage stamp methodologies, where the
postage stamp component is likely to involve cross-subsides from major metropolitan centers
to rural and remote communities. Consequently, network charges will tend to encourage
network bypass in major metropolitan centres so network users can avoid contributing to the
rural and remote community cross-subsidy. Conversely, network charges will discourage
bypass in the rural and remote communities.

So that bypass does not result in users duplicating network facilities in order to avoid a ‘tax’,
there should be some scope in the code to require the users of bypass facilities to continue to
contribute to the ‘tax’ which supports the rural and remote cross-subsidies. Clearly, such an
arrangement would be messy and this complexity would be avoided if network charges were
subsidy free. Nevertheless, for the time being, jurisdictional governments have adopted the
current approach in order to balance equity and efficiency objectives and this added
complexity may be necessary.

In addition to these issues, a range of other considerations would also have to be addressed if
the bypass facility was reconnected into the wider electricity grid. For instance, network and
connection charges would have to be negotiated, including in those circumstances where the
network provides standby or backup services in the case of equipment failure or maintenance
shut downs in the bypass network. The bypass network would also have to comply with a
range of other requirements such as the code’s technical requirements for system security and
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connection (eg testing and inspection) as well as the licensing and other requirements under

the relevant jurisdictional laws.

In light of these considerations, the Commission in its draft decision argued that NECA

should include in the code an explicit right for users to bypass electricity networks.

However, the above discussion suggests that more work is also needed to explain how bypass

will work in practice, how it will mesh with other aspects of the code and how it will account

for the interests of users, providers and the public. Consequently, to ensure that these
arrangements are efficient and do not adversely impact on inter-connected networks and
users, the code should allow regulators or jurisdictional governments to develop guidelines to
govern the bypass arrangements. Specifically, in the draft decision the Commission stated
that:
Chapter 5 of the code must explicitly recognise the right of third parties to
bypass the network, include guiding principles and, in a process involving the
Australian Competition and Consumer Commission, require jurisdictional
governments and regulators to develop guidelines to address the complex issue of
achieving efficient bypass.

Nearly all submissions at the pre-decision conference and afterwards supported an express

provision allowing bypass by third parties of existing network. However, opinions differed

as to whether the implementation of bypass should be subject to any efficiency or similar
criteria.

Network service providers and others® voiced concerns about the code allowing for

inefficient bypass and duplication of assets. In particular, they emphasised that:

m the incentive for bypass is created by distortions in network pricing, especially where
averaging and maximum tariffs result in prices that are not cost-reflective;

m providers, particularly distributors who are obliged to maintain averaging, cross-subsidies
and maximum tariffs, will find it very difficult to accommodate significant bypass within
these pricing restraints;

m cven outside such restraints, bypass could result in the remaining network customers
paying more to prevent the stranding of existing assets;

m users exercising a right to bypass should still contribute to subsidies within the network
pricing arrangements;

m  bypass to non-contestable customers should not be allowed to undermine agreed
transition arrangements; and

m third parties who bypass the network should register under the code as network service
providers and be required to provide an access undertaking.

Customers and user groups’ supported an explicit provision allowing bypass, seeing it as a

countervailing factor in negotiations with monopoly network service providers. They

expressed concern about conditions or guidelines governing the implementation of bypass
that may have the effect of unduly restricting its use. They propose that either:

m there be no restrictions on the negotiation of bypass arrangements apart from commercial
incentives and reasonable technical conditions; or

m that any guidelines focus on procedures for the efficient negotiation and implementation
of bypass, leaving it to the investors to judge whether or not bypass is economically
efficient.

Hugh Outhred noted that it would be unwise to rely too heavily on bypass to control NSP

behaviour.

TransGrid; Solaris; CitiPower; Eastern Energy; Powercor; SEQEB; Incumbent New South Wales DNSPs;
South Australian Government; SMHEA; energyAustralia.

7 EUG; BCA; Australian Cogeneration Association; BHP; Australian Paper; Cadia Mines; Ampol.
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A related issue raised by network users was the scope of both rights of access and bypass
under the code, with particular focus on access to easements. At the pre-decision conference
TransGrid indicated that easements were not part of the code because they are covered by
jurisdictional laws. Cadia Mines advocated that rights of access, including procedures for
resumption and compensation of freehold, should be the same as for statutory bodies. The
EUG requested that, before approving the code, the Commission ensures that the exclusion of
easements from the code will not diminish contestability.

In response to these concerns, the Commission requested the applicant to amend the code so
it was clearer that the scope of the access code relates to the facilities of the NSPs in relation
to the services of conveying and controlling the conveyance of electricity. Consequently, it
would be clearer that the access code does not cover any other services that could be
provided by an NSP’s facilities.

In addition, the concerns raised by both users and providers regarding implementation of
bypass within the context of existing regulatory arrangements support the Commission’s
view that guidelines on bypass are required. These arrangements presently cover such
diverse issues as regulated tariffs, cross-subsidies and statutory easements.

Difficulties in reading and using the code

Participants argued the code is a complex document which may act as a barrier to entry to
smaller or inexperienced market participants. The Commission believes that it should not be
unexpected for the code to be complex as many of the issues it addresses are of a highly
technical nature. Moreover, given its legal status, the code has to be written in a way for it to
be interpreted and enforced with clarity and certainty. Finally, the design and content of the
code attempts to balance:
m new rights and obligations of participants in a restructured industry and market including
the right to be connected upon request;
m the need to reduce NSPs’ existing monopoly and information advantages;
m the safety of life, health and property; and
m the duty of NSPs and system operators to maintain the network.
Consequently, the Commission understands the difficulties which were encountered in
dealing with these wide-ranging concerns in a clear, systematic and integrated manner, which
is capable of being adapted to the diverse needs of users and providers. The Commission
also recognises that in developing the code widespread consultation and numerous trials were
undertaken with a view to producing a workable set of arrangements. Moreover the code has
an in-built change process to enable ongoing reform and NECA is being advised by a Market
Liaison Panel created to review the code’s implementation.
At the same time, difficulties in reading and using the code are a major theme of most
submissions, especially from users and users’ groups. Similarly, the information burden the
code places on small users is seen to be unmanageable and inflexible. Unless addressed,
these difficulties could delay and hinder the participation of those small users in the access
arrangements and the electricity market.
A useful proposal has been for a range of organisations (eg NECA, regulators etc) to publish
additional guidelines suited to particular classes of user, technologies and/or applications.
The aim of such guidelines should be to simplify the procedures for participants and to
clearly identify the minimum amount of information and consultation required to comply
with technical standards and code objectives. Moreover, NSPs could develop forms to assist
users to prepare the information required for connection applications. The Commission
thinks such guidelines, if well written, will not detract from the integrity of the code as the
standard reference on the electricity market. Instead they ought to be a useful way of
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providing a plain English explanation of the code provisions that are most relevant to
individual users and providers.
The Commission maintains the view expressed in the draft decision that it would be useful
for facility owners and network users if these guidelines identified explicit discretions within
the connection process that minimise the burden of paperwork and compliance on small and
new participants.
More generally the code’s review and changes processes need to give priority to improving
the ability of users, especially small users, to manage the connection process in an effective,
efficient manner. The code is likely to be an evolving document, with ongoing clarification
and development to make the code more understandable and appropriate to current and future
industry needs. It would appear that the code change process goes some way to providing an
opportunity for such refinement to the code. Nevertheless, in the draft decision the
Commission stated that:
To improve the efficient operation of the access code’s procedures, the National
Electricity Code Administrator should simplify and refine the code on an on-
going basis, including developing guidelines, forms, diagrams and charts in order
to enable small and new users of the network to interpret and apply the code.
In response to this recommendation, submissions from users stressed the need for guidelines
to facilitate the negotiation of network access and augmentation. The EUG calls for a set of
guidelines (particularly principles) for the negotiation of connection and avoided network
costs. Similarly, the ACA advocates embedded generator guides and negotiation guidelines
particularly for connection, standby and avoided network costs.
Firm access

The Commission is aware that firm access is much debated and the current code provisions
are the latest of several versions. In addition there has been a profound change in the
commercial relationship between generators and transmission networks, as well as others in
the industry, as a result of structural separation and privatisation along with the wholesale
markets and access arrangements. Previously, firm access arrangements were determined by
administrative decisions, often internalised in a single organisation or at least in a public
sector framework. In future, the risks of operating generation units and underwriting new
plant will be determined on the basis of commercial negotiations and incentives. The code
provides some guidance on these matters, but the issue is complex and is also linked to
decisions on regional boundaries, price differentials and network constraints. Rules
governing the treatment of constraints within and between regions should aim to minimise
any bias for one type of trade over another.

Although NSPs are not obliged to provide firm access in every case, the code includes a set
of obligations in terms of negotiation, information and compensation arrangements.
Similarly, generators are limited to their maximum power input and any arrangements must
account for its impact on firm access for other generators.

Improved cash flow provides a major incentive for both generators and NSPs to bargain firm
access. Generators are either compensated when constrained-off or are able to bid
unconstrained (because of network improvements) when spot prices are favourable; and
NSPs derive revenue from the sale of firm access rights which can partly fund those network
improvements. Consistent with these incentives, the code provides for maximum prices for a
defined (minimum) network service. It also envisages that participants can negotiate
discounts for the defined service or can negotiate for an improved level of service but at a
higher price. In this context it should be remembered that generators pay little in the way of
TUOS charges.
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However, both NSPs and generators claim some network problems (including some
constraints) occur for reasons neither can control, yet there are common benefits in managing
this residual risk. The Commission notes there is nothing in the code which would prevent
generators, NSPs or both insuring against this risk externally, in addition to negotiated firm
access arrangements. The cost of this cover will be guided by commercial assessments of
risk and may provide useful information for assessing the cost of alternatives (eg investment
in network enhancement). However, firm access and insurance arrangements will make the
relationships between generators and NSPs more complex due to the sharing of risk.
Consequently, the Commission believes that while the code is largely neutral on firm access
arrangements, the code includes sufficient flexibility for generators and NSPs to negotiate
access arrangements (including firm access) which is in the commercial interests of both
parties. Nevertheless, if the generators’ concerns are realised, and the NSPs refuse to
negotiate terms and conditions, then at that stage it may be appropriate for the Code Change
Panel to consider alterations to the code which provide NSPs with additional incentives or
obligations to provide firm access arrangements.
NECA accepts the need to keep firm access arrangements and the extent of their use under
review as part of its annual reviews of code operations.
In contrast to these views, a number of submissions voiced concerns with the potential for
discrimination in the allocation of firm access. Related to this is the possibility of one or a
few generators dominating firm access arrangements in a regional market, thereby excluding
others from that market.
While these concerns may have some basis, they are not sufficient to reject the notion of firm
access. For instance, the firm access arrangements could be for a limited period. Moreover,
discrimination between suppliers or customers may not be detrimental to competition or
access, and may be based on legitimate efficiencies. However, if this is not the case, there
may be a breach of Part IV of the Trade Practices Act where existing remedies apply
(eg where discrimination is symptomatic of anti-competitive misuse of market power,
substantial lessening of competition, exclusionary provisions or blatant disregard for interests
of either users or the public).
Alternatively, when firm access arrangements are likely to involve both anti-competitive
discrimination and public benefits, the relevant access undertaking could be varied (subject to
the Commission’s approval) and/or the relevant conduct submitted for authorisation by the
Commission to avoid challenge under the Act.
A related issue is the issue of network reliability and the achievement by NSPs of a suitable
standard of performance in the operation of network and connection assets. For example, the
firm access arrangements discussed above seek to establish a range of financial incentives to
ensure such performance. Other relevant concerns in this context are those raised in regard to
the provision of system security services by NSPs and the ability to include ancillary services
in connection agreements. These issues are discussed further in 4.3.3 and 4.3 .4.
Based on the range of views and concerns of a broad cross section of parties involved in the
electricity industry, the Commission in its draft decision stated that:
At an appropriate time after the commencement of the market, the national
Electricity Code Administrator should review the arrangements for firm access
so the code change processes can consider any amendments required to
introduce further incentives and/or obligations regarding the provision of firm
access.
Submissions received since the pre-decision conference highlight the complexity of firm
access indicating that it cannot be dealt with in isolation. It has ramifications for other
concerns such as the identification and management of network constraints, the potential to
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commercialise ancillary services, compensation for both constrained-on and constrained-off
generation, the scope for generators to pay transmission charges and the obligations and
incentives on network service providers to deliver identifiable standards of service.

For instance, at the pre-decision conference and in subsequent submissions®, generators
argued for a significant strengthening of the firm access provisions in clause 5.5. They
requested that NSPs be obliged under the code to negotiate and offer firm access hedge
arrangements with compensation whenever generators are constrained-off the network. They
argue that, under the present provisions, NSPs presently negotiate from a monopoly position
and thus have no incentive to bear extra risk of network constraints and the adverse impact
these constraints can have on access to favourable pool prices. The incumbent generators
argue that NSPs should offer a choice of access arrangements including, but not restricted to,
firm access. They also argue that obliging NSPs to offer firm access would be the most
efficient allocation of network risks to the party most able to bear the risks and would
reinforce locational pricing on different parts of the network, thus removing uncertainty for
new generators connecting to the network.

At the pre-decision conference the ACA commented that generators would be entitled to firm
access if they paid for it, referring to the fact that generators (in contrast to loads and
embedded generation) are currently not liable for transmission charges. Submissions from
user groups and customers’ propose that generators should pay TUOS charges and negotiate
firm access in their connection agreements with their network service providers. The ACA
argues this will create commercial incentives for generators to monitor, and providers to
improve, network performance. It also argues that the exemption of generators from network
pricing means users and consumers will ultimately bear the capital cost of transmission.
Exemptions from access undertakings

While NECA may exempt NSPs from the code obligation to provide an access undertaking, it
should be noted that such exemptions will not replace the coverage of significant
infrastructure by Part IIIA and hence the risk of declaration of services not already covered
by an undertaking. The Commission understands that in practice these exemptions will only
apply to small networks (eg high-rise buildings and caravan parks) which do not meet the
declaration criteria.
On the issue of the code and undertakings operating until 2010, the Commission is conscious
of participants’ concerns that the status of a protected provision may detract from
competitiveness and flexibility. In practice, however, the Commission and the applicants are
well aware (not the least due to the authorisation and access process) that the code will be an
evolving instrument requiring regular review and changes. In this context, the Commission
considers that clause 1.12 operates only to protect the provision that:
m the code sets out the terms and details of access arrangements; and
m the access code and access undertaking expire on 31 December 2010.
Therefore the provisions of the access code or access undertaking in the code are not
protected, and any changes, for example arising from the NECA review, will not be
prevented by the protected provision status of clause 1.12. The Commission believes that the
protected provision status of the access undertaking and the duration of the protected
provisions provide a degree of certainty to market participants.

4.2.6 The applicant’s response

Yallourn Energy; Optima Energy; Macquarie Generation; Loy Yang Power; Hazelwood; SMHEA.
Australian Cogeneration Association; EUG; BCA; Ampol; Incumbent New South Wales DSNPs;
energyAustralia; Australian Paper.
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The applicant has accepted the Commission’s proposals relating to bypass arrangements.

First, the applicant has amended the code by inserting new clause 5.1.2(c):

(c) Nothing in the code is to be read or construed as preventing any person from
constructing any network or connection assets.

Second, the applicant also agreed that the review of transmission and distribution pricing will

include a more detailed consideration of bypass, including the issue of efficient bypass, and

will consider the content of guidelines. In particular, clause 5 of Terms of Reference state
that the review will specifically consider:

m the basis for an appropriate framework to govern the right of third parties to bypass

transmission and/or distribution networks.

Third, the applicant has amended Schedule 5.8 to make it clear that the access undertaking, to

be submitted by all NSPs, relates to the network services of conveying or controlling

electricity and not to other services which could be provided by the networks’ facilities. In
particular clause 4 of Schedule 5.8 has been amended to state:
On registration by NEMMCO as a Network Service Provider, the Network Service
Provider undertakes to provide access to the network services of its transmission
networks and distribution networks on the terms and conditions set out below.

And the definition of network services in chapter 10 of the code has been amended to state:
Transmission service or distribution service associated with the conveyance, and
controlling the conveyance, of electricity through the network..

In response to the Commission’s concerns about code complexity, the applicant indicated that

NECA will review a broad range of technical standards within two years of market

commencement.

The applicant accepted the Commission’s proposal to review the arrangements for firm

access and have included this within NECA’s review of transmission and distribution pricing

arrangements. Specifically, clause 5 of the Terms of Reference states that the review will
specifically consider:

m  whether there is a need for a framework for firm access and, if so, appropriate

arrangements.
4.2.7 The Commission’s findings

In general the Commission considers that the connection negotiation process promotes the

interest of facility owners and network users in that it: gives appropriate emphasis to the

customer exercising their initiative to establish access to the network; documents in detail the
procedures, standards and information required to negotiate a connection agreement; employs
time lines and other obligations to ensure connection negotiations progress to a suitable
outcome; and allows for review of critical decisions affecting participants’ interests.

Despite this, the Commission shares a number of the participants’ concerns in relation to the

relative negotiating position of NSPs and access seekers and the information burdens the

code’s connection procedures places on smaller access seekers. Nevertheless, the

Commission believes that the impact of these concerns will be ameliorated by the inclusion

into the code of a right for participants to bypass networks and by a clarification of the

services covered by the code. These concerns will also be further addressed by the NECA
review of transmission and distribution pricing which, amongst other things, will specifically
consider the frameworks governing bypass and firm access.

While the Commission supports this approach, it believes the bypass guidelines should aim to

accommodate the diverse interests of facility owners, network users and final consumers by:

m setting out effective negotiation and implementation procedures;

m defining conditions for efficient investment in bypass within evolving network pricing

arrangements; and
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m clarifying the status of bypass facilities with regard to access undertakings and
jurisdictional planning laws.

In addition, the Commission believes NECA should devise a program of review to test the

effectiveness of the connection process to:

m  distinguish the information requirements that are essential for all connections and those
that apply only to large users or complex applications;

m  give NSPs a clear discretion (exercised upon an applicant’s request) to exempt small
users from information and other procedural requirements; and

= minimise the burden of compliance for users and providers.

Moreover, the Commission maintains its view that through the various reviews, NECA in

collaboration with NEMMCO, should attempt to simplify the code where practicable and

develop user guides with a view to addressing the concerns of smaller market participants.

4.3 Equipment design and technical standards
Chapter 5 of the code and its schedules detail the information NSPs require from:
m participants designing or obtaining equipment to connect to the network; and
m  all participants in order to forecast and review the use of the total network.
The schedules specify the technical and performance standards relevant to each type of
network participant (ie NSPs including distributors; generators; and customers) unless varied
in connection agreements. The content of these schedules largely mirror the system security
requirements of the access code. To assist in the assessment of the connection arrangements,
the Commission engaged Western Power to provide a review of the code’s technical
requirements including those which apply to network connection. The Commission’s
assessment of the technical requirements for power system security and metering are
contained in chapter 6 of this report.

4.3.1 Issue for the Commission
The design, technical and operating standards specify a range of basic requirements which
together represent an up-front cost for both users and NSPs in establishing and operating
viable connections, maintaining the integrity of the system and enabling users to participate
in the wholesale or retail electricity markets. At the same time, standardising the connection
requirements attempts to streamline the process to ensure the connected equipment and
systems are compatible.
In examining these standards and the nature of the associated rights and obligations of NSPs
and users, the Commission’s approach has placed particular emphasis on:
m the public interest in both:

— promoting competition in markets by minimising the cost of complying with the

technical standards underlying network operations; and
— safeguarding the collective interests of all users and providers in their safe, efficient
and effective use of the network system;

m the interests of individual users in terms of their investment in connection assets, their

location on the network and their capacity to supply or receive electricity via the network;
m the interests of individual providers in terms of preserving the value of their investment in

the network system; and
m the existence of long-established technical standards and practices which are supported

and regulated by access regimes in each State and Territory.
The Commission’s analysis of the standards seeks to determine whether the cost of
compliance and/or enforcement of the standards will:
m create any unjustified costs or inefficiencies for participants;
m unduly favour some participants relative to others;
m lead to inconsistent or discriminatory treatment of participants; or
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m  otherwise hinder access without yielding any net public benefit.

4.3.2 What the applicant says
The design, procurement and construction of plant and equipment must be based on the
technical requirements in the code and relevant connection agreement. In reaching an
agreement, the applicant and NSP must ensure:
m  design information and drawings are inspected and approved prior to manufacture of

equipment; and

m inconsistencies and design deficiencies are negotiated and resolved.
The NSP shall use best endeavours to advise of inconsistencies but bears no responsibility for
failure to advise of a design deficiency.
The planning process for the shared network has been based on a model of co-ordination
between NSPs, generators and retailers, involving shared forecasts, planning reviews,
analysis of expected developments of the shared grid, consultation with affected participants,
reports on planned augmentations and their cost. This is discussed later in chapter 5 on
augmentation.
The applicant says that the procedures and technical aspects of the code (see Box 4.2 for
more detail) are required to ensure the safety of the electricity industry, workers and the
general public. Also, inappropriate connection of equipment can reduce the quality of supply
to other network users. The integrity of the network is maintained by the provisions and
schedules dealing with:
the design of connected equipment;
planning and developing the network;
inspecting and testing equipment;
the power of NEMMCO to disconnect customers;
network performance requirements; and
connection requirements for applicants.
NSPs, customers and generators are all required to maintain and operate equipment that is
connected to the network in accordance with the relevant laws, the code and good industry
practice.
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Box 4.2: Technical and performance standards

The schedule for NSPs has the ‘satisfactory operating state’ of the network as its basic
reference and then defines the various performance measures required in different operational
categories to deal with departures from normal conditions. These are set out as objectives or
targets for such matters as:

= power transfer capabilities;

= frequency variations;

= voltage control;

= system stability;

» fault clearance times;

= load shedding capability;
= line ratings; and

= remote control and monitoring technologies.

In terms of performance outcomes, the schedule for generators focuses on the continued
supply of power in extreme or worst case scenarios. Targets based on electrical engineering
standards include matters such as:

= automatic control of active and reactive power;

= reactive power capability;

= automatic disconnection and other protection features;
= governor systems and responses;

s transformers;

s shut-down, restart and loading rates; and

= communication systems; remote control and monitoring technologies.

Generators have specific obligations to negotiate and co-ordinate with their NSP on design
and layout of plant, protection and control measures, insulation, fault levels and clearances,
and communications. The schedules also classify the different types of data required for
connection and planning purposes.

Operational standards for customer connections are specified for such areas as:

= compliance with relevant Australian design standards;

= protection settings;

= power factor requirements;

= load balancing and shedding;

= voltage fluctuations and harmonics; and

= substation design.

The access code (schedule 5.1) defines the power system performance standards to be
maintained by NSPs when designing connection facilities for customers and generators. The
code sets out performance standards for NSPs, particularly in the technical schedules.
Schedule 5.1 obliges each NSP to:
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m fully describe the quantity and quality of network services which it agrees to provide to a
person under a connection agreement in terms that apply to the connection point as well
as to the transmission and distribution system as a whole;

m ensure that the quantity and quality of those network services are not less than a level of
service which complies with the criteria in schedule 5.1, recognising that levels of service
will vary depending on location of the connection point in the network.

Network services which are not covered by schedule 5.1 are to be described in terms that are

fair and reasonable. These criteria may be varied in a connection agreement but not if there

is an adverse effect on other participants. Schedule 5.6, which covers the terms and
conditions of connection agreements, also refers to ‘details of any agreed standards of
reliability of transmission service or distribution service at the connection point or within the
network.’

These performance standards are also to be maintained by the NSPs as they design

augmentations in response to an increase in customer loads or new generation plant.

Similarly, the conditions for connecting generators and customers (schedules 5.2 and 5.3),

reflect the unique physical differences involved in supplying electricity to, and consuming

electricity from, a network.

The code also specifies procedures for negotiating connection and design covering matters

such as minimum information for each stage, for example preliminary enquires should

identify plant (including type and configuration), location, maximum capacity,
production/consumption rates and technology. Connection points are to be defined in the
connection agreement. The schedules also classify the different types of data required for
connection and planning purposes.

In support of the code’s connection arrangements, the applicant (sub. p. 217) argued that the

legitimate business interests of the NSP is protected by ensuring that the network’s pre-

existing service standards carry over into the National Grid. Moreover, any variation from
these standards is by negotiation between the NSP and the network user.

In a similar vein, the applicant (sub. p. 218) argued that the code’s connection arrangements

promote the public interest by setting technical standards to ensure that the power system

operates safely and that it transports electricity according to acceptable quality standards. At
the same time, the standardisation of connection requirements attempts to streamline the
process to ensure compatibility of connected equipment and systems. The applicant
submitted (sub. p. 156) that:
These technical standards despite their different impacts on suppliers and customers
operate in the public interest because without them the power system will not operate
safely to convey electricity to customers to an acceptable technical quality of supply.
These standards are similar in their economic effect as those applied to many markets.
The standards help establish a degree of confidence in the quality of the commodity
and in so doing reduce the
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Table 4.1:

States and Territory technical derogations

State Transmission Distribution
Expiry date Derogation Expiry date Derogation
Victoria 31/12/2002 Generators, smelters and other traders exempt from | Indefinite ORG regulates access, connection and
code where it conflicts with contracts. Generator augmentation for all networks according to ORG
performance must follow Victorian requirements. (not code) procedures.
Networks: Automatic reclosure requirements and
target fault clearance times agreed by VPX and
PNV will replace relevant code provisions.
New South Power Trader Power Traders exempt from code where it conflicts | Not applicable. Not applicable.
Wales exemptions cease with supply agreements. New South Wales
when supply operating standards continue as regional procedures
agreements end. after market commencement.
South 31/12/2002. Generator performance must match South Until code changes | Particular facilities may be exempt from
Australia Australian requirements and are exempt from deliver equivalent NEMMCO. Existing connection design

specific code performance requirements.

benefits to South
Australia.

requirements under existing agreements are

deemed acceptable for code purposes.
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transactions costs of supplying and purchasing electricity both at the wholesale and

retail level.

The applicant states that the integrity of the networks are also preserved by the access

code’s requirements relating to system security, system reliability and the duties of

NEMMCO.

Table 4.1 indicates how the jurisdictions will replace the code technical standards with their
local variants for the transition period.

The applicant points out (sub. p. 156—7) that there is flexibility in implementing the technical
standards as:

Not all existing facilities connected to the networks in participating jurisdictions

comply with minimum technical standards in chapter 5. These differences arise

because:

m technology and technical standards have changed over 40 years;

m it has not made commercial sense for an existing facility to upgrade its facility
when the current facility is not compromising the quality of electricity received by
other users.

The applicant states that the public interest of customers and generators would not be served
by an arbitrary requirement to upgrade existing facilities to new technical standards when
there is no appropriate financial incentive to do so.

4.3.3 What the participants say
TransGrid (sub., p. 6) stated the code’s quality requirements are the minimum necessary for
the safety and security of the system and to protect customer and network equipment and
similar to standards used world wide. TransGrid saw sufficient scope to vary connection
design as long as it does not affect the quality and reliability due to others. The requirements
are adequate to ensure continued viability of network businesses and provide levels of supply
and reliability as at present.
The consultant’s report stated that, in general, the technical requirements will not:
®m impose any unnecessary barriers to those seeking entry to the market and/or access to the

wires infrastructure;
m place any burden on new providers beyond those necessary to ensure an adequate level of

power system security;
m create any advantage/disadvantage for current network providers, provided power system

security and quality of supply are not adversely affected; or

m discourage network investment or impede the future development of the market.
The consultants conclude the connection requirements are consistent with the need to ensure
an adequate level of power system security and generally consistent with accepted industry
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practice. However, they also pointed out several areas where the code could be improved by:
m providing more specific information on some requirements (eg protection settings;
duplicate protection; stability; design standards) to avoid disputes over interpretation;
m further highlighting special conditions or exemptions applying to co-generators,
embedded generators and alternative generators; and
m achieving uniformity between jurisdictions on such issues as the inclusion of three phase
faults as credible contingency events for lines operating at or above 220kV.
The Business Council of Australia (sub., p. 27-29) said their members’ experience indicates
that technical standards will favour incumbents over new participants. Moreover, because of
derogations, technical standards will differ between States which:
...can impose serious impediments to the entry of new competitors and to the
operation of efficient competitive markets. They also violate the general principle of
mutual recognition of standards applying on one State by the other States. Differing
technical standards can be readily used as a subtle barrier to entry by the existing
incumbents.
These differences included:
m  more stringent security standards for new entrants;
m  excessively long fault clearance times;
m  excessive delays due to assessment of technical requirements; and
m unrealistic requirements for load balancing.
The Council called for common minimum technical and security standards and their
publication together with supporting information.
Network reliability

Submissions from a number of generators expressed the view, based on experience, that the

standards of performance set for NSPs in the code will not be adequate and that there are few

incentives or obligations in the code for NSPs to provide reliable network or connection

assets. They believe the code arrangements insulate NSPs from the market and other

commercial risks created by unreliable or constrained networks and yet allow them to collect

revenue irrespective of their performance. For instance, Hazelwood Power (sub. p. 2) argued:
The market is defined as occurring at a notional regional node and the network
provides the only means of physical transport to and from this node. Participants are
rightly obliged to pay for this service. However, failure of this transport capability
causes pool and contract risk for participants and in some cases extreme financial
detriment — yet the code requires only ‘reasonable endeavours’ performance from the
network for the regulated charge.
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These submissions contrasted the performance requirements on NSPs with the technical
obligations on generators, particularly small and alternative energy plant, which they see as
very onerous.
An obligation to provide firm access (discussed earlier in 4.2) is advocated by these
participants as one way of insisting on improved reliability. They also seek a more direct
sharing of risks between users and providers, based on ‘strong levels of network
performance’:
Network failures and actions that result in losses to the generator particularly those
associated with connection assets should also impact on the network owner. There
needs to be a financial penalty available to the generator when the network owner
does not meet his obligations as defined in the connection agreement. This is not to
say that the network should be exposed to the full loss that the generator incurs but
that there should be a code requirement for some form of liquidated damages. '’
These submissions also wanted the NSPs’ delivery of network performance to be used as an
indicator in assessing their entitlement to regulated revenue.
Ancillary services

Several submissions also voiced concerns over the obligation to provide ancillary services
through negotiated connection agreements and NEMMCO directions, based on technical and
system security requirements. They did not think it appropriate for NSPs to provide such
services through connection agreements. Instead connection agreements with networks
should be restricted to the level of service so that the risks to generators and customers from
loss of transmission can be properly managed:
The currently proposed arrangements are unsatisfactory and will lead to inefficiency,
excessive cost to the customer and unnecessary barriers to entry. Networks should
not be negotiating aspects of system security and ancillary services via network
connection agreements. H
They also indicated that several services which the code allocates to the NSPs properly
belong with the market operator and system security. Even so, they claim the code is
uncertain regarding NEMMCQO’s discretion to pay for these services.
They prefer ancillary services to be sourced competitively based on a fully informed market
where generators providing such services are appropriately recompensed, especially where
they are directed by NEMMCO. However, there is also a perceived need for transparency
and monitoring of these market transactions to prevent generators exploiting compensation
arrangements.
Note that the role of NEMMCO in providing ancillary services has also been examined in the
Commission’s authorisation determination.
Derogations

The Australian Cogeneration Association (sub., p. 33-34) and the Energy Users Group

criticised the derogations from the code’s technical standards on several grounds:'?

m neither the Tasmanian or Queensland derogations are available for detailed comment; and

m established generators (typically coal-fired plant) will be exempt from the technical
standards, whereas cogeneration plants and new entrants will not be exempt.

Macquarie Generation, sub, p. 2 ; see similar comments in Hazelwood Power; Ecogen Energy; Snowy
Mountains Hydro-electric Authority.

Snowy Mountains Hydro-electric Authority, sub., pp. 7--9; also Energy Users Group; Yallourn Energy;
Hazelwood Power; Delta Electricity; TransGrid; Ecogen Energy; energyAustralia; Government of South
Australia.

The submission also criticised several of the network pricing features of these derogations. Also see
Energy Users Group, p. 94.
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The EUG (sub. pp 4-5) also requested that the applicant demonstrate that the New South
Wales derogations (which adopt the New South Wales System Operating Procedures) are
‘not anti-competitive and are consistent with the National code and market objectives.’
The technical consultancy (pp. 74—77) suggested that more justification would be appropriate
regarding the Victorian and South Australian exemptions for generator and network
performance. It also suggested other improvements:
m  making all variations to the requirements of the code available to all code participants to
ensure consistent and fair application of the requirements; and
m upgrading non-compliant facilities to meet the requirements of the code when the
facilities are eventually replaced or upgraded.
4.3.4 The Commission’s considerations
Code complexity

The Commission recognises that electricity networks involve sophisticated technology
involving a diversity of inter-related providers and users which in turn imposes significant
safety, liability and service quality complications. As with connection procedures, different
interests need to be balanced including important public interest needs of health and safety.
The need to protect life and property is agreed by providers and users as a fundamental
priority.

The issue of complexity emerges as an important concern for users. By its nature the code
and especially the engineering requirements of system security and technical operations must
be complex, requiring a suitable level of competence to interpret and implement its
provisions. The sophistication of modern electricity networks means the scope to simplify
this complexity is limited.
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However, the criticism of complexity also points to difficulties participants have in reading
and interpreting the content and intentions of the code. The submissions show that this
occurs in several ways, for example:
m provisions are too long, awkwardly phrased and/or legalistic in form;
m topics are treated in an uneven or inconsistent manner; and
m provisions are not adequately cross-referenced to other code provisions or the National
Electricity Law where relevant.
Network service providers have an obvious advantage in that they have the skills and
information to negotiate on these issues and develop them constantly in a range of situations.
In contrast, even though most users wishing to negotiate connection arrangements may have
the commercial ability to deal with the issues, acquiring the technical competence will be
infrequent and often too difficult or costly. The availability of such skills may develop as the
market matures but presently there will continue to be a significant gap between the
competence of providers and users.
One way of redressing this inherent disadvantage is to recognise it more explicitly in the
implementation and structure of the code. This can be achieved in a number of ways, for
example:
m publishing guidelines targeted to different types of customer and different aspects of
network operation, technical standards and system security; and
m introducing more explicit recognition of users’ comparative disadvantage in the code
change, complaints and dispute processes.
Reflecting these concerns, in its draft decision the Commission recommended that:
NECA review the complexity of technical standards and produce guidelines on
the level of compliance appropriate to different participants.
As noted above, submissions from users emphasised the need for negotiation principles and
guidelines. The ACA states that the code is intimidatory and is potentially a barrier to new
entrants, especially for smaller scale generators including cogenerators and renewable
technologies. Australian Paper states that a vast amount of the specified detailed
requirements are inapplicable to small scale connections to distribution systems.
Technical requirements on generators
Comments from both the consultants and submissions suggest there are a number of concerns
regarding the technical requirements applying to generators and more specifically co-
generators, embedded generators and alternative generators. These concerns are set out in
the consultant’s report (Western Power, pp. 49-52, 56-57) and include such issues as:
m leading and lagging ranges for synchronous and asynchronous generators;
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m justification of reactive requirements set by NSPs;

m information requirements relevant to non-synchronous generators; and

m data requirements for generators equal to or smaller than 30 MW.

While it is likely that many of these issues were considered in preparing the code, the

Commission maintains the view expressed in the draft decision that the applicant should

revisit them in light of the consultants’ comments. The Commission believes it would be in

the interests of facility owners and network users for the applicant to respond to these issues
and propose relevant actions, including the consideration of changes by the code Change

Panel. Specifically, in the draft decision the Commission stated that:

The Commission recommends that the National Electricity Code Administrator
respond to concerns raised by the consultants regarding technical standards
which will apply to generators, including cogeneration, embedded generation
and alternative generation.

Also related to the issue of technical standards are the derogations which deal with the

individual circumstances of existing plant. This issue is discussed below.

Network reliability

A key issue here was not whether standards of performance exist or can be negotiated but

how these standards will be implemented in practice, consistent with the aim of achieving

‘long term benefits to code participants in terms of cost and reliability of the national grid’

(clause 5.1 (d)(1)).

As indicated earlier, the technical schedules of the code oblige NSPs to:

m specify the quantity and quality of network services; and

m ensure a suitable level of service,

they will provide in their connection agreements, consistent with the code’s standards or with

terms that are ‘fair and reasonable.’

However, in light of the concerns raised by generators and other network users as to how

these standards will work in practice, the Commission in its draft decision considered that

each NSP, as part of their access undertaking, should:

m formalise their approach to these code requirements in the form of a binding code of
practice or service charter regarding the provision of network and connection asset
reliability; and

m  have the code of practice/service charter approved by the ACCC and/or relevant
jurisdictional regulator (subject to any relevant conditions required by the regulator).

Specifically, the Commission’s draft decision stated that:
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The Commission recommends that each NSP develop a service charter on
network reliability as part of its access undertaking to demonstrate how it will
comply with code requirements on technical standards and operational
performance.

Ancillary services

On the question of ancillary services, the Commission is aware of the arguments for and

against the central provision of these services, particularly during the transition period. In its

draft decision on the NEM market rules, the Commission argued that the provision of
ancillary services necessary to maintain a secure power system should be contestable and
driven by market incentives. In addition, the Commission argued that, consistent with the
development of market arrangements, the code should encourage the development of an
ancillary services market and limit NEMMCO’s intervention to the provision of system
security which the market cannot deliver.

Accordingly the Commission considers that the inclusion of ancillary services in connection

agreements should also be phased out to a minimum once market mechanisms are established

for the trading of these services, unless individual network users and NSPs agree otherwise as
part of their connection agreement.

Consistent with these views, in its draft decision on the access code the Commission stated:
The Commission recommends that the NECA review on ancillary services
should include an examination of their provision in connection agreements with
a view to phasing them out once there is an ancillary services market.

At the pre-decision conference and in subsequent submissions, there was general support

for an early review of the provisions relating to ancillary services with the objective of

introducing market-based arrangements for the delivery of such services. The majority of
these submissions support the Commission’s condition that NEMMCO report on the review
findings to NECA within one year of the market commencing. Several submissions cited the
capacity of dispatch software to accommodate the trading of ancillary services.

There is general support for the unbundling of ancillary services as separate products outside

of the pricing arrangements for network services or pool fees. Submissions from several

generators'* indicate that commercial arrangements for the supply of ancillary services would
be a more suitable means of supporting technical requirements for network and system
security. They also state that a corollary of an ancillary services market would be revision of
the code to remove a perceived bias favouring NEMMCO contracts for ancillary services, to
remove ancillary services requirements from connection agreements and to revise existing

3 EUG; Business Council of Australia; CitiPower; Eastern Energy; Solaris; SMHEA; Macquarie Generation;
Yallourn Energy.
' Delta Energy; EME; Hazelwood; Loy Yang; Optima Energy; Incumbent Victorian generators.
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technical standards for generators.

Some submissions advise caution in the development of an ancillary services market.
Hazelwood states that a two year time frame for the review would be more appropriate given
that the need for substantial code changes to the technical standards for generators and to
ancillary services arrangements. Similarly, Pacific Power proposes that current arrangements
for ancillary services remain in place until the review is completed, to ensure the capacity of
the dispatch software and the commercial viability of new arrangements. Dr Hugh Outhred,
commenting on the NEM 1 Ancillary Services Project, questions whether one year would
allow sufficient time to achieve a balanced outcome which accounts for distributed resources
and demand side perspectives.

System security

Regarding system security, the Commission understands that the correction of some system
security problems requires the operation of network equipment and services for which NSPs
are directly responsible. At the same time users are questioning the rationale for NSPs
supplying or directing such services on the grounds of unnecessary duplication or potential
conflicts of interest.

In light of the apparent uncertainties and misgivings regarding this issue, the code needs to
clarify the roles of NSPs, NEMMCO and system security operators working for NEMMCO
with particular attention to who will provide which system security requirements most
effectively. Provision of ring-fencing guidelines by jurisdictional regulators with respect to
networks is discussed in chapter 3 of this report.

Again these issues indicate a number of areas where disputes are likely, thus putting the onus
on the various dispute procedures (either derogated or in the code) to resolve problems
promptly, fairly and effectively. Apart from a more explicit recognition of user needs, the
effectiveness of the dispute process in dealing with these issues and providing workable
outcomes needs to be monitored.

Technical standards and derogations

Submissions and the Western Power study identified potential barriers to entry in the
derogations exempting incumbent (usually older, large-scale) plant in Victoria and South
Australia from a range of technical standards which will continue to apply to new and small
scale plant. Uniformity of standards and transparency of information between jurisdictions
and NSPs is seen as critical issues in terms of its potential impact on the connection and
compliance costs of users and the incidence of barriers to entry across the interconnected
market.

At the same time, the Commission recognises the benefits to facility owners, network users
and electricity customers of having a staged period of transitional arrangements, including
the need to minimise the impact of major price or cost ‘shocks’ created by code requirements,
particularly given the capital intensity of generation and network assets.

Inconsistency due to different rulings or NSP practices in different jurisdictions would cause
concern for the Commission if there was a significant cost or interference affecting the ability
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to trade across market boundaries or deal with other providers. While the Commission
recognises that derogations may involve discrimination which is justifiable in the light of
countervailing public benefits, it would not favour ongoing arrangements which sustain anti-
competitive results through a form of artificial protection or favourable treatment.
In its draft decision the Commission called for further justification of the Victorian and South
Australian derogations together with a commitment that their facilities will comply with
relevant code requirements when they are upgraded. The Commission also proposed that the
development of a market for ancillary services should aim to create commercial incentives
for facility owners to upgrade their operations so they can competitively provide such
services. In addition, in its draft decision the Commission stated that:
Derogations exempting Victorian and South Australian facilities be revised so
that they comply with the code at their next upgrade and the derogations are
limited to a definite period. In addition, the development of an ancillary services
market should aim to create incentives to encourage facility upgrades on a
commercial basis.
Discussion at the pre-decision conference focussed on the high level of performance
demanded by the technical requirements currently specified in chapter 5 of the code, the net
cost of compliance (particularly for generators) and hence the need for continuing
derogations. This was contrasted with the satisfactory state of system security at present with
the existing derogations (not the code) setting the actual operating standards.
Some parties suggest that chapter 5 could in fact be reduced to a range of common minimum
standards, thus enabling existing generators to operate in the market and comply with the
standards. Where facilities have extra technical features these could be compensated for
through the provision of ancillary service payments, and in this manner the level of reliability
of the power system need not be compromised by lower technical standards in the code.
The incumbent Victorian generators focus on the difficulty that generators and NSPs will
have in complying with the code’s present technical standards, especially if the derogations
from these standards end by 2002. They state that no power station meets the code
requirements but system security is functioning adequately. Further they contend that the
cost of upgrading existing facilities is prohibitively high compared to the cost of meeting the
technical requirements when commissioning new facilities. Moreover the derogations were
rigorously tested before inclusion. They also state the original code approach of requiring
new entrants to meet modern technical standards could now be questioned as not all new
generation will be small or cogeneration (eg large gas turbines scheduled in Queensland).
Two solutions were proposed:
m  NECA should revise the code to state absolute minimum requirements and establish
ground rules for safe grid connection with few or no derogations. The focus would be on
removing all barriers to entry based on modern technology standards and differing
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technology types. Higher requirements should be met through ancillary services
contracts or markets. It was noted that there may be some difficulty in agreeing to an
acceptable minimum standard; or
m  Accept permanent derogations for existing generators and attempt to improve standards
over time, in particular reviewing the technical requirements to see what is absolutely
necessary for new operators.
Delta states that the code should only specify common performance requirements and that
some characteristics only need to be available from a few suppliers to achieve system
security measures which should be dealt with as ancillary services. The ancillary services
working group concluded that most ancillary services can be sourced competitively (eg
frequency and voltage control) or through a regulated price mechanism. The Victorian
Government considers that a more efficient alternative to removing the technical derogations
is to require incumbent generators to contribute to the additional costs incurred by new
entrants in complying with the redefined standards.
The BCA/EWG and ACA raise the concern that new generators (eg cogeneration) will have
to face a higher level of standards than incumbents. While seeing the logic of minimum
standards they are concerned that the cost of system standards will be borne by new entrants
and users. Further, that new entrants may bear the cost of rectifying the system. They also
flag the issue of competitive neutrality between public and private participants in industry.
Hazelwood agrees that new entrants to the market should not have to bear the costs of
rectifying the system.
TransGrid cautions against lowering standards to a lowest common denominator, because a
reduction to only match present capacities could jeopardise system security. TransGrid and
the BCA/EWG support a thorough review of chapter 5.
The Commission accepts the general view put forward at the pre-decision conference that the
need for technical derogations arises because of the construction of chapter 5 of the code.
Several participants state that none of the incumbent generators can meet the code’s technical
requirements, yet the system currently operates at a high level of safety and reliability. The
effect of the derogations is to reduce the technical standards to those currently in operation.
However, the purpose of chapter 9 is to allow for derogations which are of a transitional
nature in order to enable code participants to effect an orderly transition to the provisions of
the code. For derogations of a more permanent, or non-transitory nature, code participants
are able to apply for a derogation under clause 8.4 of the code.
The Commission is concerned that entry barriers could be created by grand fathering existing
facilities but requiring new facilities to meet code requirements. The Commission prefers to
have these derogations cease after a short transitional period, thereby allowing the facility
owners (ie code participants) to seek a derogation under chapter 8§ of the code.
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4.3.5 The applicant’s response
In response to the Commission’s concerns about technical standards, in particular generator
standards, NECA has amended the code which requires it to undertake a review of generator
technical standards within two years of market commencement. Specifically, clause 5.2.6
has been inserted which states:
5.2.6 Within 2 years of market commencement NECA must undertake a review in
accordance with the Code consultation procedures of and report on the technical
standards to which Generators must adhere pursuant to schedule 5.2 of Chapter 5.
The review must consider:
(a) whether these standards are too stringent to be met by persons seeking to
develop generation facilities;
(b) the relationship between these standards and the provision of ancillary
services;
(c) the need for consistency in adherence to technical standards by Generators
throughout the market; and
(d) such other matters as NECA considers appropriate.
Similarly, the chapter 9 of the code has been amended to ensure that Victoria’s and South
Australia’s derogations for generator technical standards end on 31 December 2002.
Specifically, Victoria’s derogations have been amended by the insertion of clause 9.7.6(b)
which states:
(b) This clause 9.7.6 ceases to apply on 31 December 2002.
And South Australia’s derogations have been revised and clause 9.28(c¢) states:
(c) obligations imposed on Generators under clause 5-2-4 5.2.5(a) and schedule 5.2 of
the Code are subject to the variation, amendments or other derogations in schedule
9E1 9D1, which variations, amendments or other derogations end on 31
December 2002;
In response to the Commission’s concerns about the inclusion of ancillary services within
connection agreements, the applicant stated that NEMMCO is required to review of ancillary
services and the revised provisions on ancillary services are to be incorporated into the code
by 1 July 1999. The applicant added that:
In the light of that review, NECA will consider how to take forward the
Commission’s concern that, as far as possible, ancillary services and system security
conditions in connection agreements are phased out.
The Commission’s suggestions concerning the development of service charters by the NSPs
are to be addressed in NECA’s review of transmission and distribution pricing.
4.3.6 The Commission’s findings
The Commission believes that the code changes, which require NECA to undertake a review
of generator technical standards within two years of market commencement, go some way to
meeting the Commission’s concerns about the complexity of, and potential entry barriers
created by, generator technical standards. The Commission also believes that as a result of
South Australia and Victoria limiting their technical derogations to the end of the year 2002,
there is a reduced likelihood that the technical standards will create an entry barrier.
However, by imposing these end dates, this does not mean that all facilities must upgrade to
the code standards. When the Commission made both its access code draft decision and
authorisation determination it noted that an alternative process for derogations exists and
recommended that if the technical derogations currently set out in chapter 9 of the code need
to be extended then the processes outlined in clause 8.4 of the code should be followed.
Nevertheless, to minimise entry barriers caused by technical derogations, the Commission
maintains its view that participants should be obliged to upgrade their facilities to bring them
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more into line with code requirements but only where such upgrades are commercially
justifiable. Moreover, new entrants should not be required to compensate for existing
equipment which does not meet code requirements.
In general, technical standards serve a particular function in ensuring that the needs of the
electricity market are met and, ideally, in a least cost manner. While the Commission is
satisfied with the applicant’s commitment to undertaking a timely review of technical
standards, this is no guarantee that the issues will be resolved. Indeed, the Commission
would be disappointed if the outcome of the review were technical requirements which either
reflected some “lowest common denominator” and thereby degraded service quality or which
could be used to create anti-competitive entry barriers for either new technologies or new
entrants. Given this concern, the Commission believes that the following points should also
be considered for inclusion in the network technical requirements principles:
m that existing plant is required to upgrade to meet the code requirements where
economically feasible; and
m if it is not economically feasible for existing plant to upgrade then new entrants are not
required to compensate for the derogations.
In addition to reviewing and amending the technical requirements, the extent of any entry
barriers will be minimised where an effective market for the supply of ancillary services
creates a financial incentive for generators and others to meet the various code requirements.
In this context, the Commission welcomes the applicant’s code changes which bring forward
the NEMMCO review of ancillary services. The Commission accepts NECA’s commitments
that it will subsequently consider the scope for removing ancillary services and system
security conditions from connection agreements in line with the development of an ancillary
services trading market.
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The Commission accepts the applicants’ plan to consider a service charter for network
service providers in the context of the NECA pricing review.

4.4  Inspection, testing and commissioning requirements

The access code includes inspection and testing provisions to ensure that connected

equipment complies with the specified performance criteria. These arrangements create

rights to enter establishments to conduct commissioning tests on new or replaced equipment
and conduct tests on existing systems and equipment.
4.4.1 Issue for the Commission

In general, electricity cannot be cost effectively stored in large quantities so it must be

produced and consumed instantaneously. Moreover, electricity is hazardous. Consequently,

electricity transmission and distribution systems need to be balanced in terms of supply,
demand, voltage and frequencies. Achieving this balance and maintaining technical
performance standards requires ongoing checking and testing of equipment and processes.

The access code aims to achieve this through compliance by NSPs and users with defined

rights, obligations and procedures for inspecting, testing and commissioning the network and

connected equipment.

While it may be in the public interest to regularly check the network to ensure optimal

performance, the Commission also needs to be confident that the code mechanisms for

achieving this objective are in the interests of NSPs and network users in that they do not
impose impracticable standards or involve the risk of undue or arbitrary interventions. The

Commission’s concerns here are the cost to participants, and impact on access, of compliance

with a range of technical and operational benchmarks, weighed against the desirability of

uniform conformity with, and enforcement of, an objective standard.

In particular, the issues for the Commission are the extent to which the inspection, testing and

commissioning provisions:

m are reasonable and apply equally to NSPs, users, incumbents and new entrants;

m are vulnerable to misuse which might unreasonably limit or hinder access and, if so,
whether they contain adequate safeguards to prevent any such misuse;

m achieve a reasonable balancing of collective and individual interests in respect of NSPs
and network users as well as the public interest in having a safe, effective and responsive
electricity system; and

m do not create a conflict of interests in assigning rights and obligations to different parties
in respect of the monitoring and maintenance of network performance.

Also, given the natural monopoly attributes of network service provision, the Commission

needs to be assured that NSPs will not abuse of their market position in meeting their code

obligations and supervising users’ conduct.
4.4.2 What the applicant says

The main purposes of the inspection, testing and commissioning procedures are to:

m assess compliance with the code;

m assess compliance with industry standards on performance either for individual
equipment or for the grid;

m conduct tests related to disconnected and reconnected equipment; and

m provide adequate notice of tests which may adversely affect other users or networks.

In detailing the various procedures, the code establishes a range of rights and obligations (see

Box 4.3 for details). Tests by NEMMCO must be notified to all affected participants and

NSPs. Testing of inter-regional transmission networks is co-ordinated by the Inter-regional

Planning Committee and approved by NEMMCO and all associated transmission NSPs.

These tests are required: when new transmission or generation assets affecting power

transfer are commissioned; when existing lines are augmented; or when system changes or
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performance require testing. The code requires adequate notice, development and
co-ordination of the testing program and approval from all affected NSPs and participants
before the test can take place.
All new and replaced equipment must be tested and certified to ensure compliance with the
code, the relevant Australian Standards and the relevant connection agreement. Testing
must:
m ensure minimum adverse effect on system security and quality of supply and minimum
threat of damage to other equipment;
m  be preceded by the submission of relevant design information to the NSP and consultation
with other participants; and
m  be agreed with the relevant NSP and NEMMCO on the commissioning program.
NEMMCO or the NSP may witness tests and the test results are sent to the NSP to
demonstrate compliance or otherwise. The participant and NSP must negotiate a process for
achieving compliance of any equipment failing the test. NEMMCO may withhold approval
from any commissioning and connection where equipment does not meet the specified
standards.
There is a general obligation on NSPs and participants to operate and maintain networks,
plant and equipment in compliance with the code, industry standards and system security.
This includes enabling and maintaining connections, planning for network developments and
meeting system performance and quality requirements. Connection and ancillary service
agreements may also specify the level of performance required from connected parties and
their equipment.

Box 4.3: Rights and obligations for testing and inspection

The access code defines the rights and obligations of NEMMCO, participants and NSPs regarding
inspection, testing and Commissioning of connected equipment and systems.

NEMMCO has a right to:

= inspect facilities and equipment;

m assess compliance with the code;
= gauge possible risks to system security; or

= ‘conduct periodic familiarisation or training’ on operational requirements.

A party to a connection agreement has the right to inspect the facility or test the equipment of another
party to the agreement in order to assess compliance with the code or the connection agreement. The
inspecting party must:

= give at least 2 business days notice;

= pay for the costs of inspection or testing;

= cause no damage, involve minimum interference and observe relevant occupational health and
safety and industrial relations requirements;

= report on the results of the inspection or test; and

= not request an inspection or test within 6 months of a previous test except to check the adequacy of
corrective action.

Generators must:

= institute a monitoring program to ensure compliance with the relevant technical requirements of
the code;

m undertake any remedial work or tests required for compliance;

= comply with instructions from NEMMCO or the relevant NSP to test its units to prove
compliance;
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= be reimbursed for tests so requested if the unit complies with the standards;
= keep monitoring and test records for 7 years; and

= co-operate in yearly modelling tests which require changes to normal operation.
All participants must:
= co-operate with the NSP’s routine testing of protection systems;

= notify their NSP when testing their own equipment, with the provisos that the test must be:
= reviewed to determine adverse effects to the network; and

= modified or delayed if NEMMCO decides the test will threaten the safety or integrity of the
system.
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The provisions of the code including those relating to planning, designing and operating
criteria, apply to all code participants and NSPs. However, the code provides for variation of
the requirements where it is economic to do so. To protect other code participants, it is the
responsibility of the code participant seeking the variation to demonstrate that the variation
will not adversely affect other code participants.
NECA'’s application for the access code did not indicate how the proposed inspection, testing
and commissioning requirements were in the interests of either NSPs, network users or the
wider community.
4.4.3 What the participants say
In general, submissions ignored the access code’s proposed inspection, testing and
commissioning requirements. However, when comments were made, participants were
critical of two aspects of these requirements.
First, the SMHEA (sub., pp. 8-9 ) considered that the quality of service obligations are
unbalanced. On the one hand, customers and generators must prove their capability under
stringent requirements. Conversely, NSPs have no requirements or tests for performance to
ensure an appropriate level of customer service.
Second, Mr Chek Ling (sub., p. 2 ) argued that the code inappropriately stipulates that the
NSP should conduct system testing. He argued that the system operator would be the more
appropriate organisation to conduct system testing.
The consultants recognised that the right to enter another’s facilities to check a possible
breach of the code or connection agreement is an effective way to encourage all participants
to take an active interest in the power system and to sort problems out between themselves
rather than the alternative of NEMMCO or the NSP intervening each time.
However, they warned this could be open to abuse, notwithstanding that there is a connection
agreement, particularly if the parties are competitors (eg in the case of interconnected NSPs)
and given that only two days notice is required. They suggest a longer period as more
appropriate unless the problem requires urgent attention. Overall their conclusion is that:
It would appear to be more appropriate to have either the NSP, NEMMCO or NECA
investigate alleged breaches of the code or a connection agreement.
The consultants considered the commissioning requirements are reasonable and would
generally be in accordance with accepted industry practice. The only concern relates to the
fact that the IRPC has the final say on control and protection settings for equipment:
Given that the IRPC is not independent, it is possible for a conflict of interest to
occur. Perhaps it would be better to have the settings reviewed by an independent
expert.
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4.44 The Commission’s considerations
The general issue of monitoring how different participants comply with the technical
standards applies across the access arrangements. The code approach is mostly reactive (ie it
deals with problems as they occur, through breach and dispute processes) although in some
areas regular reviews and reports are planned (eg network pricing; dispute findings).
The Commission recognises that network tests are needed regularly to preserve and enhance
the common benefits of system integrity, to maintain the commercial value of the network
asset and to protect the interests of different users and providers.
In this respect, the code’s primary focus should be on enhancing and balancing various
interests and achieving this through a range of incentives and disincentives. The applicant’s
submission shows that the code aims to:
m identify responsibilities for network security;
m check and remedy potential or actual problems;
m consider the interests of all users and providers without bias; and
m use interventions only with workable checks and balances.
The entry, inspection and testing rights create incentives for both providers and users to
comply with their technical responsibilities and there are safeguards against vexatious
behaviour. Even so, this does not avoid the immediate cost of interference nor the
opportunity for disputes about inspection costs and it does not account for the effect that spot
inspections may have on third parties connected to the same network.
In its draft decision, the Commission indicated its concern that the right to inspect another’s
premises and equipment may be misused for anti-competitive purposes rather than code
objectives. Such rights, particularly between competitors (eg two interconnected NSPs),
rarely exist in other markets. They carry with them some risk of conflicts of interest, market
interference and even the potential for industrial espionage. Moreover, the code does not
allow a participant to object or appeal once notified of an impending inspection.
The Commission suggested that one way of minimising these potential conflicts of interest is
to move the inspection function from the hands of participants to an independent body such
as NEMMCO or NECA. The benefit of this would be to establish a system of inspection
seen to be impartial and whose authority to make binding decisions is accepted by
participants. Also, the actions and decisions of an inspectorate might be more open to public
scrutiny through accountability and monitoring arrangements.
However, the Commission also recognised that it would be costly to establish and maintain a
separate inspectorate. Moreover, an inspectorate’s activities may be limited by both
insufficient resources and information problems. It could also deprive participants of
initiative and responsibility in managing their own affairs while creating an extra layer of
bureaucracy within the industry.
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In concluding, the Commission’s draft decision observed that it is apparent that the system
for spot inspections and the alternative of a separate inspectorate each has its costs and
benefits, and a decision in favour of one or the other will involve a trade-off between these
factors.
However, the Commission appreciates that the rights in clause 5.7 are an improvement on
existing inspection rights and have been designed with several safeguards in place to meet the
concerns of bias and potential for abuse. Moreover, in its draft decision, the Commission
argued that the effectiveness (or otherwise) of these safeguards should be tested, after an
appropriate period of time, by NEMMCO based on the experience of participants in the
market to see whether they are achieving their stated objectives without detriment to access
or competition.
Alternatively, existing code provisions need to be strictly limited and audited; after a suitable
period of use, a review could be conducted to see whether inspections should be autonomous.
Reflecting these various concerns, in its draft decision the Commission recommended the
following changes to the rights to entry, inspection and testing provisions of the code.
The language of clauses 5.7.1 and 5.7.2 should be reviewed to prevent the rights
from being abused for anti-competitive purposes.
Reports of inspections and tests should be available to the participant being
inspected, the participant requesting the inspection, other affected parties and
NEMMCO.
NEMMUCO should carry out an annual review of the use of these rights based on
reports received, to determine the effectiveness of the provisions, their effect on
competition and whether the inspection function should be independent of
participants.
In response to the Commission’s draft decision, TransGrid and the New South Wales
distribution businesses submit, with regard to inspection rights, that the intent of the code was
to provide reciprocal rights in a connection agreement as an improvement on the unilateral
network service provider rights which currently exist. They also point out that such rights are
likely to be exercised in respect of suspected code breaches or in response to customers
complaints about the quality of supply. In either case the NSP would have to be involved in
the inspection to investigate the problem.
TransGrid also recommends that the annual review of inspection rights be carried by NECA
rather than NEMMCO, as it has more to do with code effectiveness than market operation.
4.4.5 The applicant’s response
In responding to the Commission’s concerns over the potential for participants to abuse their
inspection rights, the applicant has committed itself to undertaking a review and has already
introduced some code changes. In particular, the applicant stated that “in consultation with
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NEMMCO, NECA will review facility inspection provisions in cls 5.7.1 and 5.7.2 with an
eye in particular to the Commission’s concerns”.

In responding to the Commission’s concerns over the transparency of the facility inspection
arrangements, the applicant inserted a new clause 5.7.1(1):

() A Code Participant (in the case of an inspection carried out under clause 5.7.1(a))
or NEMMCO (in the case of an inspection carried out under clause 5.7.1(h)) must
provide the results of that inspection to the Code Participant whose facilities have
been inspected, any other Code Participant which is likely to be materially
affected by the results of the test or inspection and NEMMCO (in the case of an
inspection carried out under clause 5.7.1(a)).

and amended clause 5.7.2(1):

(1) A Code Participant who conducts a test must submit a report to the Code
Participant who requested the relevant test, NEMMCO and to any other Code
Participant which is likely to be materially affected by the results of the test,
within a reasonable period after the completion of the test and the report is to
outline relevant details of the tests conducted, including but not limited to the
results of those tests.

4.4.6 The Commission’s findings
The Commission believes that the code acts in the interests of facility owners, network users
and the broader Australian community by providing for testing and inspection of all
connected equipment and facilities. Testing and inspection allows for the prompt
identification of any problems which may impinge on system integrity, network assets and
the health and safety of the community.
While the code includes some rights to prevent the abuse of the testing and inspection
powers, the Commission is concerned that these provisions may prove insufficient. Rather
than establishing a separate inspectorate which would have its own costs and problems, the
Commission believes the existing measures should be tried and tested first and found wanting
before imposing an extra level of bureaucracy on the activities of facility owners and network
users.
The Commission accepts the applicant’s commitment to review the code arrangements with a
view to limiting the potential abuse of inspection and testing rights by code participants. The
Commission also accepts the applicant’s code changes which improves the transparency of
the code’s inspection and testing procedures.
Nevertheless, participants should note that the Commission reserves its right to pursue abuse
of market power and other anti-competitive issues under the TPA as necessary, irrespective
of code processes.

4.5  Disconnection and reconnection
The access code provides for either voluntary or involuntary disconnection from the network.
Procedures are set out in the code which must be followed in both events. The code also sets
out the conditions for reconnection.

4.5.1 Issue for the Commission
Although based on negotiation and mutual agreement, voluntary disconnection will still
impose costs on the participant due to disconnection and decommissioning of equipment
necessary to ensure system security. However, the NSP seems to be the final arbiter on what
is necessary in these circumstances in which case the Commission would be concerned if
these costs were to create barriers to exit, thus reducing mobility and investment in the
electricity market.
On the other hand, involuntary disconnection entails a more drastic intervention into access
arrangements and will usually arise from events such as system failure (including

116 NEM Access Code Decision



emergencies or poor management of the network), code breach or default on payments.

Disconnection results in the participant being cut off from physical supply and consequently

unable to trade or use electricity. Reconnection also involves additional costs for the NSP

and participant.

Given the costs and handicap caused by involuntary disconnection the Commission needs to

be sure that:

m the interests of both network providers and participants, both individually and
collectively, and the public interest are properly identified and heeded in the decision-
making that leads to disconnection;

m the principles and procedures for involuntary disconnection are based on fair and
reasonable criteria, are not anti-competitive, arbitrary or discriminatory and seek to
minimise the risks of negligence, unfair treatment or error;

m the need for disconnection in any individual case is reasonable as a matter of last resort or
in the face of an emergency; and

m involuntary disconnections are accountable to the code objectives and thus open to
review, recognising that in some situations (eg system emergencies) immediate review
would be impracticable and counter-productive.

4.5.2 What the applicant says

The applicant (sub., pp. 45—46) only refers to disconnection when describing what actions

and decisions NEMMCO will follow in dealing with emergencies involving disconnection

(see below). The rest of the following information comes from the code and the procedures

are set out in a flow-chart in Figure 4.2 below.

Under the code disconnection from the network can be voluntary or involuntary. Procedures

are set out in the code which must be followed in both cases
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Voluntary

Participant gives notice
of disconnection.

Figure 4.2: Disconnection

Participants, systems operators
and NEMMCO aware of system

Involuntary
Code Breach Market Default Emergency
NECA applies to NEMMCO exhausts
Tribunal. other remedies under

NSP advises of system and
technical requirements.

Chapter 3 of Code.

Tribunal hears and
determines matter
on its merits.

Participant disconnects and
decommissions equipment.

NEMMCO applies
to NECA to initiate
Tribunal proceedings.

Tribunal orders
disconnection.

Participant meets costs
of disconnection and any
subsequent reconnection.

NECA/NEMMCO
authorise NSP to
disconnect.

Disconnected
participant pays
ongoing network
charges.

abnormality.

NEMMCO notifies participants
of system conditions and affect

on demand.

NEMMCO first implements
reserve trading and related
interventions in 3.14 and

Chapter 4.
|

NEMMCO identifies system
impact of problem and necessary
actions under Chapter 4.

NEMMCO acts to :

- increase generation;

- disconnect generators and
loads, subject to protocols on
sensitive loads and consolation
with jurisdictions;

- direct customers to reduce or
shed load;

- issue other directions
necessary to maintain public
safety or system security.

NEMMCO reviews incident to
assess adequacy of responses

and actions.

NEMMCO reports on review to
NECA and to any disconnected
participant and on performance
of participant equipment during
incident.

Reconnection

Subject to priority of sensitive loads, NEMMCO/NSP must reconnect (at reasonable cost to participant) when:
- emergency no longer exists;
- reason for disconnection under NEL or connection agreement no longer exists;

- Code breach remedied or compensated, or undertakings provided to NEMMCO or NSP.
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In terms of voluntary disconnection, unless specified otherwise in a connection agreement, a

participant:

= must give the NSP notice of its intention to permanently disconnect a facility from a
connection point; and

m s entitled to require permanent disconnection of its equipment from a network.

The code participant must pay the costs of voluntary disconnection and decommissioning,

and follow the appropriate procedures so that disconnection does not threaten system

security.

In terms of involuntary disconnection, NEMMCO or a NSP can disconnect a participant’s

facilities from a network pursuant to a National Electricity Tribunal order; during an

emergency; under the National Electricity Law; or in accordance with the provisions of the

participant’s connection agreement.

National Electricity Tribunal Order

The National Electricity Tribunal is the body responsible for:

m adjudicating applications by NECA that a participant has breached a provision of the
code, including applications for disconnection, and

m reviewing certain decisions of NECA and NEMMCO which are identified as ‘reviewable
decisions’ in the code."

Also, where a market participant incurs a default and other default procedures (ie issue of a

default notice; suspension from the market) have been exhausted, NEMMCO must request

NECA to seek a disconnection order from the Tribunal.

If the Tribunal finds that the participant is in breach of the code, one of its options is to

suspend the registration or other specified rights of the participant. It is not clear whether the

Tribunal will rely on this provision in the National Electricity Law to order the disconnection

of a participant as envisaged by the code.'

To give effect to a Tribunal order, NECA may direct a NSP to disconnect a participant from

any transmission or distribution system. In such circumstances, neither NEMMCO nor the

NSP will be liable for any loss incurred by the participant.'” Moreover, the participant must

Reviewable decisions are discussed in chapter 6.4 of this report.

NEL s44(2). Other options allow the Tribunal to order the Code Participant to pay a civil penalty, cease the
conduct, remedy the breach and/or implement a specified compliance program.

7" Code clause 5.9.4(a). Neither NEMMCO nor the NSP will be obliged for the duration of the disconnection
to fulfil any agreement to convey electricity to or from the Code Participant’s facility.
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continue to pay any transmission or distribution charges as if the disconnection has not
occurred.

If NECA considers that a code participant may be the subject of a disconnection order from
the Tribunal, NECA must notify NEMMCO and any affected jurisdictions, and use
reasonable endeavours to ensure continued supply of electricity. '*

Emergencies

Disconnection Powers
The code and National Electricity Law contain several provisions which allow NEMMCO to
disconnect a participant’s facilities during an emergency. According to the applicant (sub.,
p. 44), NEMMCO acts as a central co-ordinator taking a national rather than regional
responsibility for the power system:
Both the National Electricity Law and the code provide NEMMCO with significant
powers of direction to maintain public safety and the security of the power system.
When the power system is affected by a contingency event (eg. failure of a major
generating unit or a transmission line) NEMMCO will work with the System
Operators to identify the impact of the event on the capability of the power system
and identify and implement actions required in each affected region to restore the
power system to a satisfactory operating states.
Under the National Electricity Law, NEMMCO may request a participant to take any action
required for public safety or the security of the electrical system, including shedding or
variation of loads and generation and disconnection of equipment. If the participant fails to
act within a reasonable period, NEMMCO may authorise another person to perform the
requested action. The code requires NEMMCO to:
m cxercise these powers consistently with the sensitive loads of participating jurisdictions;
and
m comply with the market intervention procedures set out in clause 3.14.
The code entitles NEMMCO to disconnect one or more points of load connection when there
is a shortfall in electricity.”” NEMMCO must liaise with the relevant participating

'8 Code clause 8.5.4(f). However, clause 8.5.4(f) does not require or entitle NECA to do anything likely to

result in a net auditable change in the financial position of any other Code Participant: clause 8.5.4(g).
Code clause 4.8.9(a)(2). During a supply shortfall, NEMMCO may also increase generating capability and
direct load reduction. NEMMCO must shed load according priorities associated with: agreed levels of
security; equity between interconnected regions; sensitive loads (eg hospitals, public transport etc.); and
emergency services powers.
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jurisdictions to assist in the management of a declared emergency supply situation.”
Disconnection Procedure in an Emergency:

Where NEMMCO disconnects a participant during an emergency, clause 5.9.5 of the code

allows the disconnection to be conducted gradually or immediately depending on the urgency

of the situation. In both cases, NEMMCO is required to undertake a review under

clause 4.8.16 and provide a report to the participant and NECA.

Participants must follow any direction issued by NEMMCO relevant to maintaining and

restoring power system security. A failure to observe such a direction will be deemed a

breach of the code. Any participant who is aware of such a failure must refer the allegation

to NECA.

Where NEMMCO has authority under the code to disconnect a generating unit, then

NEMMCO may do so as described in clause 5.9. The generator must provide all reasonable

assistance to NEMMCO for the purpose of such disconnection.

Reconnection

NEMMCO or the NSP must reconnect a participant’s facilities to the network at a reasonable
cost to the participant as soon as practicable if:
m  NEMMCO is reasonably satisfied an emergency no longer exists requiring disconnection
of the participant’s facility;
m  NEMMCO is reasonably satisfied that there is no longer a reason for disconnection under
the National Electricity Law or the connection agreement; or
m the breach leading to disconnection is remedied or other appropriate steps taken.
Other than to ensure the maintenance of power system security or public safety, NEMMCO
must also not prevent the reconnection of a sensitive load without the approval of the
participating jurisdiction’s system operator.
4.5.3 What the participants say
Submissions to the Commission did not address the issue of disconnection.
The technical consultancy considered that the disconnection processes and defined
circumstances would appear to be reasonable to protect the interests of NSPs and code
participants. They suggested that it would assist participants if, consistent with the National
Electricity Law, the code explained the circumstances under which an NSP or NEMMCO can
disconnect a participant. They note however, that ‘a disadvantage of this approach is the
need to ensure that the code is updated if there has been a change in the law.’

2 See Code clauses 4.8.10(a), 4.3.2(g) & 4.8.9.
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While they considered also that the obligations on NSPs to reconnect appear sufficient to

protect participants’ interests, they raised a concern relating to:
the provision that the reconnection of a code participant’s facilities must be at a
reasonable cost to the code participant. The code participant should only have to pay
for reconnection if it was in some way responsible for the disconnection in the first
place.

4.5.4 The Commission’s considerations
The Commission has several concerns with the disconnection procedures.
Complexity of procedures

The design of the procedures for involuntary disconnection makes them hard to follow,
something also noted by the consultants. Although the procedures rely on the interaction of
provisions in chapters 3, 4, 5 and 8 as well as the National Electricity Law, the lack of cross
referencing or summarised information means the code and Law need to be studied carefully
before it is clear how and in what circumstances the disconnection provisions will operate in
practice.
In addition the above review identifies a number of inconsistencies between the code and the
National Electricity Law which could thwart the original intentions and compromise the
interests of both users and providers. For example, although the code and application clearly
envisage the Tribunal ordering disconnection, there is no explicit Tribunal power to do this.
NECA has advised its belief that legislative provisions will not be required to provide the
Tribunal with valid powers of disconnection.
Because of this lack of clarity, participants may be at a disadvantage in understanding and
using their rights and obligations when faced with the prospect of disconnection. At the same
time code bodies or network service providers may be tempted to abuse their information
advantage in order to expedite matters or secure a particular result. In both circumstances the
principles of natural justice and due process may suffer.
Disconnection is an extreme measure but in some circumstances it will be warranted. The
code needs to operate clearly and effectively in defining those circumstances and the
procedures to be followed. At the same time the code also needs to identify those cases
where disconnection is not an option and what alternatives there are to dealing with the code
breach or problem in question. An improved explanation of the use of disconnection as a
code remedy is needed to clarify the present uncertainty and complexity.
Reflecting this range of concerns, in its draft decision the Commission stated that:
The code must be amended to include a clear statement of intent that
involuntary disconnection will be used as a last resort.
The code must be amended to specify more clearly the process, rights and
obligations of participants and network service providers regarding
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disconnection and rectify the inconsistencies between the various code provisions
and between the code and the National Electricity Law.

The code must be amended to specify which code breaches and market defaults
will lead to disconnection, consistent with the penalties in the regulations.
TransGrid supported the statement of intent but pointed out that disconnection for emergency
conditions is a NEMMCO responsibility rather than a network connection issue and that
disconnection can occur without warning (eg due cascading failures). It also supported a
clarification of the disconnection procedures but noted this is a complex issue involving

jurisdictional legislation covering distribution networks.
Continued payment for services

In its draft decision the Commission questioned why participants disconnected as a result of a
Tribunal order should continue paying for services they do not receive ‘as if disconnection
had not occurred’ (see clause 5.9.4 (¢)). Disconnection (and subsequent reconnection)
themselves impose financial loss and inconvenience on the affected participant. So it is not
clear why an additional penalty or disincentive should always apply nor why it applies only
to disconnections ordered by the Tribunal.
The Commission indicated that it was aware that some connection agreements may involve
connection and network charges being spread over time, such that the participant is liable in
the future for benefits received now. This can occur where the NSP has invested new capital
for the purpose of connecting the participant and will not recoup these costs if the participant
is disconnected and does not meet future liabilities. Similarly, the NSP has a right to recover
outstanding debts up to the moment of disconnection. If these are the cases where
clause 5.9.4 (c) applies, it would be better if it were rewritten to oblige disconnected
participants to meet those present and future charges for which they are liable under the
connection agreement and/or energy market arrangements. To ensure that the code has
sufficient accountability and flexibility in regard to such payments, actions taken to enforce
this obligation should be reviewable decisions.
Reflecting this concern, the Commission’s draft access decision stated that:
The code must be amended so disconnected participants’ payment for services
(‘as if disconnection had not occurred’) is limited to paying debts and other
liabilities incurred under the connection agreement
TransGrid did not support amendment of the ‘continued payment for services’ provision until
the NECA review is finalised. It stated the intent is to remove the risk of a participant
avoiding payment for services provided during the disconnection period (covered by a fixed
charge) which cause a financial loss to the network service provider. Also on this issue,
CitiPower commented that it is a fundamental right to cease supply of a product or service if
the consumer does not meet obligations and that the ‘connection agreement’ in this context
should also cover energy consumed and related services.
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Payment for reconnection

The Commission also questions whether disconnected participants should pay for
reconnection (see clause 5.9.6) when they are not at fault, even if it is ‘at a reasonable cost.’
Where the participant’s actions or omissions have contributed to or caused the disconnection,
the relevant NSP should be paid for reconnection. However, where the participant has
complied with the code, making him or her pay for reconnection most likely transfers
someone else’s liability to that participant without justification. Elsewhere the code
indemnifies the actions of NEMMCO or an NSP that are made in good faith. Clause 5.9.6
seems to go beyond this in making the participant pay whatever the circumstances.
It would be more acceptable to restrict this condition to those occasions when the participant
is responsible for the disconnection. As with the continued payment of network charges, to
ensure accountability and flexibility the obligation on individual participants to pay for
reconnection should be reviewable by the Tribunal.
Reflecting these concerns, the Commission’s draft access decision stated that:
The code must be amended so participants pay for reconnection only if they were
responsible for the disconnection, through failure to follow the code or
connection agreement.
In response to this draft recommendation, CitiPower stated that if a previous customer has
requested disconnection, it does not seem unreasonable that the incoming customer pay for
reconnection if this is required.
4.5.5 The applicant’s response
The applicant stated that “NECA will review the disconnection arrangements in cl 5.9 to
address the concerns raised by the Commission”.
4.5.6 The Commission’s findings
The Commission considers that the review of disconnection provisions proposed by the
applicant will be a useful means to identify, clarify and, where necessary, amend the
operation and interaction of the National Electricity Law, the code and jurisdictional laws in
relation to disconnection issues. The Commission considers that the review must deal
effectively with the specific issues identified in this decision.
In response to TransGrid’s point that fixed charges should continue to apply during a
disconnection period, the Commission considers that they should be levied only in cases
where the customer is at fault. It also accepts CitiPower’s point that energy and related
liabilities may also be involved. The Commission’s intent is that such liabilities (for either
network services or energy) be made explicit in the code and/or connection agreement rather
than rely on a general obligation to pay for services ‘as if disconnection had not occurred.’
In addition, the Commission accepts CitiPower’s point concerning reconnection of a site
where there is a change of customer. In such circumstances it is reasonable that the new
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customer pays to reconnect the site. Nevertheless, the Commission’s concerns focus on cases
of involuntary disconnection and reconnection of the same customer at the same site.
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S. Network augmentation, interconnection and planning

A major challenge for any access regime is its ability to cope with dynamic changes in the
market such as the investment response to a growing demand to use network facilities. Such
additions to the grid are known as network augmentation and can range from minor
investments in the existing network to something as major as a new inter—regional
connection.

Consequently, the access code’s augmentation procedures will have a particular impact on
the extent and quality of access as well as on future competition in upstream and downstream
markets. In addition to meeting growing electricity demand, the Industry Commission (1995)
identified certain network augmentations (ie new interconnectors) as a source of competition
with generators. Therefore, to the extent that interconnections are congested (or constrained),
the scope for competition in the sale of energy is reduced.

The Commission’s approach to assessing the access code’s augmentation procedures is
consistent with our approach to the access code’s connection procedures for new load and
generation (see chapter 4). In general, augmentation procedures should be streamlined and
transparent to avoid creating unnecessary entry barriers but should be sound to maintain the
integrity of the transmission and distribution systems. Wherever possible augmentation
should be contestable or subject to ‘market testing’.

This chapter assesses the merits of the access code’s handling of this through its network
augmentation and interconnection procedures. In performing this assessment, and on the
basis of the information presented, the Commission has aimed to identify procedures which
may significantly impact on the interests of NSPs, network users and the Australian
community more generally. The Commission has also attempted to identify deficiencies
which limit the benefits which will flow from the access code. In performing this
assessment, the Commission has adopted a somewhat cautious approach given the
importance of reliable and safe electricity supplies and the evolving nature of the NEM and
its associated access regime.

This chapter commences with a brief overview of the proposed access code’s procedures
(section 5.1). The chapter focuses on the access code’s four network augmentation
processes, namely: augmentation resulting from a new connection or by modifying an
existing connection (section 5.2), augmentation identified by network planning within a
region (section 5.3), augmentation identified by the Inter—regional Planning Committee
(section 5.4) and augmentation identified by the review process for new interconnectors
(section 5.5). The chapter then goes on to discuss the more general augmentation and system
planning issues associated with information gathering for planning (section 5.6).

5.1 Overview of network augmentation and network planning
The applicant (sub. p. 223) characterises the access code’s network planning and
augmentation provisions as:
... light handed regulation which relies upon public consultation, mandatory
consideration of supply and demand side options to alleviate network constraints,
competition between network service providers and/or owners wherever this is
feasible, and a primary evaluation criterion of net customer benefit.
In general, NSPs are obliged to plan, design, maintain and operate their networks according
to a set of network standards. However, the access code also offers the NSPs and users
certain protections regarding new investments. The access code does this by including a
cost/benefit test and consultation procedures within the process for assessing investment in
network assets.
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Given these general procedures, the applicant indicated that the access code provides a
number of mechanisms whereby the network can be augmented or new interconnections
established, namely:
m augmenting a network can take place, or may be necessitated, either:
— by the access seeker building a significant piece of new network and connecting it to
an existing network; or
— by the access seeker placing additional loads on the existing network thereby creating
the need for supporting network investment;
m augmenting a network may be identified as a result of the NSP’s annual review of such
matters;
m augmenting a transmission network may also be identified as a result of the Inter-regional
Planning Committee’s annual review of such matters; and
m  a party can augment a network by building an inter-regional interconnector.
The applicant (sub. p. 136) indicated that these processes have common provisions which
protect the interests of service providers, users and the public. They also provide a viable
third party access regime with public and transparent approval processes. The principles and
obligations of NSPs, customers and generators with respect to network augmentation and
interconnection are the same as those that exist for any network connection (for further
details see Box 4.1).
In assessing the access code’s network augmentation and interconnection procedures, the
Commission has kept in mind that electricity networks are not a simple array of wires.
Network performance can be affected by connections within a NSP’s network or by
connections within a separate but interconnected network. These impacts may adversely
affect a network’s performance or they may simply cause a change within a network and/or
in an interconnected network. Consequently, to ensure the safe and reliable transportation of
electricity, the NSP must carefully balance and monitor its network.
These unintended side-effects are sometimes referred to as externalities or spillovers and the
impact an individual has on the network is often difficult to internalise. Moreover, in
practice it is not always easy, nor possible, to identify the source of any change in the
network’s characteristics. It is therefore important that the access code deal with the
externality problem that will present itself when a new connection or modification is made to
the network.
While particular circumstances and details differ, the public interest issues for the
Commission’s assessment of the access code’s network augmentation procedures, are similar
to those examined in the context of network connection, that is;
m to what extent do the augmentation procedures protect NSPs and other network users
from potential spillover effects; and
m to what extent do the augmentation procedures create an entry barrier thereby adversely
impacting on the contestability of network augmentation.
In the context of the Commission’s statutory guidelines, the access code’s four separate
augmentation and interconnection procedures also raise a number of more specific procedural
issues. These general and more specific issues are assessed in the remainder of this chapter.

5.2 A new or modified connection

5.2.1 Issue for the Commission
In general, a connection from either a generator, customer or even from another NSP
(including an interconnector) is likely to place additional loads on the network which may
necessitate augmenting the network either at the connection point or elsewhere in the system.
It is clearly important that NSPs undertake the necessary augmentations to support new
connections so access seekers are not routinely hindered from connecting to the network —
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eg due to any power transfer constraints on a network. However, it is equally important that
NSPs and other network users are quarantined from the costs of having to supply uneconomic
augmentations.
Consequently, the broad issue for the Commission is whether the access code establishes an
adequate balance between these competing needs. How effectively this balance can be
achieved will depend, in part, on whether the network augmentation is fully contestable at
each of the planning, construction and operation stages. For example, if augmentation is
fully contestable, the applicant could not be hindered from access as they could undertake the
necessary augmentation at their own expense (ie participants can use bypass provisions to
avoid the local NSP). Moreover, in such circumstances, the NSP or other users would not be
left with a risk of financial loss associated with stranded assets.
However, the ability of participants to bypass the network via augmentation will depend on
the specific circumstances associated with an individual connection application. For
example, it is difficult to envisage how a network augmentation could be made contestable if
the new investment is not required at the connection point but elsewhere in a meshed
network. Not only would such a bypass be administratively and technically complex, but the
incumbent would have an advantage associated with the economies of network density.
Conversely, a network augmentation at the connection point is more likely to be contestable.
With these broad considerations in mind, the Commission’s assessment of the augmentation
procedures associated with a new or modified connection, will be looking to see if the code
procedures would ensure that:
m anetwork augmentation is fully contestable at each of the planning, construction and
operation stages; and
m if not, whether the more administrative assessment procedures are transparent and
accountable.
5.2.2 What the applicant says
The code obliges NSPs, amongst other things, to make their networks available for
connection, and to operate their networks in accordance with system performance, quality of
supply and customer service standards. It also allows access seekers to negotiate with NSPs
on the terms and conditions relating to any aspect of the service which can be varied without
adversely affecting the levels and quality of supply to other network users. The NSP must
inform the access seeker if any of their services are contestable in that jurisdiction.
Moreover, the access seeker can seek to connect to more than one NSP in respect of any
contestable facilities.
These general provisions of the access code establish the mechanism whereby network
augmentation and interconnection are contestable. The administrative processes to augment
the network are the same as those that apply to any other network connection (for more
details see section 4.2), for instance:
m the access seeker must make a connection inquiry detailing the type, magnitude and
timing of the connection;
m in response, the NSP must liaise with any other affected NSP and advise the access seeker
of any additional information needs (eg technical characteristics);
m the access seeker can then lodge a formal application;
m in preparing a connection offer, the NSP must consult with NEMMCO and any other
affected NSP; and
m  subject to the negotiation of access terms and conditions, the NSP can make an offer to
connect.
The applicant (sub. pp 218-220) argues that the access code protects the interests of access
seekers by:
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m requiring the local NSP to process the enquiry;
m clearly establishing the procedures to be followed by a party seeking to establish or
modify a network connection; and
m  only allowing dedicated connection assets to be augmented at the request of the
connected participant. Additional services would be covered under a long term
contractual relationship (eg a ‘take or pay’ contract) which falls outside the access code’s
cost allocation provisions.
The applicant argues (sub. p. 217) that the access code protects the legitimate business
interests and investments of NSPs by limiting their obligation to augment a network to
circumstances where the augmentation is required to effect or facilitate the connection of a
party which is the subject of a connection agreement.
5.2.3 What the participants say
A substantial number of participants, largely potential access seekers such as Australia Paper,
the Australian Chamber of Manufactures, the Australian Co—Generation Association, the
Business Council of Australia, the Energy Users Group and Boral Energy have questioned
the access code’s contestability arrangements for network augmentations and have all called
for the explicit introduction of a by—pass option into the access code. For example the EUG
submitted (sub. p. 79):
One key way to help ensure more equal bargaining positions in negotiations on
network services — and to introduce further contestability — is to allow for the right
of new entrants and customers to construct alternative facilities, the so-called right of
network ‘bypass’. This provides for much more effective negotiations on access by
allowing the network user to apply a threat of competitive bypass where access
charges are exorbitant, where onerous terms and conditions are being imposed or
where negotiations are being thwarted by the NSP.
The Snowy Mountains Hydro—electric Authority (sub. p. 9) also called for by—pass and
requested greater contestability, when it argued that:
The code should not preclude other participants from building extensions to the
network or by—passing part of an existing network. Where possible the network
owners should be exposed to competition.
The EUG also strongly endorsed contestability in network provision, while noting that the
opportunities for contestability would be limited given the economics of networks and the
network pricing proposals.
5.2.4 The Commission’s considerations
Augmentation has a central role in ensuring that electricity networks are able to respond to
the ever growing demand for electricity and new connections. Augmentation is also
important to maintain adequate levels of system security and supply standards. Meeting
these objectives requires balancing the interests of facility owners, access seekers and the
wider Australian community. The access code’s approach has been to place certain
obligations onto facility owners but also to ensure that any negative impacts of new
augmentations are identified before they unduly affect the performance of the network.
The Commission believes that the access code acts in the interests of network users by
obliging facility owners to augment networks to facilitate the connection of an access seeker
with whom the NSP has a connection agreement. The Commission believes that this is a
necessary part of the access code as the local NSP is likely to have a monopoly on
augmentation of the network in their area. If they were to refuse to augment the network they
could effectively deny access. Thus this obligation on NSPs is in the interest of those
seeking access and the public interest generally in facilitating competition in other markets.
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In order to provide some balance to this potentially onerous obligation, the Commission
believes that the access code acts in the interests of facility owners by not placing an
unlimited obligation on facility owners to expand their networks. Moreover, the access code
acts in the interests of interconnected NSPs and network users by obliging NSPs to notify
NEMMCO (with a written report) of any impact an augmentation might have across regional
boundaries.
The Commission believes that the access code acts in the interests of network users by
requiring an NSP not to implement a connection agreement if it will impact on the quality or
security of network services to other network users. Consequently, existing network users
are protected from the uncontrolled negative impacts that could eventuate from new
augmentations.
However, the Commission believes that the interests of network users and access seekers
would be further promoted if the code included additional incentives to ensure that network
augmentation is undertaken at least cost. To a limited extent, this is already an option as
NSPs can choose embedded generation options over network augmentation and they can
choose to contract out the building or planning of an augmentation. More broadly however,
contestability of network augmentation to facilitate a new connection should allow the party
seeking connection to choose who will provide the augmentation, including an option for the
access seeker to retain ownership of the augmented assets. It still remains that the relevant
NSP would have control over the technical aspects of any connection into its network and as
such will still be involved in the planning and testing of the augmentation.
The contestability of augmentation is an extension of the network by—pass option which, as
was discussed in the previous chapter, places yet another pressure on NSPs to minimise the
cost of network connection. In this context, the code has been amended to clarify that there
is nothing within the access code which limits the ability of participants from bypassing
existing networks.

5.2.5 The Commission’s findings
The Commission accepts that the obligation placed on NSPs by the access code in relation to
augmentation arising from new connections or modifications to existing connections is fair
and reasonable and is accepted as part of the access code.

53 Network planning within a region

5.3.1 Issue for the Commission
In a competitive market, rivalry will normally ensure that firms are unable to take advantage
of bad investment decisions. On the other hand, a monopolist can increase returns by taking
advantage of their dominant position in the market. For instance, it could be anticipated that
a monopolist might engage in strategic behaviour in some circumstances by constraining
capacity while in another set of circumstances by ‘gold plating’ investments.
Given these incentives to act in a potentially inefficient manner, the access code requires
NSPs to undertake an annual review to identify the need for future network augmentations.
The annual review must involve public consultation with users and transparent assessment
procedures. These reviews complement the access code’s pricing regime which also act to
limit over investment in network facilities (see chapter 3 for a discussion of those issues).
In general, the issue for the Commission centres on the likely effectiveness of the proposed
arrangements. In particular, the access code’s proposed arrangements raises a number issues
for NSPs, network users and the public, for instance:
m  What is the appropriate balance between network augmentation based on global planning

as against market signals?

m  How is an NSP’s performance affected by a requirement to undertake an annual review?
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— Does this code requirement place very little additional burden on the NSP as it
encompasses the business planning and investment analysis that an NSP would
undertake in their normal course of business? or

— Does the access code impose an obligation that is not in the legitimate business
interests of those providing access?

m  What role should a NSP play in the annual planning review?

— As the NSP is both the owner and planner of their network they should be in a good
position to assess investment proposals; and

— Are the planning procedures sufficiently transparent and accountable?

m  Can affected parties dispute the need for, or size of, any augmentation?

m  Should the augmentation resulting from this process be contestable?

5.3.2 What the applicant says

The access code provides for an annual planning review to be conducted by the relevant

Transmission NSP in conjunction with each Distribution NSP connected to the transmission

network within each region. The annual review examines the future operation of the network

including forecast loads, generation and transmission developments. The access code

stipulates that the annual review, and subsequent planning processes, must be public

processes. For example, when a review identifies the need for network augmentation, the

NSP must prepare a report that is to be made available to affected code participants which:

m includes assessment of all identified options;

m includes details of the NSP’s preferred proposal;

m summarises the submissions from the consultations; and

m recommends the action to be taken.

A network user can dispute the NSP’s recommendations if the proposed augmentation is

likely to change its use of system charges by more than 2 per cent at the date of the next price

review. Ifthe NSP implements a generation option, in preference to network augmentation,

the generation unit must be identified as periodically providing network support. The NSP

can use the cost of such network support services to calculate transmission and distribution

service prices.

The applicant did not comment on the potential benefits of these arrangements to either

NSPs, network users or the wider Australian community.

5.3.3 What the participants say

The EUG (sub. p. 78) submitted that while users would prefer that market participants made

the network planning decisions they accepted that:
... a degree of central co-ordination is inevitable given that the NEM must to some
extent be run as a single system and therefore involves externalities. We therefore
support those aspects of network augmentation, such as public consultation,
mandatory consideration of generation and demand-side options, competition for
network service provision and an augmentation evaluation criterion of net customer
benefit, which will provide for some level of competition and transparency and
provide some constraint on central planning processes.

However, TransGrid raised a number of concerns with the access code’s proposed

augmentation planning processes. First, TransGrid (sub. p. 7) argued that as community and

environmental processes differ in each State, network development will not proceed on the

same basis across the NEM.

Second, the access code should reflect economic cost effectiveness reflecting both network

prices and service quality and should include uniform assessment criteria (eg cost of

unserved energy and discount rates).
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Third, as network planning will impact on use of system prices, it is possible that one
customer could be advantaged while at the same time another is disadvantaged. TransGrid
indicated that achieving consensus among participants will be difficult and the access code is
silent on how consensus is to be reached.

5.3.4 The Commission’s considerations
The access code’s requirement to jointly plan network augmentation will ensure that in a
more competitive market framework, a network within a region will continue to be planned
as if it were a single network. It can be expected that network owners will benefit from
coordinated planning by knowing not only of future network needs that come from within its
network but also from the demand placed on it from other interconnected networks. While an
NSP left to its own devices may opt for different review processes, the code requirement to
undertake within system reviews of network augmentation will largely be part of the normal
operations of a NSP.
The interest of access seekers is also served by the network being treated as a single entity.
This is because access seekers want access to the network service at a particular connection
point, they would not wish to be denied access due to ineffective or uncoordinated planning
on the part of the NSP.
On balance, making this type of augmentation contestable is unrealistic as augmentation in
this process is likely to involve numerous affected parties and is most likely to be well within
the existing meshed network. However, as augmentation may lead to an increase in network
charges, the augmentation process should be both transparent and accountable.
The public interest is served by the process being open to interested parties and not just those
directly affected. Overall the process is transparent.
Those seeking access should not only have input into the decision to augment the network
but also have the power to appeal any decision. A potential problem with the access code is
that the scope to appeal such a decision is quite limited. This is because the access code’s
network pricing provisions prevents use of system prices from increasing by more than 2 per
cent per annum over the average for that region. However, the access code’s within region
network planning provisions limits appeals to occasions where the network charge is to
change by more than 2 per cent.
In relation to distribution, the access code allows jurisdictional regulators to limit the change
in distribution use of system charges. Thus a similar limit could also occur in relation to
distribution. Thus the potential to introduce a lack of accountability in the process means the
interest of those seeking access may not be well served. NSPs may augment the network and
increase charges with only limited accountability, excepting the possibility of heavy—handed
regulatory intervention in relation to changes in the regulatory asset base of the NSP.

5.3.5 The Commission’s findings
The provisions relating to the requirement on NSPs to undertake a review of its network in a
coordinated fashion with other NSPs are in the public interest and are accepted by the
Commission as part of the access code. As the public process that is to follow the
identification of augmentation options is transparent and inclusive the Commission accepts it
as part of the access code.

5.4  Inter-regional Planning Committee

54.1 Issue for the Commission
The issues associated with the Inter—regional Planning Committee’s (IRPC) augmentation
review are similar to those issues raised in the context of the NSP’s annual review discussed
in the previous section (5.3). For instance: What is the appropriate balance between network
augmentation based on global planning as against market signals? Does the planning review
place unnecessary burdens on NSPs or does it mimic what NSPs would do in any event?
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Does the review mechanism ensure that the network augmentation processes are both

transparent and publicly accountable?

In addressing these issues in section 5.3, the Commission generally accepted the applicant’s

arguments and concluded that the proposed public review processes by the NSP was in the

public interest. However, the IRPC review process raises a number of separate issues:

m  Are the across system issues significant enough to necessitate that the review be
conducted by an ‘outside’ body; that is, not by the NSPs as is the case with internal
system reviews?

m  Does such a review duplicate other internal and public review mechanisms?

m  Will the members of the IRPC have the necessary technical skills to conduct such a
review?

m  Will the IRPC members be independent, and their assessment procedures sufficient, to
ensure that the augmentation process is transparent, accountable and contestable?

m  Which interested parties will have representatives on the IRPC?

Also at issue is the substantial power NEMMCO has in the planning process, including

decisions on whether a new interconnector should be regulated or non—regulated or whether

it is justified.
5.4.2 What the applicant says

The access code establishes the IRPC to act as NEMMCQO’s advisory body to undertake

system wide annual network planning reviews. The IRPC will also assess all applicants

wanting to establish a new interconnector. The IRPC will consist of a NEMMCO
representative as Convenor, representatives from each jurisdiction responsible for
transmission system planning and other appropriately qualified persons chosen by

NEMMCO.

The system wide annual review occurs at two levels. First, NEMMCO (assisted by the

IRPC) must make an annual statement of opportunities by reporting on: the performance of

the existing transmission systems; power transfer capabilities between and within

transmission networks; and the adequacy of transmission systems to meet the forecast power
transfers over the subsequent ten years.

Second, the IRPC must undertake an annual power system planning review. The IRPC

review must:

m take into account forecasts, submissions, load growth scenarios, alternative sourcing
options (eg generation, energy storage or demand side responses), committed investment
projects (either network augmentation or alternatives), and any applications for new or
upgraded interconnectors;

m identify the significance of future network losses and power transfer constraints (within
and between networks);

m identify and assess options to reduce or remove network losses and power transfer
constraints (including new transmission lines, demand side or generation options);

m  assess transmission network augmentation options submitted by a transmission NSP; and

m cstablish a periodic review of options to remove or reduce network constraints.

The IRPC must seek public comment when its annual review has identified a network

augmentation option. The IRPC’s assessment of augmentation options must aim to maximise

net benefits to customers.

Based on this review process, the IRPC must make recommendations to NEMMCO on

options to remove or reduce network constraints. When assessing the IRPC’s

recommendations, NEMMCO:

m  may require the IRPC to undertake further analysis or commission an independent
analysis;
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m  must determine whether augmentation is justified on the basis of maximising net benefits
to customers and without reference to its inter-regional hedge contracts; and
= must publish certain material to support its determination.
In support of the proposed arrangements, the applicant (sub. p. 139) indicated that the IRPC’s
assessment criteria are designed to ensure that the:
... interests of existing and potential network users are taken into account in planning
the development of the shared transmission networks across the market.
In addition, the code requires NEMMCO to conduct its decision making functions in the
public interest and in a transparent fashion. The applicant (sub. p. 226) also argued that:
In the absence of a coordinated transmission planning process, the quality of supply to
existing and new network users cannot be maintained.
The access code also prescribes that a justified proposal is to proceed either on the basis that:
m the NSPs whose networks would require augmentation may arrange for the augmentation
project to be undertaken and the cost of the relevant assets be included in the
determination of the revenue cap in accordance with the access code’s pricing regime; or
m if the relevant NSP declines to arrange for the augmentation to be undertaken, NEMMCO
must mediate and liaise with the relevant jurisdictional regulator to resolve the dispute.
In performing its functions, NEMMCO is strictly limited to making determinations only and
is not permitted to call for tenders to invest in network assets.
If NEMMCO determines that an augmentation is not justified, then the relevant NSP may
arrange for the augmentation project to be undertaken and, to the extent that the
augmentation will provide regulated services, the cost of the relevant assets are to be
included in the determination of the revenue cap in accordance with the access code’s pricing
regime.
A determination by NEMMCO that an augmentation is or is not justified is a reviewable
decision if a party wants it reviewed by the National Electricity Tribunal.
5.4.3 What the participants say
Participants’ comments on the code’s proposed IRPC reviews of network augmentation
focussed on two main areas: first, the potential conflict of interest arising from NSP
membership on the IRPC; and second, lack of clear guidelines on how the IRPC will assess
network augmentation proposals vis a vis alternatives (eg generation and energy efficiency).
A broad range of participants, such as the Victorian distributors, VPX, the National Farmers
Federation and the EUG, questioned the proposed membership of the IRPC and argued there
existed a potential conflict of interest. For instance, VPX (sub. p. 1) argued that in:
... executing their roles as network planners, the regional network owners represented
on the Inter-regional Planning Committee face a potential conflict of interest: that
they may have competing obligations under the code to minimise network costs to
users (by optimising the level of investment in new transmission assets) but they also
have an obligation to their shareholders to maximise the value of their own
businesses.
Moreover, VPX (sub. p. 3) questioned whether the IRPC processes contained sufficient
checks and balances to ensure that the commercial interests of network owners do not come
into conflict with the IRPC’s obligations to make their augmentation assessments on the basis
of maximising the net benefits to customers criteria.
VPX (sub. p. 3) argued that these concerns will be of increasing significance as it is likely
that the NEMMCO approval process (via the IRPC) will be the only way that NSPs will seek
network augmentations in the future, as any such investments will be protected from asset
revaluation by the price regulators.
In attempting to address this potential conflict of interest:
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m  VPX suggested an alternative structure and organisation to transmission planning where
network ownership and planning are completely separate;
m the Victorian distributors suggested that, to avoid any conflict of interest, the IRPC would
be better constituted as a NEMMCO sub—committee;
m the National Farmers’ Federation argued that the IRPC be made—up equally of
representatives of industry and interested users as well as NSPs; and
m the EUG also argued that users should have representation on the IRPC as consultation
alone would be insufficient.
Concerns over the code’s proposal that the IRPC would assess network augmentation options
vis a vis generation and demand side options were raised by the South Australian
Government, Environment Australia and Greenpeace.
Environment Australia (sub. p. 9) argued that even though the IRPC is required to consider
alternatives to network augmentation, the assessment should be based on the ‘least cost’
methodology. Consistent with this view, Greenpeace argued that the planning aspects of the
code should reflect the position that that energy efficiency measures are in competition with
network augmentation options.
Somewhat more specifically, and related to the above concerns about possible conflicts of
interest, the South Australian Government’s concerns were in the context of interconnections.
The South Australian Government (sub. p. 27) argued that since interconnections are in direct
competition with generators:
... it is not clear how the relative merits of generation and transmission alternatives are
to be assessed in the deliberations of the Inter-regional Planning Committee. In
particular, as there is no comparable generation planning process which can be used
as a source of relevant information it would appear to be necessary to give
consideration to the requirements of generators for appropriate participation in the
process.
VPX goes on to submit that there are significant benefits to be derived from increasing the
level of contestability for the right to both execute and own transmission augmentation
projects. They believe this can be achieved if network planning and network owning are
separated.
The BCA argue in relation to inter—regional connections that these are impeded by the
absence of by—pass rights in the access code.
5.4.4 The Commission’s considerations
As with all of the code’s administrative bodies, independent membership of the IRPC is
important to ensure that no single interest is favoured over another. At the same time, the
members of the IRPC should possess technical expertise to ensure they provide competent
advice on system wide augmentation. These are likely to be competing objectives as there
may be only a limited field of people who are interested in being a member of the IRPC, are
technically competent and will be an objective participant in the IRPC’s deliberations.
The code requires the members of the IRPC to be appointed by NEMMCO and by
jurisdictional Ministers. While the jurisdictional nominees will come from organisations
responsible for transmission system planning, the ability of NSPs to unduly bias the
determinations of the IRPC is constrained by the appointment mechanism. Consequently, it
is the responsibility of NEMMCO and the jurisdictional Ministers to ensure that their
nominees fulfil their duties in an independent and technically competent manner. In arriving
at this conclusion, the Commission attaches particular significance to the fact that all
transmission system planning bodies are publicly owned and therefore they, and their
employees, are subject to performing their duties in a way which is, at least, consistent with
the public interest.
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Nevertheless, the Commission notes that this link may be weakened at some point in the
future given the recent trend towards the privatisation of publicly owned bodies. In the event
that further NSPs are privatised and that system planning responsibilities are retained within
the privatised NSP, the Commission shares participants’ concerns regarding the likelihood
that members of the IRPC will act in the commercial interests of NSPs and not in the broader
public interest.
One option suggested by participants was to separate the network planning functions from the
network operation functions. While this approach has some appeal, issues relating to the
structural reform of NSPs are beyond the scope of this review and are the responsibility of
the jurisdictional governments. Nevertheless, the Commission believes that, in the
circumstances described, participants have raised legitimate concerns about the membership
of the IRPC. In the draft decision, the Commission stated that in order to accept the access
code, it was seeking a commitment from NECA to:

amend the code at a later date to provide scope for jurisdictional nominees on the

IRPC to come from outside a transmission network planning organisation in the

event that a conflict of interest is apparent.
In submissions following the pre-decision conference, Ecogen and CitiPower supported the
broadening of the IRPC’s membership, with CitiPower stressing that the nominees on the
IRPC must possess relevant skills and qualifications.
Apart from its membership, an equally important determinant in the quality of the IRPC’s
recommendations is its ability to draw on the perspectives of, and information from,
interested parties. Consistent with this objective, the IRPC is required to consult widely and
have consideration to a range of alternatives to augmentation. The IRPC review process is a
transparent and accountable process as it is required to listen and consider all views and
obtain a decision based on a ‘net economic benefit test’. The requirement to include the
methodology it has used in coming to a decision greatly increases the accountability of the
process.
Consequently, the Commission believes that the access code requirements that the IRPC
conduct its deliberations in a transparent and accountable manner is in the interests of facility
owners, network users and the wider Australian community. In assessing network
augmentation options, the role played by the IRPC is spelt out in the code while NEMMCO’s
role is less clear. Its responsibility, for releasing the statement of opportunities has merit
given its role and status in the NEM. However, NEMMCQO’s independence in the
augmentation process has been questioned. In its draft decision the Commission expressed
concern that as seller of inter—regional hedges, NEMMCO can be financially advantaged by
continuing constraints in the transmission system yet they are in control of the report
recommending how to overcome these constraints. While the Commission’s National
Electricity Code Determination imposed a condition on the authorisation that the provisions
of the code requiring NEMMCO to facilitate an inter-regional hedge exchange must be
deleted, this does not preclude NEMMCO from performing such a role. In this event, the
Commission’s concerns about NEMMCO’s independence are still relevant.
The statement of opportunities report raises other concerns in that NEMMCO, unlike the
IRPC, is not required to look at alternatives to transmission options such as generation and/or
demand management. Thus the access code places no requirement on NEMMCO to obtain a
least cost solution, instead it is to look at what option maximises net benefits to customers.
While the code’s definition of customers is very broad, the maximising net benefits to
customers criteria may not be entirely consistent with the public interest criteria which
includes references to ecologically sustainable development.
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Additionally the applicant has suggested that the decision of NEMMCO will protect network
providers from risk of the new asset becoming stranded. While such an arrangement has
merit, it should be noted that this claim is not entirely consistent with provisions of chapter 6
(network pricing) of the access code. For instance, chapter 6 of the code gives strong
guidance to the regulator to value assets in a manner which is consistent with a NEMMCO
determination. However, the code provides the regulator with some degree of flexibility and
to value assets on some other basis.
Reflecting these concerns the Commission stated in its draft decision that in order to accept
the access code, the applicant must give a commitment to amend the code to:
m  require the IRPC to develop guidelines on how it will conduct its public
consultations;
m  provide the IRPC with the ability to indicate the relative merits of network
augmentation vis a vis generation or demand side options; and
m  ensure that NEMMCO’s determination on a network augmentation includes
reference to the relative merits of alternatives to network augmentation (eg.
generation and demand side options).
In its submission responding to the draft decision, TransGrid questions whether the
requirements that alternatives to network augmentation be considered gave undue emphasis
to generation and demand side options at the expense of other issues, such as scrutiny of
market power and pool price behaviour. The EUG disagrees with TransGrid and states that
new generation and demand side options are physical alternatives to network investment that
the IRPC and NEMMCO should consider, whereas competitive market structure and pricing
are economic objectives underlying the network planning and review process. SEQEB also
supports the consideration of generation and demand side options.
TransGrid also states that the Commission’s concerns regarding alternatives to augmentation
are already addressed in the code and should be left open to allow NEMMCO to consider a
range of matters, including the duration and severity of constraints, pool prices, market
power, consequential transmission augmentations, or the relative prices or greenhouse
impacts of alternative fuels. It notes that interconnection decisions will need to consider
long-term effects across relevant regions and that NEMMCO will have no power to
implement generation or demand-side options.
Boral Energy’s submission expresses concern with the central planning role of the IRPC and
argues that transmission networks should be determined on a user pays basis. Ecogen is
similarly concerned about the central planning of new interconnectors and argues that
interconnectors should be treated as non-regulated traders to ensure that they compete equally
with generation and demand side options.
5.4.5 The applicant’s response
The applicant has indicated that, in consultation with NEMMCO, NECA undertakes to
promote early amendments to the code following market launch in order to address the
Commission’s concerns regarding: potential for conflicts of interest from members of the
IRPC; guidelines on how the IRPC will perform its public review processes; and that both
the IRPC and NEMMCO will take into account generation and demand side options when
considering network augmentation issues.
In addition to this commitment, NECA has already amended the code to address the
Commission’s concerns. In particular, clause 5.6.3(b) of the code, which deals with
appointments to the IRPC, has been amended by adding the following limitation on the role
of the IRPC members:
provided that a person appointed under paragraph (b) must not take part in any
decision or determination of the Inter-regional Planning Committee where the
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entity which they represent has a material financial interest in the manner to be
decided or determined by the Inter-regional Planning Committee.
In relation to the code clauses dealing with the annual planning review of the power system’s
transmission networks, clause 5.6.5(f) has been amended such that the IRPC must follow the
code consultation procedures:

(f) The Inter-regional Planning Committee must-call-for-andreceive-submissions-
frem consult, in accordance with the Code consultation procedures, with Network
Service Providers, Code Participants, other interested parties and relevant
participating jurisdictions fer in relation to the assessment of particular
augmentation options identified in clause 5.6.5(e).

Clause 5.6.5(h) has been amended by requiring the IRPC to consider alternatives to
augmentation:

(h) The Inter-regional Planning Committee must report on the methodology used for
its assessment and any alternatives to augmentation considered by the Inter-
regional Planning Committee and it must make recommendations to NEMMCO
on its assessment of the costs and benefits of augmentation options to remove or
reduce network constraints or losses and any practicable alternatives to
augmentation.

Clause 5.6.5(k)(1) has been amended by requiring the NEMMCO to consider alternatives to
augmentation:

(b) In arr1v1ng at its determlnatlon under clause 5.6. 5(]) NEMMCO must

(1) »

eea%met—s—dese&bed—m—@haﬁ%er% con51der the practlcable alternatlves to

augmentation including, but not limited to, generation and demand side
options;

5.4.6 The Commission’s findings
The Commission believes that the IRPC’s reviews of inter-regional augmentation
opportunities will promote the interests of facility owners, network users and the wider
Australian community by identifying system-wide investment opportunities which may not
otherwise be apparent from an NSP’s, generator’s or other participant’s individual
assessments. The outcomes of the IRPC’s reviews are likely to balance the competing
interests as:
m the applicant’s code changes require that IRPC members must not take part in decisions

where their organisation has a material financial interest; and
m the IRPC is required to undertake a transparent and accountable review process and to

make recommendations based on a ‘net economic benefit test’.
While this code change goes most of the way in satisfying the Commission’s concerns about
the potential for members of the IRPC to misuse their position, the Commission maintains its
view that it still may be desirable for the code to provide scope for jurisdictional nominees to
come from outside a transmission network planning organisation.
The Commission is also satisfied that the applicant’s code changes meet its concerns that
non-network options be considered by the IRPC and NEMMCO during the annual planning
reviews of transmission networks.

5.5  Review processes for new interconnectors

5.5.1 Issue for the Commission
In addition to the three previously assessed mechanisms, the access code also provides a
separate process for establishing new interconnections. A general issue is whether there
needs to be a separate process for new interconnectors. If so, does this suggest problems or
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limitations exist in the way connection agreements are to be reached and thus the process
(chapter 5.3) is unsuitable in some respect in allowing new interconnectors access?
As with the other processes there is a need for accountability. The process surrounding the
establishment of an interconnector should be open to affected and interested parties. The
process for approving a regulated interconnector should not crowd-out more economic
alternatives which do not have the advantage of a guaranteed return. The access code could
allow for a review of interconnectors however, it is important any approval mechanism is
limited to ensuring any externality problem caused by interconnectors is overcome.
In this transitional phase, prior to the commencement of the NEM, the planning stages for
two interconnectors are well advanced. To the extent that it may be difficult to use the code’s
institutions to assess whether any such interconnector should be regulated, the Commission
will be looking to see whether the code’s criteria have been met.
5.5.2 What the applicant says
The applicant (sub. p. 137) claimed that the IRPC would review applications for major
augmentations. Consistent with this view, new interconnections must comply with the
normal connection requirements (see section 4.2) and must also be assessed by the IRPC.
The applicant can request that the IRPC and NEMMCO assess the interconnection proposal
according to the ‘net benefit to customers’ criteria. Based on its assessment, the IRPC must
determine:
m the performance requirements for the equipment to be connected;
m the extent and cost of augmentations and changes to all affected networks;
m any consequent change in network service charges for other network users;
m the possible material effect of this new connection on the network power transfer
capability including that of other networks; and
m  whether there is a net benefit to customers from the proposal.
If NEMMCO determines that the interconnection is justified, the applicant will be invited to
make it a regulated interconnection whereby it is subject to the access code’s pricing regime
and all consequential network augmentations will be recovered through the network service
charges.
Conversely, the interconnection will be a non-regulated interconnection if, either: the
application is not assessed according to the net customer benefits criteria; NEMMCO
determines that the interconnection is not justified; or the applicant declines the invitation to
make it a regulated interconnection. In this event, the interconnection applicant must:
m  negotiate connection agreements with all affected NSPs and pay for any consequential
augmentation costs (both up-front and on-going costs);
m provide an access undertaking complying with the non-pricing aspects of the access code;
and
m  obtain from NECA a set of market participant rules.
The applicant (sub. p. 140) indicated that the arrangements for establishing new
interconnections were designed to protect the public interest by ensuring that:
m the access code processes are not overly prescriptive;
m customers are not required to pay augmentation costs when they receive no net benefits
from an augmentation; and
® an interconnector is bound by the access code’s non-pricing requirements.
The applicant indicated (sub. p. 228) that:
... customers will not be required to pay for costs of augmentations to support access
for new interconnectors when it is independently determined by NEMMCO that
customers receive no net benefit for these augmentations.
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NEMMCQO'’s determination on whether a new interconnector is justified is a decision which
can be reviewed by the National Electricity Tribunal. The applicant argues that this review
mechanism protects the rights of an access seeker.
Queensland — New South Wales interconnector

On 28 July 1997 the applicant notified the Commission of a New South Wales derogation
regarding the proposed interconnector between Queensland and New South Wales, indicating
that:
The proposed interconnector between Armidale in New South Wales and Tarong in
Queensland, to the extent that it forms part of the power system in New South Wales, is
deemed to be a regulated interconnector.
Subsequently, Queensland also included a similar derogation into the code (cl. 9.38.4).
The applicant states that the proposal to interconnect follows a feasibility study undertaken
by transmission networks (ie TransGrid and PowerLink Queensland) which concluded that
the interconnector is a cost effective method of avoiding construction of generation capacity,
will reduce fuel costs and will increase competition in the NEM. The applicant states that a
review of the study by London Economics supports the feasibility study and concludes that
there are net benefits to New South Wales and Queensland and all states in the NEM
including:
m avoided cost of new generation plant;
m  fuel cost savings;
m shared ancillary services; and
m increased competition in the NEM.
The applicant did not directly address the public benefits that may flow from the decision to
pre-empt the code processes and derogate to deem the interconnector a regulated
interconnector.
5.5.3 What the participants say
The Snowy Mountains Hydro—Electric Authority argued (sub. p. 16) that the access code
should provide a proper framework for entrepreneurial interconnectors because, without such
rules, players would be unwilling to build and operate entrepreneurial interconnectors.
In a similar vein, the Tasmanian Government (sub. p. 8) argued that such a framework should
be developed as soon as possible. Moreover, the Tasmanian Government added that rules
should not be developed with the first non—regulated interconnection exclusively in mind and
sufficient flexibility should remain for different types of interconnectors.
The South Australian Government (sub. p. 27) has also expressed concern with the
arrangements for potential new interconnectors and the role of NEMMCO in the process.
Queensland — New South Wales interconnector

The derogation to deem, as regulated, the Queensland to New South Wales interconnector,
caused participants to question whether the interconnector needed to be regulated. In
general, this concern was prompted by other concerns relating to the processes used to
analyse the viability of the interconnector and whether the beneficiaries pay for the
interconnector.

In general, participants’ concerns did not focus on the need for the interconnector, but
whether the interconnector needed to be regulated. For instance, the EUG (sub. p. 7)
recognised the interconnector’s role in facilitating Queensland’s participation in the national
market, but did not agree that it must necessarily be a regulated interconnector. Similarly,
Australian Paper (sub. p. 1) supported the physical interconnection but stated that ‘there is no
evidence to substantiate that the merits of this interconnect have been tested against
alternatives.’
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To a large extent, the questioning of the need to regulate the interconnector has been
prompted by the nature of the regulatory mechanism which effectively underwrites the
investment and allocates costs to users. For instance, participants, such as the ACA, Capral
Aluminium and the EUG, questioned the processes that led to the decision to build the
interconnector. For instance, the EUG (sub. p. 7) questioned whether the networks consulted
with interested parties on generation and demand side alternatives (as will be required in the
future by the code) and complained that a cost-benefit analysis of the project had been
withheld from the public. The EUG (sub. p. 8) stated that:
... the market should be given the opportunity to provide the least cost option for
addressing Queensland power constraints through a competitive process without
resorting to code derogations.
In a similar vein, the ACA was concerned about the lack of market signals to justify the
capital outlays and the impact the interconnector will have on contestable, alternative options
such as embedded generation or demand side responses.
Indeed, Capral (sub. p. 2) argued that the derogation ‘effectively prevents independent
assessment of whether the investment is justified and in the interests of customers in both
States.” Capral indicated that this concern is aggravated by the fact that:
... since the National Code imposes almost all network charges on customers (rather
than on generators), customers in New South Wales will bear the cost of the New
South Wales share of the cost of interconnection when it is the New South Wales
generators who gain the benefits.
This concern was echoed by other participants, such as Australian Paper (sub. p. 1) which
argued that it does not:
... support the concept that the electricity users in New South Wales should subsidise
the New South Wales generators’ ability to sell their product into Queensland. If the
interconnect is regulated (rolled into the TransGrid rate base) then transmission cost
for all New South Wales users will be increased with no benefit to New South Wales
electricity users.
Australian Paper argued that in order to send the appropriate locational signals and while
electricity flows are north-wards, the New South Wales generators should pay for the New
South Wales costs of the interconnect whilst Queensland’s interconnect costs should be
rolled in to PowerLink costs and passed on to Queensland consumers. Similar concerns were
voiced by Boral (sub. p. 2) which noted that in Victoria, it is proposed that a separate tariff be
used for a gas interconnector.
554 Issues arising from the draft decision
In its draft decision the Commission indicated it was not prepared to accept as part of the
access code the derogation to deem, as regulated, the proposed interconnector between New
South Wales and Queensland and New South Wales.
At the pre-decision conference a number of matters regarding the derogation were raised,
including:
m the adequacy of the processes leading to the planning of QNI
m the timing of the proposal;
m  whether QNI is needed; and
m if needed, whether QNI should be regulated.
On the issue of process, the New South Wales Government representative stated that the QNI
process has been under way for seven years and is supported by numerous studies. The most
recent study by London Economics was undertaken because NEMMCO was not in a position
to implement the code consultation procedures. Deeming QNI as a regulated interconnector
would resolve the issue of revenue uncertainty for the investors (PowerLink & TransGrid).
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The New South Wales Government representative noted the concerns of a number of
participants, emphasising that QNI will still be subject to the risks and discretions of the
regulatory process as set out in the code. Its benefits are estimated at $600-700 million in
avoided cost for generation, reserve and fuel, and these benefits will be shared by New South
Wales and Queensland. Transmission prices may increase by around 3.6 per cent in New
South Wales. Spot prices are not likely to increase. The London Economics study concludes
that alternatives are complementary to QNI but are not viable substitutes.

The Queensland Electricity Reform Unit (QERU) made a number of points regarding
alternative electricity supply options. QERU stated that Queensland requires additional
generation because the State is facing four per cent annual demand growth. When the
Eastlink proposal failed, generation tenders were sought and twenty bids were examined
(coal, gas, hydro, cogeneration) out of which came three generators (744MW) at Yabulu,
Oakey & Mt Stuart. The maximum amount of demand side management proposed was
40MW. Further, QERU stated there has been an extensive process of consultations,
briefings, and inputs which have been more detailed than the code requirements. Options of
multiple corridors were examined. QERU also noted that increasing the size of QNI involves
a major cost increase (from $450 million for 1000MW to $1.1 billion for 2000MW). Studies
show minimal technical impact on Victoria and South Australia.

At the pre-decision conference, BCA/EWG stressed the importance of full information
disclosure and public scrutiny of the arguments supporting QNI. The Institute of Public
Affairs advocated that the issue should be referred to customers, not governments, to ensure
the right incentive drivers are in place and so the cost of QNI and its approval is borne by
those who will benefit from it.

Ampol argued at the pre-decision conference that the London Economics figures are not
convincing (eg differing treatment of public and private capital risks) and that, while the
benefits of QNI go to generators, the costs will be carried by customers through a higher
revenue cap. Ampol recommended that QNI should not be permitted to be a regulated
interconnector, but should only go ahead if price differences between the two regions were
sufficient to support an entrepreneurial interconnector.

Additional written submissions

Following the pre-decision conference a number of submissions were received by the
Commission, elaborating and emphasising positions put at the pre-decision conference.

In their submission Integral Energy states that an interconnector should only be deemed
regulated if the parties can demonstrate a net customer benefit, otherwise DBs face increased
TUOS charges (which will be passed on to their customers) and generators benefit from
assets without contributing to the cost of the asset.

Ampol states in their submission that, as an informed first tranche customer in New South
Wales, they were not consulted regarding QNI, they did not see any calls for submissions and
do not believe that QNI can be justified under the code processes. Further they note that the
benefits of QNI flow to generators and the costs are imposed upon customers.

The EUG argues that due process has not been undertaken, and alternatives to QNI have not
been adequately assessed. It notes that costs to customers have been flagged at 3.6 per cent
and seven per cent of TUOS in New South Wales and Queensland respectively, although any
benefits are theoretical and dependent on modelling and assumptions.

Similarly, the ACA states that they do not consider due process has been undertaken as
insufficient information has been provided to adversely affected parties (electricity
consumers in New South Wales and Queensland and potential proponents of generation in
Queensland), and insufficient time has been given to consider the London Economics report.
Further, it states that the London Economics report may be flawed in its assessment of
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benefits (and in the underlying assumptions). The ACA also states that deeming QNI to be
regulated raises competitive neutrality issues, as it will compete with local generation but the
owners receive a regulated return on the asset and pass through the risk to consumers. The
ACA also contends that generators should pay for the cost of the asset, rather than New South
Wales customers.
A further submission from the ACA was received in response to consultations held by the
ERTF. The ACA’s submission raises questions regarding the validity of the modelling
undertaken by London Economics, including assumptions regarding pool price levels and
long run marginal costs of generation. It states that the cursory treatment of demand side
alternatives is unwarranted as the tendering process was not conducive to demand side
response. The ACA also questions the quantified savings of reserve plant and the time
pressures claimed by New South Wales. It also states that it has had no chance to discuss
alternatives to TransGrid/PowerLink being the builder/owner/operators of QNI and raises the
issue of whether some of this work is being made contestable.
Boral made two submissions regarding the QNI derogation. It contended that including QNI
in the asset base of the transmission NSPs is an inappropriate manner for costs to be
recovered and will result in cross subsidisation, removal of market risk to the owners and
distortion of price signals. Boral also contended that the proponents of QNI have not
presented any new information to the Commission which would enable the Commission to
alter the position it took in the draft decision. Boral argued that by accepting this derogation
the Commission would in essence be taking on the roles of both the IRPC and NEMMCO.
Boral suggests that delaying the decision on the regulated status of QNI would enable the
NECA review to be finalised and the outcome of the review, if the incidence of TUOS
charges is altered, may allay the concerns of some customers.
In their submission BCA/EWG raise concerns regarding:
m the incidence of the costs and benefits of QNI;
m the length of time required to generate sufficient benefits to exceed the costs;
m the magnitude of the increase in transmission costs;
m the lack of robustness of economic and other assumptions;
m atendency to try to overcome problems with the market trading system through building
QNI to enlarge the market; and
m the independence of London Economics who act as primary consultants to the
Queensland Government on electricity matters.

The BCA/EWG notes that previous interconnectors have been subject to much more
extensive public scrutiny.
Westcoast Energy presents a number of criticisms of the London Economics report in their
submission, including many of the assumptions underlying the results and also raises
concerns regarding the need for the derogation, and the effects on TUOS charges.
In its submission, Ecogen Energy argues that interconnectors should be treated as
non-regulated traders, buying and selling between regions, and earning economic rents
according to the power flows across QNI. Such a process will allow an interconnector to
compete on an equal basis with generation and demand side options, rather than shifting the
risk onto customers as is presently the case if an interconnector is regulated.
The proponent’s submission provides further detail on the processes followed, benefits from
QNI, the need for the derogation and a justification for having a regulated interconnector.
The information presented is discussed further in the Commission’s considerations section
below.

5.5.5 The Commission’s considerations
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The Commission believes that the code requirements for interconnections represents a
reasonable balance between the interests of facility owners, network users and the broader
Australian community. On the one hand, the code includes assessment procedures whereby a
facility owner can establish an interconnection where there are demonstrable benefits.
Conversely, the proponent has the ability to establish an interconnection irrespective of the
views of the IRPC and NEMMCO, but in that case they will have to contribute to the
necessary system augmentations and will not be guaranteed a return on their investment.
Moreover, as interconnectors can be viewed as competitors with generation, a reasonable
case can be made that they are not natural monopolies and therefore should not be a regulated
entity by default. Conversely, interconnectors may possess market power where there is
limited contestability in the generation sector of one of the interconnected regions.

Given there is some uncertainty about the market power an interconnector may possess, the
access code’s flexibility in imposing regulatory requirements on interconnectors has
considerable merit. Therefore in terms of fulfilling their obligations under the NEM code, it
is reasonable for the access code to allow interconnectors to lodge undertakings which
exclude the chapter 6 pricing arrangements. Nevertheless, these undertakings are designed to
protect facility owners from declaration under Part IIIA of the TPA. In order to accept an
undertaking, the Commission has to be confident about the procedures for determining access
to a service, including the price for access. Consequently, while the access code may allow
interconnectors to avoid the access code’s chapter 6 pricing arrangements, the Commission
will require interconnectors to include some other procedure for determining prices in order
for their undertaking to be accepted by the Commission.

Queensland — New South Wales interconnector

The concerns raised by interested parties include:

m  process and timing;

m  whether QNI is needed; and

m if QNI is needed, whether QNI should be regulated.

The Commission has considered each of these matters in making its assessment.
Processes

The proponents argue that they are under no obligation to follow code processes, as the code
does not yet take effect, and the processes they have followed reflect those that were valid at
the time. However, the proponents also stated that they consider the QNI proposal would
meet the requirements set out in clause 5.6.6 of the code.

As noted in the draft decision, the Commission considers that in the transition period prior to
NEM commencement, to the extent possible, the processes followed by the proponents
should reflect the code processes.

The Commission was concerned that the studies supporting the building of QNI were
confidential, and that the London Economics review of the original work was only made
publicly available from 22 August 1997. This concern was reflected by interested parties,
from outside of the respective State governments or owners of the transmission assets, who
stated they had not been given an opportunity to review or critique the findings. Many
submissions received since the pre-decision conference also stated that the time given to
consider the derogation and supporting documents had been inadequate.

The Commission notes that the QNI process in its various configurations, has been a long
process, commencing some seven years ago and that the proponents of QNI have undertaken
substantial consultations. The difficulties have arisen because the constituents that are
required to be consulted under the code processes are somewhat different to those that have
been consulted as part of the processes ‘normally’ undertaken in development proposals of
this nature. In response to the Commission's draft decision the proponents did undertake
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some further consultation with interested parties who had indicated concerns regarding QNI.
However, it remains apparent that interested parties still have concerns regarding the
consultation process and that the latest round of consultations is very late in the decision
making process and unlikely to impact upon decisions made by the proponents.
Nevertheless, the Commission considers that interested parties have now had sufficient time
to consider and comment upon the derogation.
Timing
The issue of the timing of QNI was raised in several submissions, with many interested
parties claiming that the time lines set out by the proponents still allow ample time for code
processes to be undertaken, or for the code requirements regarding unregulated
interconnectors to be developed. Further, by not allowing the derogation at this time,
interested parties argue that decisions regarding the regulated status of QNI would be made
after the finalisation of the NECA review of transmission pricing, the outcome of which may
alleviate concerns regarding the payment for QNI by customers or generators through TUOS
charges.
The proponents of QNI indicate that in order to have QNI operational by 2001, they need the
economic basis for QNI to be established by early 1998. The underlying economics will
form part of the Environment Impact Statement (EIS) process which must be completed by
November 1998, in order for contracts to be put in place and construction to commence. The
proponents state that in order for the construction of QNI to be complete by 2001, they
cannot suffer the delay of waiting for NEMMCO and the IRPC to be established and gain
legal jurisdiction over the decision regarding regulation of QNI.
QERU has further added that the construction of the interconnector by 2001 is seen by the
NCC as a necessary condition for competition payments to Queensland. Lack of compliance
with this timetable would be considered evidence of a lack of completion of a National
Competition Policy commitment. QERU suggests that the NCC views the interconnector as
of national significance. QERU also states that any delay to commencing QNI will mean that
the interconnector will not be ready when required, forcing Queensland to build generation
capacity. QERU states that in such an event the interconnector would then be delayed for a
lengthy period of time as any generation investment is likely to be baseload plant and this has
implications for the market reform strategy being pursued in Queensland and could result in
many of the benefits of reform not being achieved.
Based on the information provided by NEMMCO and the proponents of QNI, the
Commission accepts that the proponents of QNI must derogate to have QNI deemed a
regulated interconnector. The Commission accepts the statement from the proponents that a
decision on whether or not QNI is to be a regulated interconnector is required early in 1998
to feed into the EIS process. Delaying the assessment of QNI until after market
commencement would delay the process beyond what the proponents have indicated is
manageable.
In their supplementary submission the proponents claim that a derogation from the code
processes is required because the code processes are unavailable to the proponents of QNI.
The Commission has received confirmation from NEMMCO that this is the case. NEMMCO
has advised that:
m it will not be in a position to formally conduct the processes set out in clause 5.6.6 of the
code until the commencement of the NEM;
m  while transitional arrangements are in place, these are fully committed and are
unavailable until late January 1998. Any interim review of QNI could not be complete
until May 1998; and
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m the transitional arrangements are not as detailed as those set out in the code and do not
extend to the level of consultation envisaged under the code.

NEMMCO also comment that it is aware of the processes followed for QNI including:

m the determination of the costs and technical capabilities of various interconnection
options;

m the economic evaluation of interconnection options versus alternative generation
expansion programs; and

m consultations with interested parties.

NEMMCO concludes that “this evaluation process followed by the New South Wales and

Queensland jurisdictions is consistent with the process that NEMMCO would propose to

undertake”.

Is ONI necessary

Several submissions from interested parties raise concerns regarding the assessment of the
benefits stemming from QNI, as put forward in the London Economics report. The
Commission is not in a position to determine the veracity or otherwise of the details of the
London Economics report. Moreover, as noted above, the Commission is not performing the
tasks of either the IRPC or NEMMCO, and it does not consider that its role in accepting the
access code is to assess the costs or benefits of building QNI. However, the Commission, as
regulator of transmission networks in New South Wales and Queensland from 1999 onwards,
will have to form a view on the value of the assets of the owners of QNI.

Should QNI be regulated

The Commission sees considerable merit in the code requirements as they set down clear
processes and criteria for establishing regulated interconnectors. Moreover, these processes
establish an ex-ante discipline on the investment decisions for regulated interconnectors
which will generally compete with contestable generation and demand side alternatives.
These processes are important as the risks faced by a regulated interconnector, with a
stipulated return, are likely to be considerably different to the risks faced by a firm operating
in a competitive market. However, this does not mean that there are no ex-post disciplines on
an investment decision for regulated interconnector as the regulator still has the ability to
optimise a network’s assets.

Boral, the EUG, Westcoast Energy, BCA/EWG, ACA, Ampol, and the incumbent New South
Wales DNSPs raise the issue of the incidence of the costs of QNI, compared to the probable
incidence of benefits — ie New South Wales end use consumers will pay for QNI assets
through their TUOS charges, whilst New South Wales generators and Queensland customers
will benefit from a larger market and lower prices, respectively.

The proponents note that the incidence of benefits is not clear cut, and it is expected that
there will be considerable flows across QNI in both directions. Therefore, they reject the
contention that the benefits will be limited to Queensland customers and expect that there
will be benefits to New South Wales customers as well.

The Commission accepts the proponents view that flows may be north or south, depending
upon market conditions in both states. With regard to the incidence of TUOS the
Commission notes that the effect of this derogation is not to guarantee the proponents of QNI
the income stream necessary to make the investment viable. By deeming the QNI asset to be
regulated they will be subject to the same methodology that applies to all regulated
transmission assets.

As discussed in chapter 3 of this report, the Commission has considerable concerns about the
efficiency signals associated with the code’s network pricing arrangements. As evidenced by
participants’ concerns, these efficiency signals will be lacking even more in the period prior
to any inter-regional transfers of network charges (see clause 6.3.4 of the code). The
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Commission has signalled that it expects the NECA review to consider the incidence of
TUOS charges. Changes to the incidence of TUOS charges and commencement of
inter-regional transfers will address many of the interested parties concerns regarding
whether the beneficiaries of QNI will be required to fund the investment.
Further, the Commission, as regulator of transmission assets in New South Wales from 1999,
will have responsibility for assessing the asset base of TransGrid, including assets associated
with QNI
The regulated income stream that TransGrid earns will depend upon the Commission’s
assessment of the optimal value of those assets. As regulator the Commission may form a
view that the value of the QNI assets is considerably less than the costs of construction.
The Commission considers that the regulatory process, in particular the process of an
independent regulator optimising the assets of the transmission network, provides sufficient
protection to all market participants regarding the allocation of network costs. The
Commission notes the valid concerns of many industry participants but stresses that deeming
QNI to be regulated does not offer TransGrid or PowerLink a risk free return on the asset, it
simply ensures that the assets are regulated on the same basis as other transmission assets.
5.5.6 The Commission’s findings
Given the uncertainty that surrounds the market power an interconnector may possess, the
Commission believes that it is in the interests of facility owners and interconnector users for
the code to be flexible in requiring compliance with chapter 6. Nevertheless, the
Commission reserves its right to reject an undertaking, under Part IITA of the TPA, if it does
not include some other set of procedures for determining the price of access to an
interconnector.
With respect to the Queensland to New South Wales interconnector, the Commission
considers that there are public benefits arising from its development. These benefits include
competition benefits arising from an increased efficiency in the use of reserve plant; a
possible reduction in the degree of market power on New South Wales generators; greater
customer choice and efficiency benefits arising from an integrated approach to ancillary
services in the NEM.
In terms of the derogation to deem QNI as a regulated interconnector, the Commission
believes that it will have benefits in the form of providing the proponents with certainty
regarding the cost recovery methodology that will apply to the assets (although not certainty
regarding income stream) and benefits of avoiding transaction costs associated with any
duplication of processes.
With respect to the concerns of interested parties relating to the incidence of costs and
benefits flowing from QNI, the Commission contends that this issue will be dealt with in the
context of optimising the asset bases of the proponents within the existing regulatory
framework.
In its draft decision the Commission agreed with the concerns raised by interested parties
regarding the decision making processes followed by the proponents of QNI. The
Commission also indicated a preference for the code processes to be followed to the extent
possible. However, the Commission has accepted NEMMCOQO’s statement that it is not in a
position to undertake these normal processes within the required decision making time lines.
Furthermore, NEMMCO has indicated that the processes adopted for QNI are largely
consistent with what it would have undertaken, had the transitional arrangements applied to
QNL
Therefore the Commission has decided to accept as part of the access code the derogations to
deem as regulated the proposed Queensland to New South Wales interconnector. This gives
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the proponents of QNI sufficient certainty regarding the regulatory framework of QNI to
proceed with the EIS process.

The Commission has not based its decision upon the economic merits or otherwise of QNI or
alternatives to QNI. It has noted both the London Economics report and the proponents
submission regarding the benefits arising from QNI and has also noted the deficiencies in
both those documents as put forward by interested parties. Whether or not QNI is an efficient
investment will be a matter which the Commission, as regulator, will revisit when the time
comes to optimise the asset bases of TransGrid and PowerLink. The Commission notes that
it is a real possibility that the asset bases of the transmission companies could be substantially
devalued as part of the optimisation process if QNI proves not to be an efficient
interconnector.

5.6 Information requirements

5.6.1 Issue for the Commission
Effective planning of the network will be reliant on the quality and extent of information
available on past and expected future use. The gathering of information has to be balanced
with the knowledge that some of the information will be commercially sensitive in nature.
Given that those using the network will quite possibly be in a competitive sector there is the
issue that some participants may not wish NSPs knowing their future plans, for instance, in
building of new generating units. Some NSPs may also choose to enter the generation or
retail sectors and thus could use this information to their advantage. This must be balanced
against the need to ensure the network is adequately planned to cope with future or even
current demand. The ultimate question is, does sufficient ring—fencing exist to ensure abuse
of this information does not occur
Given the need for participants to provide forecast information in relation to their future use
of the network the issue arises as to what modifications should the relevant NSP be able to
make to the information if it believes it is incorrect? The problem with NSPs changing
forecast information is that they may as network owner have a conflict on interest with their
role in the planning process. The NSP could change forecast information in its own interest
as network owner. How responsible, given this conflict of interest, should NSPs be if they
choose to modify information that they then use to plan the network?

5.6.2 What the applicant says
Clause 5.6 outlines the planning and development of the network. Upon written notice from
the relevant NSP, code participants have 40 business days during which they are required to
provide the NSP with short and long term electricity generation and load forecast information
in relation to that code participant’s connection point to the transmission network. The
information to be provided is documented in the code’s schedule 5.7 and includes annual
maximum active power, coincident reactive power and day of network peak summer and
winter MW peak load at connection point. Each code participant is required by the access
code to use reasonable endeavours to provide accurate information.
Clause 5.6.1 (d) allows the NSP to modify the forecast information that code participants
provide it. The NSP is required to inform the relevant code participant that it has modified
the forecast information and to provide a reason for this. The access code explicitly states
that the NSP is not responsible for any adverse consequences of modifying the forecast
information or for failing to modify the forecast information.

5.6.3 What the participants say
TransGrid (sub. pp. 7-8) believe the forecasting requirements in the access code are similar
to those that are presently sought and received from participants and are the minimum
required to adequately plan the network to meet the needs of all users. They go on to say that
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the access code requires this information to be kept confidential and used only for bona fide
purposes by the NSPs.
The submission from the Victorian distributors (sub. p. 22) comments that information given
to the IRPC by market participants has the possibility of being misused and consequentially
distort market outcomes.

5.6.4 The consultant’s views
Western Power’s review of the technical aspects of the access code indicated that the code’s
requirements for the provision of forecast information should be sufficient to ensure efficient
planning and development of the network. However, given the uncertainties associated with
forecasting, there can be no guarantee that the data provided by code participants or the
modifications made by the NSP are accurate. Consequently, unconstrained access to the
networks cannot be guaranteed, especially in instances where the proposal for augmentation
involves significant financial and environmental issues.
While Western Power consider that the requirement for code participants to provide forecast
information does not pose a barrier to entry, it may be a burden to smaller participants with
generation or load of less than 10MW and as such could be relaxed in certain circumstances.
On the issue of NSPs modifying forecast information, Western Power state that it is
reasonable that the NSP not take responsibility for information it does not alter. However,
Western Power consider that NSPs should take responsibility for any modifications which
they make to forecast information.

5.6.5 The Commission’s considerations
The requirement on code participants to provide information, including information about
prospective new generation and load, has clear benefit. For those providing access it enables
them to effectively plan their network and ensure access is available. For those seeking
access it also provides for efficient investment and therefore appropriate charges for access
and should ensure the network is able to provide for their future needs. The public interest in
having information available for efficient investment decisions is also served by the access
code in this respect.
It is reasonable that NSPs are not responsible for any adverse consequences if they fail to
modify forecast information supplied to them by code participants. On many occasions they
may not be in a position to determine the accuracy of the information. However, as the
Commission’s consultant indicated, concern must be raised that if NSPs do choose to modify
forecast information and they are not responsible for the consequences. This could allow
NSPs to inflate the estimated demands on the network so as to allow over—investment in the
network. Such an action would be inconsistent with the interest of those seeking access and
with the public interest generally.
In the draft decision the Commission stated that in order to accept the access code, it was
seeking a commitment from the applicant that amendments would be made to:

ensure that network service providers are only able to modify forecast information

to their own financial advantage provided it is consistent with guidelines.
In a submission following the Pre-Decision Conference, TransGrid states that it does not
support this requirement, arguing that it fails to recognise the transmission NSP’s role in
compiling load forecast information. It argues that the transmission NSP must reconcile the
forecasts obtained from distribution NSPs and directly connected participants with the
forecasts it develops in conjunction with NEMMCO and the IRPC.
TransGrid argues that distribution NSPs may have an incentive to over-state load forecasts to
justify their planned network investments. The New South Wales distribution businesses
reject this claim and argue that they have no incentive to inflate their load forecasts because it
will increase their TUOS charges if the transmission NSP invests in new assets which are not
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required and require the distribution NSP to invest in new connection assets. TransGrid
argues that, while it would be optimum for the process to be open, distribution NSPs have
expressed concern for the confidentiality of their forecasts.
The Commission acknowledges the need for transmission NSPs to modify forecast
information in certain instances and the requirement stated in the draft decision does not alter
the ability of the transmission NSP to do this. The Commission is only requesting that such a
modification be according to a set of guidelines which outline how and why the NSP is able
to modify the forecasts. This would assist in resolving any dispute over changes to forecast
information; without this it is difficult to establish on what grounds code participants could
dispute modifications. The Commission is also concerned that NSPs could use forecast
information to the advantage of their activities in contestable parts of the industry (eg
embedded generators). While existing structural reforms have addressed this concern to
some extent, the ability of regulators to develop ring-fencing arrangements governing the
accounting and structural separation (including information flows) will provide an avenue to
resolving this problem.

5.6.6 The applicant’s response
The applicant’s response to the range of matters raised in the Commission’s draft decision on
the access code did not address the issue of amending the code to establish a requirement for
NSPs to develop guidelines on how they would amend forecast information.

5.6.7 The Commission’s findings
The Commission accepts the requirements on code participants to provide information to the
relevant NSP in relation to the transmission network as acceptable as part of the access code.
The Commission maintains its view that clause 5.6.1(d) of the code should be amended to
ensure that NSPs are unable to modify forecast information to their own financial advantage
unless it is consistent with guidelines in the access code.
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6. Power system security and metering

Access to electricity networks is not simply about a contract to connect and a price for that
connection and use of the network. Electricity is a good that in its supply and transportation
through the power system requires continual balancing to ensure it is safe and reliable. Thus,
the terms of access involve technical specifications as well as a commercial connection
contract and network prices. The technical specifications must be examined as part of the
assessment of the wider terms of access.

To assist the Commission’s assessment of the access code’s system security and metering
requirements, the Commission engaged Western Power Corporation (WPC) to review the
technical aspects of the access code with Colin Taylor and Associates providing referee’s
comments. Both of the contracted consultants have significant experience in network
planning and other aspects of the electricity supply industry. While they both have a
background in the industry, the consultants were able to provide independent advice as
neither of them are employees of organisations which will participate in the NEM at its
inception.

This chapter commences with a summary of the issues which the Commission considers are
important in assessing the access code’s technical requirements (section 6.1). Section 6.2
examines the access code’s system security requirements (chapter 4 of the code) and
section 6.3 examines the access code’s metering requirements (chapter 7 of the code). The
assessment of both chapters of the access code draws heavily on issues presented to the
Commission by its consultants.

6.1 Issues for the Commission

The Commission’s approach to examining the power system security and metering chapters
of the access code is largely consistent with the assessment of the network connection chapter
of the code. In particular, the Commission has focused on whether the technical

requirements and obligations placed on code participants reflect an appropriate balance of
maintaining secure and well functioning electricity supply arrangements while not deterring
entry or placing unnecessary burdens on those already operating in the market.

Entry barriers in the form of technical expertise or financial resources can exist in any
industry and generally are of little concern to the contestability of a market when they apply
equally to incumbents and new entrants. However, they may be a concern where the entry
requirements for new participants are larger, more onerous or more time consuming than for
existing network users. The Commission has paid particular attention to the potential
spillover effects of the power system security requirements as they can have serious
ramifications for the safety and property of all parties connected to the grid and on the ability
of the system to deliver network services.

In terms of the technical metering procedures, the Commission considers it important that
they facilitate a competitive metering industry which will encourage innovation and drive
down metering costs. The Commission has therefore focussed on whether the code’s
metering requirements create an entry barrier to metering providers and agents and, if so,
whether these entry barriers are non-discriminatory between existing, new and potential
entrants.

The Commission has also considered whether the current metering requirements for non-host
retailers will hinder competition in the retail market by imposing extra costs, which the host
retailer does not have to face. The Commission has considered whether these extra costs
outweigh the benefits smaller customers receive from changing retailers.

Consistent with these objectives, the main issues that the Commission took into consideration
were whether the requirements in chapters 4 and 7 of the code:
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m  promote the public interest by not unnecessarily adding entry barriers which would
reduce contestability in other markets;
m protect the legitimate business interests of:
— existing network owners and users from potential spillover effects from the operation
of new connections; and
— future network owners and users from potential spillover effects from the operations
of existing network owners and users; and
m protect the public interest in terms of increased competition, social welfare and the health
and safety of the community.
To assist the Commission assess the code’s technical requirements, consultants from Western
Power Corporation were engaged to review whether the code:
®m imposes any unnecessary barriers to those seeking entry to either the market or the
network service;
m is consistent with international and Australian practices and, where differences occur,
whether they could be considered improvements;
m places a burden on new network providers and new network investments;
m advantages or disadvantages current network providers; and
m  allows for future development of the market including introducing retail competition and
changes in the size, structure and technology of the industry.

6.2  Power system security

6.2.1 What the applicant says
Chapter 4 of the code provides a framework for achieving and maintaining a secure power
system. It describes the responsibilities of NEMMCO and code participants, and the
conditions under which NEMMCO can intervene in the market and issue directions to code
participants. In addition, the code stipulates technical requirements relating to system
security and reliability as well as connection (chapter 5 of the code).
As far as practicable, the power system should be operated so it is, and will remain, in a
secure operating state. This occurs when NEMMCO is of the opinion that the power system
is in a satisfactory operating state (see Box 6.1) and can be quickly returned to this state
following a single credible contingency event with the frequency remaining within the
operational frequency tolerance band in accordance with the power system security and
reliability standards. In forming its opinion, NEMMCO must consider the impact of each
potentially constrained interconnector and must use the technical envelope for determining
credible contingency events.

Box 6.1: Technical requirements of a satisfactory operating state

Chapter 4 of the code details a number of the requirements for the power system to be in a

satisfactory operating state, including requirements that:

m the frequency at all energised busbars must be within the normal frequency operating
band of 49.9Hz to 50.1Hz, with minor exceptions;

m voltage magnitudes at all energised busbars at any switch yard or substation of the power
system must be within the relevant limits set by the NSPs in accordance with the code’s
network connection requirements (ie clause S5.1.4 of schedule 5.1);

m current flows on all transmission lines of the power system and all other plant forming
part of or impacting on the power system must be within the ratings (accounting for time
dependency in the case of emergency ratings) as defined by the relevant NSPs in
accordance with schedule 5.1;
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m the configuration of the power system must be such that the severity of any potential fault
is within the capability of circuit breakers to disconnect the faulted circuit or equipment;
and

m the conditions of the power system must be stable in accordance with requirements
designated in or under clause S.5.1.8 of schedule 5.1.

The access code (schedule 5.1) defines the power system performance standards to be

maintained by NSPs when designing connection facilities for customers and generators. This

schedule is assessed in section 4.3 of chapter 4 of this report.

If a credible contingency event occurs, or there is a significant change in power system
conditions, the code requires NEMMCO to attempt to return the power system to its secure
operating state as soon as practical, and in any event, within thirty minutes. The power
system should have automatic load shedding facilities which will restore the power system to
a satisfactory operating state following significant multiple contingency events. To fulfil its
responsibility for power system security, the code requires NEMMCO to:

m  monitor the power system’s operating status;

m  assess technical and operational constraints and the adequacy of reserves;

m advise code participants of situations which could significantly affect power system
security;

m direct code participants to take action to ensure the power system is in a satisfactory
operating state;

m conduct reviews of significant operating incidents or deviations from normal operating
conditions;

®m  manage power system contingency events and electricity supply shortfalls;

m control power system frequency and voltage and ensure there are sufficient reactive
power reserves; to assist in this role, NEMMCO has the authority to procure ancillary
services and to control and direct the output of scheduled generating units and scheduled
loads;

m protect power system equipment by: determining power system fault levels (in
consultation with NSPs); coordinating the protection of transmission system plant and
equipment; coordinating inspections and testing; and taking action following the outage
of one or more protection systems;

m  coordinate and ensure that NSPs perform the calculations necessary for the stable
operation of the power system and to determine the settings of equipment used to
maintain power system stability;

m arrange and endorse the installation of power system devices necessary to assist the
stability of the power system as well as coordinate and supervise appropriate inspections
and testing of any such devices;

m  publish details of circumstances which could have a materially adverse affect on the
supply to, or from, code participants and declarations of low reserve or lack of reserve
conditions (or cancellations thereof); and

m  produce regional load forecasts for certain periods, to give an indication of the total
generation capacity required to meet the forecast load and the supply required to be
delivered to the transmission network.

If NEMMCO publishes a declaration of low reserve or lack of reserve, it may intervene in the

market by contracting for reserves (acting as the reserve trader), but only if there is

insufficient time for the market to respond to the matter (ie section 3.12 of the code). If the
latest time for intervention is reached and there is still a lack of reserves, NEMMCO may
direct scheduled generators or market customers to do whatever NEMMCO considers
necessary to maintain or restore the power system to a reliable operating state.
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If there is a projected violation of power system security, NEMMCO may authorise a person,
or authorise a person to require a code participant, to comply with s.76(1) of the National
Electricity Law, and to:

switch off or re-route a generator;

call equipment into service;

take equipment out of service;

commence operation, maintain, increase or reduce active or reactive power output;

shut down or vary operation;

shed or restore customer load; and

do any other act or thing necessary to be done for reasons of public safety or the security

of the electricity system.

The applicant (p.143—144) states that NEMMCO’s reserve trader and intervention powers are

transitional measures (lasting 5 years) until confidence is gained in the ability of market

based signals to deliver adequate system reserves and reduce the risk of market failure and
involuntary load shedding. Prior to exercising these powers, NEMMCO must comply with
the code’s market intervention processes (section 3.12 of the code) unless it considers it
inappropriate to do so. NEMMCO’s reserve trader and market intervention powers are
discussed in more detail in chapter 9 of the Commission’s National Electricity Code

Determination.

Black start up facilities should be available to restore power system security and, if

necessary, restart generating units. Generators providing black start-up facilities under an

ancillary services agreement must arrange for such facilities to be tested. Generators are
required to draft local black system procedures for NEMMCO’s approval and are required to
arrange the testing of these procedures.

Where prior arrangements have been made, NEMMCO may give a distribution system

operator directions relating to its reactive facilities in order to maintain power system

security. NEMMCO may engage system operators to perform some of its responsibilities for
power system security. The system operator must inform NEMMCO about: the state of
power system security; present or anticipated risks; action taken or contemplated to address
such risks or restore the power system to a satisfactory operating state; circumstances which
may adversely affect code participants’ security of supply; and the jurisdictions’ priority
schedules for sensitive loads and load shedding.

To further ensure the security of the power system, the code requires:

m  market customers with a certain level of expected peak demand to provide automatic
interruptible load to be automatically disconnected following a power system
under-frequency condition (as described in the power system security and reliability
standards).

m  NSPs must ensure that interruptible loads are provided and must arrange appropriate
systems to facilitate a load shedding and restoration process which may be necessary in
the event of a prolonged major supply shortage or extreme power system disruption.
NSPs must also advise NEMMCO of any ancillary services provided under a connection
agreement.

m  scheduled generators to:

— ensure their generating units have responsive speed governor systems;

— ensure their scheduled generating units comply with the latest dispatch offer;

— comply with the conditions for sending out energy and committing and de-committing
scheduled generating units;

— comply with other dispatch related restrictions; and
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— notify NEMMCO of any events impacting on the operational availability of its

scheduled generating units.
m code participants to:

— advise NEMMCO, or the relevant system operator, of circumstances which may
adversely affect the secure operation of the power system or any equipment owned or
controlled by the code participant or an NSP;

— provide and maintain voice and data operational communication facilities for
nominated persons; and

— ensure that each of its facilities can comply with relevant dispatch bids.

Code participants and NEMMCO are required to act in accordance with: power system
operating procedures, including NEMMCQO’s instructions on market and power system
operations; NEMMCQO’s guidelines on power system security; and regional specific power
system operating procedures. NEMMCO must, either directly or through a system operator,
compile the regional specific power system operating procedures in conjunction with the
relevant NSPs. Victoria and New South Wales have derogated from this provision of the
code. These derogations, shown in Table 6.1, do not impact on NEMMCQ’s ability to
review and update the regional specific power system operating procedures.

Table 6.1 Operating Procedures Derogations

Jurisdiction Expiry date Details

Victoria not specified | The Victorian System Operating Procedures are the
regional specific power system operating procedures to
apply to the Victorian transmission network.

New South not specified | Network Operating Standards (New South Wales) and the
Wales System Operating Procedures (New South Wales) in force
under the New South Wales Electricity Market Code are
the regional specific power system operating procedures to
apply to the New South Wales network.

The applicant states that the Network Operating Standards (New South Wales) and the
System Operating Procedures (New South Wales) are designed to ensure that the
interconnected New South Wales network operates in a safe and reliable manner. They state
that New South Wales’ standards have the same general effect as the schedules to chapter 5
of the code. They claim that in the event of a discrepancy between the code and New South
Wales’ standards, the later will prevail.

The code requires that NSPs and code participants comply with the nomenclature standards,
as agreed with or determined by NEMMCO. Given that these standards are yet to be
developed, the applicant has submitted a derogation which states that the nomenclature
standards defined in Victoria’s System Code will apply in Victoria until NEMMCO and a
relevant NSP agree otherwise.

NEMMCO and distribution system operators are required to communicate concerns about the
conditions of the distribution and transmission networks and give prior notice of switching
operations. NEMMCO and the system operator are also required to maintain records of
power system operational communication.

Chapter 4 of the code also includes provisions for installing and maintaining remote control,
operational metering and monitoring devices and local circuits and operational control and
indication communication facilities.
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In supporting the code’s power system security requirements, the applicant (sub. p. 45) stated
that:
... the operation of an integrated power system is complex and therefore it is essential
that the accountabilities and responsibilities for maintaining the system quality of
supply attributes of frequency and voltage to all users and the integrity of equipment
comprising the power system are clearly defined.
The applicant (sub. p. 105) argued that the code’s prescriptiveness for the responsibilities and
obligations of code participants helps to reduce ambiguity and makes the requirements for
entry clearer and less risky to possible new entrants. Moreover, the applicant (sub. p. 222)
argued that it is in the public interest for the power system to meet such quality of supply and
technical safety standards. In meeting this objective, the applicant stated that the technical
and operational requirements in chapter 4 of the code are consistent with good electricity
industry practice and applicable Australian standards.
The applicant (sub. p. 64) also considers that the integrity of the networks is preserved by the
code’s system security requirements.
6.2.2 The consultants’ views
The Western Power review did not raise any significant concerns with chapter 4 of the code.
Indeed, the review (Western Power, pp. 13—15) concluded that chapter 4 of the code:
m  does not impose any unnecessary requirements on those seeking entry;
m imposes requirements which are consistent with reasonable industry practice;
m imposes a reasonable degree of responsibility on all network providers;
m does not advantage or disadvantage current network providers; and
= will not impede future development of the market.
Western Power did, however, make a number of comments and suggestions about areas of
the code that could be changed to improve its operation. First, there should be an audit of
NEMMCO’s ability to bypass the code’s process for market intervention (ie clause 3.14).
NEMMCO is required to follow these processes when authorising persons to comply with the
National Electricity Law, for example, when directing load shedding or requiring a generator
to be switched off. However, NEMMCO has the power to bypass the market intervention
process if it considers it is appropriate to do so (ie clause 4.8.10(d)). Western Power
recommends that there be an audit of NEMMCO’s use of this power to demonstrate to code
participants that it is not being abused or used unnecessarily.
Second, Western Power suggested that NEMMCO be required to monitor load forecasts and
inform market participants of inaccuracies and deviations from predictions. This would
prevent over or under commitment of generating plant in the short term and inefficient
investment in generation and network facilities in the longer term (ie clause 4.9.1(g)).
Third, the Reliability Panel, on advice from NEMMCO and NSPs, could determine a
standardised method of calculating current ratings of transmission lines and other plant to
avoid NSPs using different methods (ie clause 4.2.2(c) & (d)).
Fourth, three phase faults may be considered a credible contingency on some parts of the
power system, and therefore should be included in the code’s definition of a credible
contingency event. Moreover, Western Power identified an apparent conflict between
clauses in chapter 4 (ie clause 4.2.3 (b)(2) and 4.2.3(e)) which exclude three phase faults as a
credible contingency event, and a clause in schedule 5.1 (ie S.5.1.2.1) which includes such an
event in some circumstances.
Other suggestions made by Western Power in their review of chapter 4 were to simplify and
clarify particular clauses (especially 4.2.3(c) and 4.3.2(d)) and to correct typographical and
cross referencing errors.
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In reviewing the jurisdiction’s technical derogations, Western Power advised that Victoria’s
and New South Wales’ derogations regarding regional specific power system operating
procedures are reasonable; appear in accordance with the code’s intent; and provide scope for
the operating procedures to be reviewed and updated by NEMMCO. However, they added
that participating jurisdictions should be aiming for uniform operating procedures where
possible. Western Power also advised that the Victorian derogation relating to nomenclature
standards was reasonable as it provided a transition to some other standard if required.

Colin Taylor’s review of the Western Power report stated there may be a need for NEMMCO

to have some level of accountability to market participants for the accuracy of its load

forecasts. Taylor suggested that NEMMCO could publish statistical data on the accuracy of
the load forecasts and an explanation of significant errors. Taylor also suggested that:

s NEMMCO could be required to publish details of any intervention in the market,
including the reasons for the intervention;

m the provision requiring code participants to provide voice and data communications
equipment should only apply to participants with connections above 10MW because it
may be a barrier for small participants; and

m it may need to be recognised that the requirement for generating units to have governor
systems is not applicable to some forms of generation.

6.2.3 What the participants say

In addition to Western Power’s quite specific concerns, the Commission’s public

consultations revealed that a number of participants were concerned that the NEM’s system

security arrangements should not be dominated by what could be described as administrative
command and control processes. Rather, participants expressed a preference that, wherever
possible, the code rely on market mechanisms to signal and provide the relevant services to
ensure a secure system.

Comments by the Snowy Mountains Hydro—Electric Authority (SMHEA) were typical of

many participants when it argued that system security standards should be in line with

customers’ needs. SMHEA (sub. p. 12) also argued that ‘ideally, system security should be
managed through a competitive ancillary services market and user pays charging of ancillary
services’.

In a joint submission, the Victorian Distribution Businesses (sub. p. 17) expressed concern

that NEMMCO’s power to review and report on operating incidents is too broad. They

argued that the code should be clarified to ensure that information obtained by NEMMCO for

the purpose of this review is subject to the code’s confidentiality obligations (ie chapter 8)

and that affected code participants or third parties are able to review a draft of any report.

The Victorian distributors (sub. p. 18) also argued that the code should be clarified to ensure

that all those operating a distribution network (not only those required to register as a

Distribution System Operator) are subject to the chapter 4 rules.

The Energy Users Group (supplementary sub. pp. 4-5) submitted that it has no prima facie

objection to New South Wales’ operating procedures derogation, provided it is shown that

the New South Wales Operating Procedures are consistent with the national code and market
objectives. They state that the applicant makes no attempt to show this, and suggest that
further information should be sought from the applicant.

The Business Council of Australia (sub. pp. 27-29) expressed concern that New South Wales

and Victoria intend to continue to use their own system operating rules and instructions and

security standards and not follow the proposed code rules. The Business Council is also
concerned that the differing technical and security standards can act as a barrier to the entry
of new competitors. They believe that the adoption and publication of common minimum
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technical and security standards is essential for a proper functioning and efficient competitive

electricity market.

6.2.4 The Commission’s considerations

The Commission accepts the applicant’s view that it is necessary for the code to prescribe the

responsibilities of NEMMCO and all code participants in an integrated electricity market.

This approach protects the interests of those seeking access to the market and the wires

infrastructure, as they are given certainty about the standards at which the power system will

be operated and their obligations for maintaining system security.

The interests of NSPs, network users and the public are also protected by the system security

requirements which promote a safe and reliable means of generating and transporting

electricity, reduce the risk of a system wide disruption and which seek to restore the power
system and minimise the impact after such a disruption.

While system security practices are similar across the electricity industry, there are

operational differences and, as a result, currently there are no industry wide standards. The

code’s power system security requirements attempt to promote the interests of NSPs, network
users, the public and potential entrants by codifying a set of practices which are generally
consistent with those used throughout the industry.

In the draft decision the Commission accepted Western Power’s conclusion that the power

system requirements do not disadvantage new NSPs relative to incumbent NSPs. The

Commission stated that while the requirement for code participants to provide load forecast

information may be viewed as a disadvantage to new entrants because of the set up cost, the

ongoing costs of providing this information should be small and it is likely that participants
would need to produce this type of information for use in their business.

Despite these desirable features of the code, the Commission indicated in its draft decision

that it would be in the interests of all parties to further improve the clarity and operation of

the code by reconsidering the suggestions and recommendations made by the Commission’s
consultants and industry participants. The Commission acknowledged that many of these
issues were considered in preparing the code, however it concluded that it is necessary for the
applicant to revisit them in light of the consultants’ comments. For instance, the Commission
acknowledged that the code’s present definition of a credible contingency event is consistent
with the practice in eastern states, which has delivered quite high levels of system security.

However, given the technical nature of consultants’ and participants’ suggestions, the

Commission stated that it was inappropriate for it to assess the merits of suggestions to

change the code’s system security requirements. Rather, the Commission recommended that,

at an appropriate time after commencement of the market, NECA should refer the following
issues to the code change processes:

m  requiring an audit of NEMMCQO’s ability to bypass the process for market
intervention when authorising persons to comply with the National Electricity Law;

m  requiring that NEMMCO publish the reasons for, and details of, any intervention in
the market;

m  requiring that NEMMCO monitor load forecasts and inform market participants of
inaccuracies and deviations from predictions (this could be done by publishing
statistical data on the accuracy of the load forecasts and an explanation of
significant errors);

m requiring that the Reliability Panel, on advice from NEMMCO and NSPs, determine
a standardised method of calculating current ratings of transmission lines and other
plant;

m  deciding whether three phase faults should be included in the definition of a credible
contingency event;
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= removing the apparent conflict between clauses 4.2.3 (b)(2) and 4.2.3(e) and
clause S5.1.2.1;

m  changing the clause requiring code participants to provide voice and data
communications equipment so that it only applies to participants with connections
above 10MW;

m altering the provision requiring all generating units to have governor systems, since
it may not be applicable to some forms of generation;

m clarifying the questions raised by WPC in relation to clauses 4.2.3(c) and 4.3.2(d);
and

m addressing all typographical and cross—referencing errors pointed out in the
Western Power report.

While it is in the interests of all participants that the code establish adequate arrangements for

power system security, it will also be in their interests that these arrangements are efficient.

Opening the supply of ancillary services to competition and using market mechanisms to

supply reserve capacity and provide load shedding capabilities are ways to reduce the costs of

providing a secure power system. Nevertheless, as the code recognises, NEMMCO will
continue to need the ability to intervene in the case of emergencies.

Achieving an appropriate balance between market mechanisms and intervention will not be

straight forward. Not the least of which is because the market is evolving from a set of

arrangements whereby system security was provided by publicly owned utilities in an
environment where market forces were muted. Nevertheless, there appears to be
considerable scope to use market mechanisms to deliver some ancillary services and any
mismatches between demand and supply. For instance, it could be expected that in order to
achieve a balance between capacity and demand, greater use will be made of demand side
responses including reducing demand in response to peak load prices and at critical times,
making greater use of load shedding contracts and even taking advantage of back up
generation capacity located at various sites throughout the network.

However, it cannot be expected that market responses will be sufficient in all circumstances.

Clearly it is possible that system security could deteriorate, not in response to customer

needs, but as a result of participants in the ESI using market power to reduce the supply of

some services. However, in responding to such concerns and in emergency circumstances, it
will be important to ensure that administrative interventions do not crowd-out market
responses. This can occur by the intervention deadening market signals or by undermining
investments. Participants claimed that the rules for intervention need to be closely specified
as even the threat or expectation of intervention may significantly reduce the incentive to
develop a market response.

Reflecting these range of concerns, in the draft decision, the Commission indicated that in

order to accept the access code, it was seeking a commitment from NECA to change the code

so that:

s NEMMCO must report to NECA on the viability of market provision of ancillary
services within 1 year of National Electricity Market commencement;

m the reserve trading functions in chapters 3 and 4 of the code must end two years
after commencement of the National Market;

m  NECA must conduct an annual review of NEMMCO’s use of its powers of direction
under clause 4.8.10. The review must be conducted on each anniversary of NEM
commencement in respect of the preceding year. The annual review must consider
for each occasion on which the power was used in the preceding year, whether the
exercise and manner of exercise of the power was appropriate in all the
circumstances and in accordance with the code objectives and make any
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recommendations considered appropriate for future exercise of the power. The

report of the review is to be completed within 30 days of the end of each relevant

year and is to be made available to all market participants.
In the draft decision, the Commission indicated that the Victorian and New South Wales
derogations for operating procedures and nomenclature standards are necessary because such
arrangements are yet to be developed under the code. The Commission maintains its view
that the procedures and standards are acceptable because they provide scope for NEMMCO
to revise the arrangements.
The Commission was, however, concerned by the statement in the application that the
Network Operating Standards (New South Wales) will prevail over the code in the event of a
discrepancy between the two. The Commission commented that this statement is inconsistent
with the objective that State operating procedures be replaced by a national approach under
the code and is also inconsistent with the derogation which allows NEMMCO to review and
update the regional specific operating procedures (clause 9.14.1(b)). The Commission
therefore expressed the view that the derogation does not appear to provide scope for the
New South Wales standards to prevail over the code in the event of a discrepancy between
the two. In this event, the Commission considered that the New South Wales operating
procedures derogation is acceptable.

6.2.5 Issues arising from the draft decision

The Commission received several submissions on the requirement that the reserve trader
provisions end two years after market commencement.
Pacific Power supports the removal of the reserve trader provisions and considers that this
approach is consistent with the removal of many of the market based derogations or
interventions by 2000.
CitiPower agrees that the reserve trader provisions should be removed as soon as possible
and consider that there should be a review mechanism to determine whether an earlier end
date is practical. Eastern Energy also supports the early removal of the reserve trader
provisions.
Hazelwood supports the thrust of the Commission’s stance that intervention should be
minimised, but recommend the results of the Victorian capacity support program for the
1997/98 summer be considered before a decision is made to remove the reserve trader.
The ACA supports the Commission’s draft decision requiring the phasing out the reserve
trader, however it is not convinced that the market will deliver the right outcomes. The ACA
states that it believes that network price signals can play an important role in signalling peak
capacity and proposes that the issue of security of supply and signals for peak capacity be
dealt with in a NECA review.
Solaris agrees with the removal of the reserve trader but would prefer an end date of the end
of a financial year.
Ecogen Energy argues against the requirement to end NEMMCO’s reserve trading function
two years after market commencement. It argues that without the reserve trading function,
there is not enough incentive for market participant to deliver historical levels of reserves
because the value of VoLL is too low and will therefore not deliver enough returns for
peaking generators to stay in the market.
Ecogen Energy states that if historical levels of reserve are to be maintained, there will need
to be capacity payments or the institutionalisation of the reserve trader function or, if the
reserve trader function is removed then NEMMCQ’s power to intervene to direct market
participants to provide reserves should also be removed.
United Energy comments that the removal of the reserve trader function two years after
market commencement will create a level of uncertainty regarding supply reliability which is
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socially and politically unacceptable to governments. United Energy is concerned with the
risk associated with the actions that governments may take if they are faced with the
possibility of involuntary load shedding. United Energy suggests leaving the reserve trader
provisions in the code for longer than two years, but structure the code so as to minimise the
likelihood of the reserve trader being needed. It suggests that this could be achieved by
requiring the Reliability Panel to set guidelines for the use of the reserve trader that are
consistent with the market pricing mechanism.

The Victorian Government is concerned that removing the reserve trader after two years will
lead to significant system reliability problems because there may not be the necessary
investment to address the capacity problems. Also, the necessary demand side response will
not develop unless the risks associated with high spot prices are substantially increased.

The Victorian Government suggests that there should be an immediate review of the NEM
design to address interrelated issues such as system reliability and reserve, system security
standards, ancillary services, force majeure, the level and definition of VoLL and demand
side management. It considers that the reserve trader provisions should not be removed until
changes to the market design have been made.

The Victorian Government supports NECA’s submission that the period of operation of the
reserve trader should be sufficiently long to ensure that there can be experience of at least
two summer peak loads.

The South Australian Government argues that there may still be a need for the reserve trader
once the market has reached maturity. This is because the current market design may not
provide appropriate market mechanisms and significant refinements may be needed before
satisfactory market driven solutions. South Australia argues that they will require additional
capacity to meet peak demand by about 2001. South Australia considers that they will
require a reserve trader for five years, considering the lead time for market driven new
investment initiatives. Unlike New South Wales and Victoria, South Australia does not have
any mothballed plant that could be recommissioned.

The EUG states that network prices should be used to signal peak capacity requirements and
that such issues should be dealt with as part of the NECA pricing review.

Several generators suggested the removal of NEMMCQO’s power to direct market participants
to provide reserves at the same time the reserve trader function is removed. They considered
that NEMMCQO’s power to direct for system security reasons needs to be maintained.

The BCA/EWG would prefer to see a market structure and rules that minimise the need for
the reserve trader function.

SMHEA rejects the suggestion that there should be capacity payments or direct intervention.
It recommends the removal of the direct intervention provisions at the same time the reserve
trader provisions are deleted. It states that the preconditions for the removal of the reserve
trader are likely to include an increase in VoLL (to at least $25 000/MWh) and clarification
of the co-dispatch of energy and ancillary services under conditions of supply scarcity.
TransGrid comment that several of Western Power’s suggestions to change the metering
provisions are inappropriate and do not require further review. TransGrid considers that it is
inappropriate for the Reliability Panel or NEMMCO to set and impose a method of
calculating current ratings of transmission lines and other plant, unless they are accountable
for their actions.

TransGrid considers that three phase faults should not be included in the definition of a
credible contingency because it will lead to an unnecessary reduction in the power transfer
capabilities across interconnectors. TransGrid also considers inappropriate Western Power’s
recommendation that only participants with connections above 10MW should be required to
provide voice and data communications equipment. It argues that NEMMCO will need
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discretion in this matter, depending on individual circumstances and should not be bound by
a strict MW limit.
TransGrid does not support Western Power’s suggestion that the provision requiring all
generating units to have governor systems may not be applicable to some forms of generation
and therefore should be altered. TransGrid state that the provision only applies to scheduled
generating units, and a governor is required to enable the generator to follow the dispatch
schedule.

6.2.6 Applicant’s response to the draft decision
In response to the Commission’s concerns that the NEMMCO review of market provision of
ancillary services be brought forward, the applicant has revised clause 3.11.1(c) which now
states:

(c) In conjunction with its obligations under clause 3-8-9¢d} 3.8.1(f), NEMMCO must
investigate, consult with Code Participants in accordance with the Code
consultation procedures and report to NECA within2-years-of market
commeneement by 1 March 1999 on the possible development of market-based
arrangements for the provision of ancillary services, including a short term market
in which Market Participants which are not parties to ancillary services
agreements may submit offers for the provision of regulating capability or
contingency capacity reserve.

In response to the Commission’s concerns about the reserve trader, the applicant has
amended the code by bringing forward the sunset date for reserve contracts. In particular,
clause 3.12.1(a) has been amended and states:

(a) NEMMCO may enter into reserve contracts in accordance with this clause 314
3.12 and the relevant guidelines and procedures developed by the Reliability
Panel, as described in clause 8.8.1, for any period up to the-fifth-anniversary-of
market-commeneement 30 June 2000. NEMMCO must not enter into such
contracts for the period thereafter.

The applicant has also amended the code by requiring that NECA complete a review of
reserve trading by 30 March 2000 (ie prior to the 30 June 2000 sunset date) and that the
review must consider a range of matters including: whether NEMMCO (or anyone else)
should be involved in reserve trading; whether NEMMCO’s role in reserve trading has
distorted the spot market; and whether there are alternatives to NEMMCQO’s current reserve
trading role and/or powers.

The applicant has also amended the code by requiring NECA to undertake an annual review
of NEMMCO’s use of its powers of direction under clause 4.8.10. In particular, clause
4.8.10(e) has been inserted into the code and states that:

(e) NECA must undertake a review of and report on NEMMCQO’s use of powers
granted to NEMMCO under clause 4.8.10(a) in each financial year as part of
NECA’s annual report prepared in accordance with clause 8.7.4. The review must
consider for each occasion when the powers granted to NEMMCO under clause
4.8.10(a) were exercised::

(1) whether the exercise, and the manner of exercise, of the powers granted to
NEMMCO under clause 4.8.10(a) was appropriate in the circumstances and
was consistent with the Code objectives; and

(2) such other matters as NECA considers appropriate,

and may make any recommendations in relation to NEMMCQO’s future exercise of

the power as NECA considers appropriate..

6.2.7 Commission’s findings
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The Commission accepts that the code changes undertaken by the applicant have met the
concerns expressed in the Commission’s draft decision in relation to: bringing forward a
review of the market provision ancillary services; bringing forward the sunset date for
reserve trader contracts; requiring NECA to undertake an annual review of NEMMCO’s use
of its powers of direction.

6.3  Metering
The metering chapter of the access code describes the coverage of the metering requirements;
the roles and responsibilities of parties such as the metering provider, the responsible person
and NEMMCO; the technical requirements for, and testing of, metering installations; and the
auditing, security and processing of metering data. These aspects of the metering chapter of
the code are discussed below.

6.3.1 What the applicant says
Coverage of the metering requirements

In the past, consumers have purchased electricity from retailers which were integrated with
distribution networks and sometimes with transmission as well. While recent reforms have
separated some of these functions, the great majority of consumers will continue to purchase
their electricity from retailers — although retail competition will increasingly allow
consumers to choose between their retailers.

However, a number of consumers will use the access code to enable them to unbundle their
purchases of electricity into wholesale and transport (transmission and distribution)
components. Consistent with this vision, the access code’s metering requirements have
generally been written with a view to the participants in the wholesale market. Nevertheless,
in discussions with the Commission, the applicant has indicated that the code’s metering
requirements also apply to non-local retailers, selling electricity to contestable customers, for
the purposes of settling their wholesale market obligations. The applicant also indicated that
there is a question surrounding whether contestable customers, who have elected to stay with
their local retailer, also need to have metering that complies with chapter 7.

The code has a general principle that all connection points must have a metering installation,
however, a subsequent provision in the code only obliges participants in the wholesale
market to ensure each of their market connection points has a metering installation. These
market participants must ensure their metering installations are registered with NEMMCO
and they must pay all costs associated with a metering installation.

The metering provider

The metering provider is the person who installs and maintains a metering installation and:

m is responsible for providing and maintaining the metering installation’s security controls;
m is required to be registered with NECA and must satisfy the qualifications and standards
requirements in schedule 7.4; and
m can be deregistered if they breach the code or behave in an unethical manner.
The applicant (sub. p. 168) states that in order to maintain the integrity of the market,
metering providers are required to be reasonably qualified. The applicant submits that the
processes and standards involved in registering metering providers are not excessive when
compared with the limitations that might exist from having no requirement for metering
providers to be licensed.
The applicant also states that the requirement for metering providers to meet knowledge and
competency standards rather than complete particular courses, gives individuals more
flexibility and increases the possibility of new providers entering the industry. The applicant
submits that the categories of registration and the associated competency requirements for
metering providers are meaningful as they reflect industry practice.
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Any person including a NSP may apply to be registered as a metering provider.

Alternatively, a NSP may enter into an agreement for a metering provider to provide
metering services. Market participants cannot register as a metering provider for those
connection points where they are the energy user. However, the code makes a somewhat
unclear exemption for market customers if they are also a NSP and they regard the connected
transmission NSP as the local NSP (at the connection points on the transmission network).
Following a request from a market participant, a local NSP must make an offer to provide,
install and maintain the metering installation and notify the market participant of the terms
and conditions of the offer. If the market participant accepts the offer, the local NSP
becomes the person responsible for providing a metering installation (ie the responsible
person) and must fulfil the obligations below.

Alternatively, if the market participant declines the NSP’s offer, or breaches the agreement
with the local NSP, the market participant must arrange for, and enter into an agreement with,
another registered metering provider(s) to install and maintain the meter. In this situation, the
market participant is the responsible person.

In either case, the code requires the responsible person to provide a metering installation for a
particular connection and to:

m ensure their revenue and check metering installations comply with the type, accuracy and
design requirements in schedule 7.2;

m ensure the components and testing of each metering installation complies with the
requirements of the code;

m arrange for an alarm monitoring feature for certain metering installations, to alert
NEMMCO or the responsible person of any failure of the critical components of the
metering installation — if the alarm alerts the responsible person, they are required to
notify NEMMCO of the failure within a specified period;

m  provide NEMMCO with the metering information in schedule 7.5 (for the metering
register) for each metering installation;

m ensure that the revenue metering point is located close to the connection point;

m ensure that any instrument transformers required for check metering are located so as to
achieve a mathematical correlation with the revenue metering data; and

m  ensure that a communication link is installed for each of its metering installations and that
it is maintained to the public telecommunications network.

Technical requirements for and testing of metering installations

To ensure the accurate recording of energy data, the metering chapter of the code contains
provisions specifying accuracy standards and testing for metering installations and the
auditing of metering data. Box 6.2 lists the components of a metering installation that are
required by the code.
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Box 6.2: Requirements for a metering installation

The code requires that a metering installation:

m has a visible or an equivalently accessible display of metering data;

m  be accurate and secure;

m have electronic data transfer facilities between it and the metering database;

m  have electronic data recording facilities so data can be collated into trading intervals;

m be capable of separately registering and recording flows in each direction where
bi-directional active energy flows occur;

m have an active energy meter and, if required under schedule 7.2, a reactive energy meter,
both having an internal or external data logger;

m  be capable of communicating from the site of the metering installation to the metering
database; and

m have facilities for storing the metering data for at least 35 days.

Chapter 7 of the code also sets out the components (eg current transformers (CT) and voltage

transformers (VT), secure and protected wiring from the CT and the VT to the meter, and

communication interface equipment) which may be combined to form a metering installation.

Features other than those specified may be included, provided a local NSP or market

participant seek the agreement of the responsible person.

The applicant (sub. p. 166) argues that the technical specifications for components of a
metering installation are necessary for the proper functioning of a low cost, automated,
modern metering system and there are public benefits as the code requirements are intended
to be technology neutral.
The applicant (sub. pp. 164—165) argues that, given the important role metering plays in the
operation of the market (such as determining usage and settling payments for electricity
trades), metering installations must conform with recognised standards which participants
can rely on. The applicant considers that:
...the benefit from the development and operation of the NEM which requires
confidence in the metered information far outweighs any perceived detriment to the
public from a requirement to meet the metering standards of the code.
The class of, and accuracy requirements for, a metering installation are to be determined
according to the annual amount of active energy which passes through the metering point.
Check meters are not required to meet the same degree of accuracy as revenue meters, but
they must be correlated with the revenue meter and comply with schedule 7.2. If the
accuracy of the metering installation does not satisfy the code’s requirements, the responsible
person must advise NEMMCO of the errors and their possible duration; arrange for the
accuracy to be restored within a period to be agreed with NEMMCO; and NEMMCO may
make any appropriate corrections to the metering data.
The code requires the responsible person to ensure that purchased metering and associated
equipment has been tested to the code’s standards and accuracy levels. The responsible
person must provide the test results to NEMMCO and any affected code participant that
requests the results and must notify affected market participants of the test’s outcome.

The code also imposes testing responsibilities on NEMMCO, requiring it to:

m arrange for the testing of any metering installation if so requested by a code participant;

m check the metering register for test results for each metering installation and arrange for
audit testing of metering installations;

m  negotiate with the responsible person for access to the metering installation for the
purpose of testing; and
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m  make test results available to persons NEMMCO considers have a sufficient interest in
the results.

In support of the code’s requirements for metering accuracy, inspection and testing, the

applicant (sub. p. 167) stated that they ‘reflect the collective wisdom and experience of the

industry in relation to the technical issues involved.’

Auditing, security and processing of metering data

The code requires NEMMCO to conduct periodic random audits of metering installations to
confirm compliance with the code. A code participant may request NEMMCO to conduct an
audit to determine if the metering data held in their metering installation is consistent with
the data held in the metering database. The code states that if there are discrepancies
between such data, code participants must liaise to resolve the discrepancy. The code also
states that, in this situation, data in the metering installation is to be taken as prima facie
evidence of the metering point energy data. The Commission is uncertain whether this is an
apparent inconsistency or whether the provisions are requiring parties to liaise to determine
the appropriate energy data, using the data in the metering installation as a benchmark.

The code requires energy data to be collated in trading intervals (half hourly), unless
NEMMCO, the local NSP and the market participant agree otherwise. NEMMCO is required
to use revenue metering data as the main source of metering data for billing purposes and if
check metering data is available, NEMMCO is to use it for validation, substitution and
account estimation of revenue metering data. The code requires NEMMCO to develop a data
validation process in consultation with code participants.

If there is a discrepancy between the revenue (or check) metering information and the code’s
requirements, NEMMCO must advise affected code participants of the discrepancy and the
responsible person must arrange for the discrepancy to be corrected within two business days,
unless exempted by NEMMCO.

The code requires NEMMCO to create, maintain and administer a metering database
containing information for each registered metering installation. The market participant, the
local NSP and NEMMCO must use their best endeavours to agree to adjust the data in the
metering database to allow for physical losses between the metering point and the relevant
connection point.

The code specifies which persons can obtain either remote or direct access to metering data
from a metering installation, the metering database or the metering register. There is an
apparent conflict in the access code regarding the responsibilities for managing access to
metering data. On the one hand, NEMMCO must ensure access to metering data from the
metering installation is scheduled appropriately to ensure that congestion does not occur.
Conversely, the responsible person is required to coordinate the electronic accessibility of
each metering installation to prevent congestion.

The code states that the responsible person must ensure the security of the metering
installation and associated links, circuits and information storage and processing systems.
NEMMCO is required to conduct an audit of the security measures and can exercise its
power to override any of the security devices fitted to a metering installation, providing it
notifies the responsible person prior to doing so.

The code allows the use of evolving technologies or processes if they

= meet or improve the functional requirements of the metering chapter; or

m facilitate the development of the market; and

m are agreed to by the market participant, the local NSP and NEMMCO.

NEMMCO is required to report on the application of evolving technologies and processes
and the extent to which the metering chapter needs to be amended to accommodate these or
the development of the market.
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In supporting the code’s metering requirements, the applicant (sub. p. 105) argued that the
code’s prescriptiveness for the responsibilities and obligations of code participants helps to
reduce ambiguity and makes the requirements for entry clearer and less risky to possible new
entrants. However, the applicant (sub. p.107) acknowledges that the metering chapter of the
code

...1s subject to a review to assess whether arrangements can be less prescriptive, more
flexible and allow market driven responses.

Derogations

Jurisdictions have derogated from some of the code’s metering provisions (see Table 6.2).
6.3.2 The consultant’s views
The Western Power review concluded that the metering requirements of the code do not act
as a barrier to entry to market participants establishing new connections above 1 GWh per
annum, nor to metering providers. Moreover, Western Power stated that the metering
requirements will have virtually no impact on new network providers and new network
investment because the cost of new metering is only a small part of the cost of a new
connection.
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Table 6.2 Metering Derogations
Jurisdiction | Expiry date | Details
Victoria (" | 29/3/1999 Metering installations are taken to be registered with NEMMCO
if they are registered with VPX at market commencement and
details given to NEMMCO.
29/3/2000 Metering installations are taken to comply with the code’s
requirements for components and design standards.
29/3/2003 Minimum level of accuracy requirements different to the code.
not specified | Responsible person given 6 months from market
commencement to demonstrate that metering installations meet
the derogated accuracy requirements.
29/9/1998 Holders of distribution or transmission licences at market
commencement are taken to be registered metering providers.
not specified | It is taken as agreed that alternate technologies or processes
(specified in the Wholesale Metering Code) for calculating
energy consumption by non-franchise customers can be used.
New South | 29/3/1999 Metering installations are taken to be registered with NEMMCO
Wales if they are registered with TransGrid at the code commencement
date and details given to NEMMCO.
not specified | TransGrid may extend the period by which the metering
installation must comply with chapter 7 of the code .
ACT not specified | If requested, the Local NSP is obliged to make an offer for the
South upgrading of an existing metering installation.

Australia @

29/3/1993

Minimum level of accuracy requirements (similar to Victoria).

not specified

Various derogations on meter types and components.

not specified

NECA must verify compliance of NSPs with registration
requirements within 2 years of code commencement.

(1) Victoria’s derogations apply to metering installations in use at market commencement,
which comply with Victoria’s Wholesale Metering Code.

(2) NSW’s metering installations must comply with chapter 7 of the code at the code start
date, unless the responsible person has been granted an extension by TransGrid.

(3) These States’ derogations are for existing metering installations where the participant
opts to join the wholesale market within the first 5 years of the market’s operation.
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Western Power state that the metering provisions encourage competition in installing and
maintaining meters by allowing the market participant to choose whether a local NSP or
some other metering provider provides these services. They also argue that the
responsibilities of metering providers are not so burdensome to act as an entry barrier.
Indeed, Western Power believes that these responsibilities are not defined clearly enough,
which may lead to unnecessary metering disputes and the need to remedy substandard
metering installations following the possible default of the metering provider.
One of the most significant concerns that Western Power raised about the metering chapter of
the code is that it does not address the needs of smaller customers. The cost of metering will
continue to discourage low end users (down to households) from entering the market until
low cost communication is available. Western Power suggest that market customers
(retailers) with connections of less than 1 GWh should be exempt from some of the code’s
requirements for metering installation components. They also argue that the requirements for
the responsible person are a burden for low voltage market customers.
Western Power argue that the alternative of using standard load profiles for small users has
disadvantages because it precludes smaller users from taking advantage of demand side
initiatives and it introduces extra risk because of the wide variation in domestic usage. Load
profiling may also discourage the development of low cost communication systems and low
cost meter offerings.
Another concern raised by Western Power is that the code may both advantage and
disadvantage NSPs. The requirement for participants to request a quotation from the NSP for
new metering installations gives NSPs an advantage over other metering providers.
However, NSPs may be disadvantaged if they are obliged to accept responsibility for an
existing installation that is below standard. Persons building new installations may be
disadvantaged by the ability of existing metering installations to be exempt from the code’s
metering requirements.
Western Power expressed concern that competition will encourage independent metering
providers with no commercial interest in meter accuracy to offer low cost, low quality
installations. They argue that it is in the long term interests of all market participants if the
code ensures that the accuracy of metering installations is related to the value of the
commodity traded.
The Western Power review also raised other concerns that:
m the code sets a low standard for metering, which is contrary to market participants’ longer
term interests;

m the responsible person’s degree of self regulation conflicts with their commercial interests
in the metered data and is often contrary to the interests of a NSP or other market
participants;

m the responsible person’s role in ensuring the security of the metering installation may
encourage malpractices if they are also a market participant;

s NEMMCQO’s, and its agents’, right to inspect metering installations is too restricted;

m  parties, other than NEMMCO and its agents, who have a commercial interest in the
metered data should be allowed to inspect and witness testing;

s NEMMCO should have unrestrained access to the metering installation for the purpose of
conducting random audits;

m  NECA’s role of registering metering providers is inconsistent with its main function and
expertise — it would be more appropriate for NEMMCO to perform the function, given
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they are responsible for registering metering installations, approving metering security
devices and sealing and issuing exemptions for compliance with metering standards;

m agreements for providing metering installations should include a completion date;

m it is unclear whether the termination of an agreement under clause 7.2.3 includes a breach
of contract by the market participant during or after the provision of a metering
installation by the NSP. The clause does not allow for the situation in which the NSP
breaches the contract;

m the market participant should, at their own cost, allow the NSP to locate check metering
on their premises if the market participant opts for a metering provider, rather than a local
NSP, to provide metering services;

m there is no provision for the market participant to choose a different metering provider for
ongoing metering support;

m series metering should be used by medium and large market participants to improve
accuracy. In this case, there is no need for any other form of metering, however, market
customers above 10 GWh may decide to install check metering;

m the connection agreement should specify the method for determining losses between the
metering point and the connection point;

m it is unrealistic that there will be a mathematical correlation between check and revenue
metering data if the meters have different accuracy levels;

m the code should specify the requirements and certification of data collection agencies and
the technical and administrative requirements for agency databases;

m clause 7.6.1(d) implies that NEMMCO is responsible for testing metering installations,
contrary to other clauses which assign this responsibility to the responsible person;

m the local retailer responsible for distributing power should have unrestrained access to
inspect the metering installation of first tier customers because the National Standards
Commission Weights and Measures Act requires that both the seller and the buyer have
access to local meter readings; and

m there are several clauses that are contradictory or unclear; errors and omissions in the
schedules; and minor textual errors.

With respect to Victoria’s metering derogations, Western Power argues that there are no
doubt good reasons for derogations concerning differences in accuracy, conformance with
code quality and check metering during the transition period, arising from different metering
regimes. They state, however, that it is difficult to see the need for other provisions to differ,
such as the registration of metering installations and metering providers and arrangements for
submultiples of metering periods. Western Power adds that the six months grace given to
responsible persons in Victoria to demonstrate the accuracy of metering installations seems
unnecessary and may afford entry advantages in Victoria compared to other States.

6.3.3 What the participants say
One of the main concerns raised in submissions was that the cost of metering will act as a
barrier to small customers seeking entry to the market.
The joint submission from the Victorian Distribution Businesses (sub. p. 23) observes that
the metering provisions of the access code have been drafted for the requirements of
relatively large participants and the access code will need to evolve to accommodate the
needs of smaller customers.
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The EUG (sub. p. 87) state that metering can be a reasonably costly adjunct to participation
in the NEM, although there appears to be very little reliable information available about the
likely costs of the access code’s proposals. The EUG point to the example of unexpected
higher metering costs in the UK pool and suggest that the applicant be required to provide the
ACCC with indicative metering costs.
The EUG (sub. p. 88) accepts that while the cost of metering will be relatively less for larger
users, it could still be significant because of the requirement for large users to have separate
metering at each site. The EUG notes that while the applicant expects the NEM to be mainly
made up of larger users, an increasing number of customers will become contestable and for
smaller users the costs of metering may reduce their ability to participate in the NEM. The
EUG has suggested that there should be an examination of the feasibility of using deemed
load profiles as a substitute for metering in certain cases.
TransGrid (sub. p. 8) believes that the metering requirements in the access code for those
entering the wholesale market would be a small component of the value of traded energy,
however, the issue they say is for the retail market which involves smaller customers.
TransGrid states that there are views that load profiling should be used in the retail market,
however, they note that load profiling introduces significant risks to both the host retailer and
the retailer of choice, and that these need to be weighed up against the advantages.
Delta Electricity (supplementary sub. p. 4) submits that practicality requires load profiling to
be permitted in the short term, but adds that pressure should be maintained for improved
metering technology.
The National Farmers’ Federation (NFF) also raise concerns about the cost of metering.
They submit (sub. p. 3) that:
... the code requires all metering installations to be capable of providing electronic
transfer of data to the metering database. This is likely to add substantial fixed cost to
the metering installation, and will force customers who wish to have a choice of
electricity supplier to install new metering in their premises. NFF is concerned that
such a requirement is likely to limit smaller customers from fully participating in the
market.
Australian Paper (sub. p. 2) believes that operating in the NEM requires expensive metering
and that at the domestic end of the market, the costs of such metering will outweigh the
benefits of deregulation. Instead Australia Paper calls on the development of a method of
system control which does not require such extensive metering costs.
The Tasmanian Government (sub. p. 9) believes the metering requirements will impose a
significant compliance cost for participants in a system such as in Tasmania where currently
revenue metering occurs only at the end user customer premises. It adds that this compliance
cost would apply to all market participants, and is likely to become a more significant issue
as the contestability thresholds are reduced.
Integral (sub. p. 7) submitted that many of the meters currently in service within their supply
area do not meet the password requirements of the code and some allowance should be made
for these meters to remain. They argue that it would be an unnecessary expense to customers
to replace single level of password meters with meters that comply with the code.
Another area of concern raised in submissions relates to the requirements of metering
providers and metering agents and whether metering provision and data collection should be
contestable.
TransGrid (sub. p. 8) supports contestability in both metering provision (ie installing of
meters) and metering agencies (ie the acquisition and initial processing of data) and argues
that it should be a requirement in the code. TransGrid argue that contestability is necessary
to drive the innovation and cost reductions in metering, which are necessary for smaller
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customers to participate in the market. TransGrid advised that New South Wales is
developing procedures to allow contestability in both metering provision and the collection of
metering energy data.

The New South Wales Electricity Taskforce (sub. pp. 1-2) is supportive of changes to the
code which facilitate contestability among metering agents. The Taskforce states that the
access code needs to clarify whether the retailer of choice or NEMMCO is responsible for
determining which metering agent serves the retail customer. The Taskforce believes the
retailer of choice is best placed to be accountable for metering provision and data collection.
They base this belief on two principles: risk management and the separation of contestable
and non—contestable functions.

The Taskforce points out that, in relation to risk management, some risk of mal-operation of
metering and data collection systems will continue and that this risk should be deployed to
the market participant, rather than being spread across the market generally, or being
deployed only to a party whose involvement is based principally on their technical
accreditation. For this reason the Taskforce suggests the access code should clarify that the
retailer of choice is accountable to NEMMCO for correct operation of metering and data
collection. This accountability structure will then be completed by the retailer of choice
being able to choose (and contract with) the supplier of contestable services (ie metering and
data collection).

In relation to the separation of contestable and non—contestable functions, the Taskforce
submits that metering and data collection is not a centralised function. They point out that
contestable and non—contestable functions are separated throughout the market and there
should be no exception for the functions of NEMMCO.

The EUG (sub. p. 88) notes that the access code proposal to licence metering providers and to
subject them to a series of procedures for approval will restrict customers in their choice of
metering provider and could increase the cost involved. The EUG suggests it may be
preferable to provide for voluntary registration or accreditation with NECA and rely on the
metering standards for compliance. In contrast, Integral Energy has submitted that the
requirements for metering providers in Schedule 7.4 lack clarity.

The Victorian Distribution Businesses (sub. p. 23) have questioned the merits of including
separate metering providers in an already complicated arena where customers, retailers and
the NSPs will interface. They also submit that metering errors ultimately pose a risk to the
local distributor, not the independent metering provider and that this and other issues (such as
the ownership of meters) need to be considered more closely before a contestable metering
regime is adopted.

The Victorian Distribution Businesses (sub. pp. 23—24) suggest that accuracy could be
compromised by allowing NEMMCO to use agencies to collect metering information and by
enabling agency databases to form part of the metering database. They note that agencies are
not bound by the code unless they are local NSPs, market customers, market generators, or
metering providers. This could result in a situation where critical metering information is
controlled by persons not bound directly by the code. This poses the unacceptable risk that
accuracy could be compromised if data held in the agency databases are not subject to
rigorous requirements for accuracy through compliance with the code. The submission
contends that the performance standards and obligations of the agency databases to be used
by NEMMCO should be prescribed by the code. Agencies should be bound by the code in
relation to all relevant matters, including dispute resolution, when there are disagreements
about the metered data.

Integral (sub. p. 7) submitted that the code will need to define the requirements of metering
agents as it does for metering providers.
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Other issues raised in submissions included the process for data substitution, the length of the
trading interval and the code’s allowance of the use of certain evolving technologies or
processes.
The Victorian Distribution Businesses (sub. p. 24) also submit that accurate metering data
forms a critical link in the commercial transactions of code participants. It is inevitable that
circumstances will arise where accurate metering data is unavailable due to meter failure, or
other causes, and NEMMCO must develop data substitution processes in consultation with
code participants for application under clause 7.9.4(d) in such circumstances.
With respect to data validation and substitution, EnergyAustralia (sub. p. 6) submits that
where metering data cannot be used for the purposes of settlement, the data substitution must
be undertaken in consultation with all affected code participants, not just with the market
participant and the local NSP.
In relation to periodic energy metering, the Victorian Distribution Businesses (sub. p. 24)
state that all meters installed in Victoria for the purposes of pool participation have 15 minute
recording intervals which is a sub multiple of the trading interval. They suggest that the
current drafting of clause 7.9.3 represents an unacceptable risk that existing metering
arrangements may need modification if NEMMCO or the market participant do not agree to
energy data being recorded in such a sub multiple. They also note that the derogation under
clause 9.9.9 of the code may not be required if the code directly accommodated the 15 minute
interval.
EnergyAustralia (sub. pp. 6—7) submits that it is concerned about what a market participant
may propose as falling under ‘evolving technologies or processes’. It requests that such
technologies and processes should only be implemented after broad consultation has been
undertaken. A restricted consultation process in some circumstances may well prove to be
appropriate but EnergyAustralia does not generally support this type of approach.

6.3.4 The Commission’s considerations
The Commission believes that metering is essential for the effective operation of the NEM,
given its role in managing usage and determining financial settlements (ensuring generators
are paid for the quantity they produce and customers pay for the quantity they purchase). The
measurement and settlements functions of metering in the NEM are no different to the
important role metering has in other areas, for example in taxis, at petrol stations and the
electronic recording devices in supermarkets.
Despite the public benefits that derive from an accurate and reliable metering system, a large
number of participants — transmitters, distributors and users — and the Commission’s
consultant have raised concerns about the cost of the code’s metering requirements, including
the provision of the meter, the communications link and data analysis for determining
settlements.
However, many of these concerns have not been raised in the context of the access code and
the wholesale market (ie large users), but rather the retail market and smaller users. Indeed,
the Commission has been advised by Western Power that for medium to larger users the cost
of metering will be small relative to the overall cost of connection. The Commission
maintains the concern it expressed in its draft decision that small contestable customers (less
than 1 GWh) will not receive the benefits of competition in the retail market because the
lower energy prices offered by non-local retailers will be outweighed by the additional
metering costs these retailers will face.
It is likely that small consumers would remain with their local retailer, rather than transfer to
a non-local retailer who would be required to install a half hourly meter that complies with
the code. In the draft decision, the Commission stated that the current metering requirements
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in the access code are deficient in relation to the retail market because they will discourage
retail competition until there are improvements in technology which reduce metering costs.
As Table 6.3 shows, franchise thresholds are falling. New South Wales and Victorian
customers consuming more than 750MWh annually are now able to unbundle their electricity
purchases. Metering is now an important issue for these customers, assuming that 1 GWh per
annum is taken as the lower cut off point beneath which any cost savings from transferring to
a non-local retailer are outweighed by the additional metering costs. The concerns over
metering arrangements for retail competition will become an even greater issue from

July 1998 when customers between 160MWh and 750MWh become contestable.

Table 6.3 Contestability Thresholds in New South Wales and Victoria
Jurisdiction Site threshold Eligibility date
New South Wales >40GWh pa 1 October 1996
>4GWh pa 1 April 1997
>750MWh pa 1 July 1997
>160MWh pa 1 July 1998
>25MWh pa 1 January 2001
>10MWh pa 1 July 2001
zero threshold 1 March 2002
Victoria >5 GWh pa December 1994
>1 GWh pa July 1995
>750MWh pa July 1996
>160MWh pa July 1998
zero threshold January 2001
Queensland >40 GWh pa 29 March 1998
>4 GWh pa 1 October 1998
>200MWh pa 1 July 1999
zero threshold 1 January 2001
ACT >20 GWh pa 21 December 1997
>4 GWh pa 1 March 1998
>750 MWh pa 3 May 1998
>160 MWh pa 28 June 1998

To the extent that the metering provisions are not a problem for the access code, which large
users will use to unbundle their electricity and transportation purchases, it is acceptable to the
Commission. However, the Commission stated in its draft decision that:
The National Electricity Market access code would be improved by an investigation
of the practical alternatives for smaller customers to ensure that they are not
precluded from participating in the NEM.
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The Commission suggested that any new metering arrangements for the retail market should
be flexible rather than the prescriptive single metering standard necessary for the wholesale
market. That is, customers should be able to benefit from retail competition while not
placing open ended risks on the retailer. For example load profiling could be allowed in
situations where electricity consumers are unable to radically change their usage patterns,
thereby placing little risk on the host retailer. This would occur in circumstances in which
electricity is a derived demand, such as telecommunications, where the demand for such
services is unlikely to be influenced by the price of electricity.

The Commission considers that the provisions in the access code which introduce
contestability in supplying and installing meters will provide a catalyst for technical
innovation and will drive down the cost of metering. This view is supported by several
participants, although the Commission acknowledges that the Victorian Distribution
Businesses have concerns about contestability of metering provision. The Commission also
considers that that metering costs will be reduced by introducing competition to metering
agents (persons responsible for data collection). In the draft decision the Commission
indicated that before accepting the access code it was seeking a commitment from NECA to
amend the code:

to allow for the development of competition among metering agents (persons

responsible for data collection).

With respect to metering agents, the Commission also accepted Western Power’s and
participants’ concerns that the code does not clearly define their role and responsibilities.
The Commission accepted the Victorian Distribution Businesses’ concern that metering
information could be controlled by metering agents who are not bound by the code (ie those
agents that are not local NSPs, market participants or metering providers). The Commission
stated that this poses a risk to the accuracy of metering data which is contrary to the interests
of network service providers, network users and the public. In the draft decision the
Commission also indicated that the code would be improved by specifying

the role and qualifications of metering agents; the requirements for agency

databases; and that metering agents be required to comply with the code’s

standards and obligations.
In the draft decision, the Commission also indicated that before accepting the access code, it
was seeking a commitment from NECA to:

refer the issues raised by participants and Western Power’s review of the code’s

metering arrangements to the code change processes. Western Power’s comments

include the concerns that:

m the code sets a low standard for metering, which is contrary to market
participants’ longer term interests;

m the responsible person’s degree of self regulation conflicts with their commercial
interests in the metered data and is often contrary to the interests of a NSP or
other market participants;

m the responsible person’s role in ensuring the security of the metering installation
may encourage malpractices if they are also a market participant;

m the market participant should, at their own cost, allow the NSP to locate check
metering on their premises if the market participant opts for a metering
provider, rather than a local NSP, to provide metering services;

m there is no provision for the market participant to choose a different metering
provider for ongoing metering support; and

m there are several clauses that are contradictory or unclear; errors and omissions
in the schedules; and minor textual errors.
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As indicated in the draft decision, the Commission considers that since Western Power’s
suggestion are of a technical nature, the industry, rather than the Commission, is best placed
to reconsider their merits
In the draft decision, the Commission indicated that the jurisdiction’s metering derogations
are generally acceptable since they facilitate an orderly transition to the NEM’s metering
arrangements. In assessing the jurisdiction’s metering derogations, the Commission took into
account Western Power’s and participants’ views. The Commission also acknowledged that
requiring market participants to comply with chapter 7 of the code from market
commencement would require some metering installations currently in place to be upgraded
or replaced rather than allowing for a phasing in of new metering equipment. This would
place a cost burden on existing market participants.
The Commission also indicated that the time limits for most of the derogations are
reasonable. However, the Commission expressed concern with New South Wales’
derogation which allows TransGrid to grant an extension to the time period in which
metering installations in New South Wales have to comply with chapter 7 of the code.
Whilst appreciating the need for some discretion, the Commission stated that this derogation
must not continue beyond a reasonable transition period. Accordingly, the Commission
stated in its draft decision that the New South Wales derogation must be altered so that
the period of the extension granted by TransGrid does not extend beyond five years of
market commencement.
The Commission also required that the code be amended so that the South Australian
and ACT derogations regarding meter types, components and alarms contain a
transitional period, as it is currently not specified.
In the draft decision, the Commission indicated it would accept South Australia’s and the
ACT’s derogation that requires a local NSP to make an offer to upgrade an existing metering
installation if so requested. After taking into account the comments made by Western Power,
the Commission recommended that this requirement also be imposed on other metering
providers and should also apply in Victoria and New South Wales.
The Commission also suggested that Victoria and New South Wales consider including a
provision, as in the South Australian and ACT derogation, that requires NECA to verify
whether NSPs comply with registration requirements within 2 years of code commencement
in order for these NSPs to maintain their registration granted at code commencement.
The Commission indicated in its draft decision that it would accept the Victorian derogation
which allows responsible persons in Victoria an extra six months grace to demonstrate the
accuracy of metering installations since the entry advantages accruing to them as a result of
this derogation would appear to be minor.

6.3.5 Issues arising from the draft decision
In a joint submission in response to the Commission’s draft decision, the New South Wales
DNSPs state their support for competition in the provision of metering data agent services.
However they express concern that there is no obligation on the metering data agent to
provide the NSP with the metering data required for network billing purposes. They suggest
that the code should be amended to require NEMMCO to establish a process to ensure the
timely delivery of data suitable for network billing. They also suggest that NECA should, as
part of its review of network pricing, develop a standard data format for determining network
usage.
EnergyAustralia argue that the data provided to NEMMCO by meter data agencies is
unsuitable for network pricing because it will be grossed up by distribution loss factors. It
states that DNSPs will need to obtain data separately from the meter data agencies. It
considers that the current arrangements could prevent contestable customers from changing
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retailers because of unsatisfactory arrangements for the settlement of network charges.
EnergyAustralia suggests that the ACCC should require the code to place an obligation on
meter providers to ensure an uninterrupted stream of data for market and network billing
purposes and to ensure that the property of the original meter service provider is safeguarded.
At the pre-decision conference, EnergyAustralia argued that while they would like to see
contestability in the provision of metering services, the code needs to be amended to ensure a
continuity of data is achieved when metering facilities are changed.
In a joint submission, the New South Wales DNSPs argue that the code should provide for
the metering provider to consult with the local NSP before altering a metering installation.
They argue that this is necessary as the NSP requires this information to review the structure
of network tariffs for the customer and advise them accordingly.
The EUG supports the suggestion that the code should include practical alternatives for
smaller customers and recommends that there be effective co-ordination between
jurisdictions on this issue.
TransGrid supports the inclusion of metering requirements for smaller customers in the code,
however they argue that the necessary amendments must be made before 1 July 1998, to give
metering providers adequate time to order new equipment. It also draws the Commission’s
attention to work undertaken by the Office of the Regulator General, Victoria (ORG) to
devise a satisfactory solution to the problem of smaller tranche customers.
CitiPower argues that the code must state that host distribution businesses should not bear
any additional costs as a result of new metering requirements for smaller customers.
Solaris argues that the Commission’s suggestion to include new metering requirements for
smaller contestable customers seems to raise as many questions as it answers. Solaris argues
that the real issue is whether the cost of alternative methods of market settlement is less
expensive. Solaris also believes that NECA should conduct a review of both metering
technology and market settlement options to allow more cost reflective options to be
identified before any changes are made to the code.
United Energy argued that deemed load profiling should not be considered as a solution if the
cost of metering for smaller customers is excessive. It argued that deemed load profiling has
the potential to deliver an extremely inefficient outcome by not allowing true pricing signals
at times of system stress.
Eastern Energy argued that the requirements for customers below the 160MWh/ year tranche
will be dependent on technology and may require further amendments post-July 1998.
Australian Paper stated that the ACCC should specifically mandate ways that are acceptable
as alternatives to overcoming the high cost of metering as required by the code.

6.3.6 Applicant’s response to the draft decision
NECA has accepted the Commission’s position that practical alternatives for smaller
customers need to be investigated. Indeed, NECA indicated that it is a member of the NEM
metering and retail settlements steering committee which is already investigating practical
alternatives to metering for smaller customers. NECA also stated that it will ensure that the
committee is “aware of the Commission’s other concerns in relation to competition among
metering agents, the need to specify the role and qualifications of metering agents, the
requirements of agency data bases, and compliance of metering agents with the Code’s
standards and obligations”.

6.3.7 Commission’s findings
The Commission finds acceptable the applicant's response that it will raise the Commission's
concerns about the code’s metering arrangements within the context of the NEM metering
and retail settlements steering committee. While the Commission is satisfied with the
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applicant’s commitment to raise Commission’s metering concerns, this is no guarantee that
the issues will be resolved.

In general, the major concern of the Commission and participants in this assessment process
have been related to the cost of metering and identifying and implementing practical
alternatives for metering smaller customers. To a large extent these concerns have not been
raised in the context of the access code and the wholesale market (ie large users), but rather
the retail market and smaller users. Effective resolution of these matters will require the
establishment of seamless metering arrangements between the code (which largely deals with
the single wholesale market in the NEM) and the regulation of retail competition in each of
the participating jurisdictions.

The Commission believes there is a danger that, if the jurisdictions and the NEM
administrators are unable to address industry and public concerns, the benefits of retail
competition may not be passed through to smaller customers.
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7. Disputes and code enforcement

The approach chosen for the access code and undertakings reflects a negotiation model
whereby the code and undertakings provide general guidelines which are flexible enough to
cope with a broad range of circumstances over a long period of time. The detail of the
arrangements will be determined on a case-by-case basis through negotiated connection
agreements.

Consequently, the access code generally relies upon procedures and objectives to implement
its framework for negotiating access terms and conditions. Although technical standards are
closely defined, many other outcomes are dependent on the parties following the processes
available in the code. The advantage of this approach is that the access procedures can be
flexibly adapted across a variety of situations to suit the particular circumstances of the
negotiating parties.

However, this may lead to disputes in that even where parties abide by the code processes
and negotiate in good faith they may still arrive at different judgements and interpretations.
The effect of disputes is that they stop or retard the progress of negotiations, add to the cost
of using the access procedures and can jeopardise the rights of access established under Part
IITA of the Trade Practices Act.

Hence, when a dispute or code breach arises, effective mechanisms are needed to resolve the
problem promptly and effectively so that the relationship and dealings between the parties
can advance. It is also in the interests of third parties and the public interest in general that
problems with either the code or access and competition issues which are identified in a
dispute or breach are rectified in a timely and cost efficient manner.

This chapter commences with an overview of the code’s dispute resolution and enforcement
procedures (7.1) and the issues the Commission considers are relevant in their assessment
(7.2). The Commission then separately analyses the dispute resolution (7.3) and enforcement
procedures (7.4).

7.1 Overview of dispute resolution and enforcement procedures

Chapter 8 of the code deals with the responsibilities both NECA and code participants have

for dispute management, code enforcement and code changes. All of these areas may affect

the operation of the connection, use of system, augmentation and pricing aspects of the

access code. The Commission understands that the disputes function is intended to deal with

disagreements between:

m a participant and its NSP over connection or augmentation procedures, requirements or
performance ;

m  a participant and its NSP or NEMMCO over tests, inspections or commissioning;

m aparticipant and its NSP or NEMMCO over disconnection or reconnection; and

m participants over compliance with the code, particularly the issue of rights of entry to
inspect a competitor’s operations.

With regard to breaches of the code, the National Electricity Law requires all participants to

be registered under the access code which in turn binds all participants. Compliance with the

code will be monitored and enforced primarily by NECA and breaches of the code are to be

examined and decided by the National Electricity Tribunal upon application by NECA. In

addition the Commission can seek Federal Court orders to ensure compliance with access

undertakings.

7.2 Issues for the Commission

In any regime, it is likely that disputes will arise. In a changed environment such as the
NEM, it is inevitable that disagreements, disputes and code breaches will occur over the
interpretation and implementation of the code.
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Disputes and breaches are likely to affect the interests of users and providers because:

m the need for agreement and negotiation on many (often complex and technical) issues
increases the probability of disagreements;

m the access code represents a new regime which is likely to have transitional problems at
both the systemic and individual level, especially with new entry;

m negotiating with monopoly providers has inherent problems for users with unequal
bargaining power; and

m responses to disputes and code breaches can potentially affect, if not harm, the interests of
third party providers and users of the network, particularly if it results in disconnection
(for a discussion of disconnection, see section 4.5 of this decision).

For these reasons, and in light of its statutory criteria in s.44ZZAA of the

Trade Practices Act, the Commission needs to be sure of the adequacy of the code dispute

resolution processes and enforcement mechanisms in terms of serving:

m the interests of NSPs and users in having a fair, responsive, affordable and well-defined
means of resolving disputes or adjudicating code breaches on the basis of an impartial
assessment of the participants’ rights, obligations and claims; and

m the public interest in establishing and maintaining confidence in the administration and
implementation of the code not just for the benefit of code participants but all people
affected by the use of electricity.

Both the dispute management and code breach processes need to establish fair and efficient

processes conducive to fair and workable outcomes which reinforce the objectives of the

code, respect the interests of involved parties and take account of the wider interests of
network providers and users, including the public interest. It is most likely that this can be
best achieved by ensuring these processes reflect established principles of natural justice and

effective dispute management (see Box 7.1).

The Commission will examine how adequately the arrangements provide for the explicit

expression of natural justice and effective management principles in both the dispute

resolution and the enforcement objectives and procedures.

Box 7.1: Principles of dispute management and natural justice

In order for the code to operate efficiently, there needs to be an effective mechanism for
resolving disputes. Accordingly, the Commission considers the following principles to be
relevant to its assessment of the dispute resolution provisions contained in the code.

Dispute Management

The Commonwealth’s Justice Statement recognised the importance of dispute resolution
mechanisms which enable people to resolve disputes by simple and accessible means before
pursuing the formal avenue of litigation. Although there are a range of possible dispute
resolution models (eg arbitration and mediation), an effective dispute resolution process will
usually involve:

= accessible, cost-effective procedures emphasising early resolution of disputes and time
limits within which each process must be utilised;

= transition from a non-interventionist to an interventionist process;

= adefined decision at the end of each process, which is binding on the parties, without
foregoing legitimate avenues of appeal;

= flexibility to meet the needs of parties but sufficient certainty and completeness so that
rights and obligations are protected and the outcome is enforceable; and

= accountability through examination of the criteria used to assess and resolve disputes.
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Natural Justice Principles

Natural justice, or procedural fairness, is a well established requirement for administrative
decision-making. Its main features are:

» the hearing rule, which requires the decision-maker to give the person whose interests
will be affected by the decision, an opportunity to be heard; and

» the bias rule, which requires the decision-maker to be disinterested or unbiased in the
matter to be decided.

Although the required procedures vary depending on the individual circumstances of the
case, procedural fairness generally involves:

= prior notification to affected persons that a decision will be made;

= the right of people to be actively involved in decisions affecting their interests including
the opportunity to present their case and respond to claims or allegations;

= uniform and impartial application of rights, duties and procedures;

= an unbiased decision-maker subject to the need for appropriate technical industry
expertise; and

= the right of affected persons to know the reasons for the decision, and the public interest
in publishing decisions subject to legitimate claims of confidentiality.

Sources: Attorney-General’s Department, Justice Statement (May 1995) chapter 2; David, ‘Designing a Dispute
Resolution Process’ (1994) 1 Commercial Dispute Resolution Journal 26-38; Spencer, ‘Uncertainty and
Incompleteness in Dispute Resolution Clauses’ (1995) 2 Commercial Dispute Resolution Journal 23-40.
See also Administrative Decisions (Judicial Review) Act 1976 (Cth); Allars, Introduction to Australian
Administrative Law (Butterworths, Sydney, 1990); Sykes et al, General Principles of Administrative Law
(Butterworths, Sydney, 3rd ed 1989); Aronson & Dyer, Judicial Review of Administrative Action (LBC
Information Services, New South Wales, 1996).

7.3 Disputes

7.3.1 What the applicant says
The applicant states (sub, pp. 62, 257-260) that disputes relating to connection applications,
connection agreements or other access matters will be resolved in the first instance through
the code’s dispute management procedures.
The code states that the dispute management procedures in chapter 8 (depicted in Figure 7.1)
apply to code participants including NECA. These procedures must be in accordance with
criteria determined by NECA as well as those set out in the code. For instance, procedures
must:
be guided by the market and code objectives in the code;
be simple, quick and inexpensive;
preserve or enhance the relationship between the parties to the dispute;
take account of the skills and knowledge that are required for the relevant procedure;
observe the rules of natural justice; and
emphasise avoiding conflict and encouraging dispute resolution without formal legal
representation or reliance on legal procedures.
Despite these formal requirements, the code provides additional flexibility by allowing
network providers and users to agree on alternative arrangements within the terms and
conditions of their individual connection agreements.
In general the code encourages the parties to resolve their disputes between themselves
before invoking more formal, resource-intensive measures. Failing resolution through
internal mechanisms, disputes will be referred to the Dispute Resolution Adviser (appointed
by NECA) who may either mediate the dispute or refer it to a Dispute Resolution Panel set up
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by the Adviser. However, if these procedures do not settle the dispute, code participants are
free to pursue other options to resolve disputes between them.

While needing to possess expertise in both dispute resolution and the electricity industry, the
Adviser and Panel members cannot be code participants and must not have any interests
which could conflict with an impartial resolution of the dispute. A Dispute Resolution
Panel’s procedures can involve:

m exchange of submissions, documents and information;

m consultation with all parties affected by the dispute; and

m adequate opportunity for those parties to present their case.

Dispute panel decisions are recorded and both the Adviser and Panel are obliged to produce a
summary of their determinations or mediations, without identifying parties and subject to the
code’s confidentiality provisions. NECA must publish or make available these summaries to
all code participants on a regular basis.

In particular, the code states that the dispute resolution regime applies to any dispute between
any code participants (including NECA) and covers such areas as:

m the application or interpretation of the code;

m contracts adopting the code procedures;

m failure to reach agreement on a matter where the code requires agreement;

m a dispute concerning certain augmentation of a network; or

m the payment of moneys under or concerning any obligation under the code.

Individual clauses of the code state that certain disputes will be resolved through either the
chapter 8 provisions or some other regulatory mechanism. For example, the ACCC is
nominated to arbitrate disputes concerning generator transmission use of system charges and
transmission network capital contributions. The Inter Regional Planning Committee will
settle disputes over parameter settings. Jurisdictional Regulators will settle disputes
concerning embedded generators’ distribution use of system charges and distribution capital
contributions.

In addition to its decisions on code breaches (see below), the National Electricity Tribunal
also can re-examine NECA’s and NEMMCO’s ‘reviewable decisions’.*!

The applicant indicates (sub, pp. 175, 183, 196, 264-5, 290ff) that, at least for the transition
period (till 1999/2000), disputes over network access and connection will remain with the
jurisdictional regulators by dint of the almost identical chapter 9 derogations (see Table 7.1).
Local laws and procedures will apply instead of the code dispute provisions.

2 The access code defines that the following are reviewable decisions:

a NECA decision to exempt a code participant from providing an access undertaking;

a NEMMCO determination that an augmentation is or is not justified;

a NEMMCO determination whether or not a proposal to establish an interconnector is justified;
NECA approval of network pricing software; and

a NECA decision to impose additional requirements, procedures or standards on a participant.
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Figure 7.1: Dispute Resolution Process Flow Chart

Dispute arises:

Party gives written notice to other party or parties

Stage 1 Parties attempt to resolve the dispute using their
internal dispute management systems (DMS’s)
2 business days *
10 business days ** (clause 8.2.5(a))
Dispute not resolved Dispute resolved
Dispute referred to the Adviser who
Stage 2 determines if the Code applies to the
dispute. If so dispute referred to either:

immediately *
2 business days ** (clause 8.2.5(f))

Another form of dispute resolution
determined by the Adviser

2 business days *
10 business days ** (clause 8.2.5(g))

Dispute Resolution
Panel (DRP)

|
- - i Dispute not resolved

Dispute resolved

extensio

10 business days *
40 business days ** (NECA may permit an

request from the DRP: (clauses 8.2.6(j) & (k))

n of time in either instance following a

Final determination

DRP fails to make a
final determination

5 business days *
10 business days **

Parties report back to
DRP on action taken
pursuant to mediated
solution or DRP
determination

Use dispute resolution
mechanisms which -«
are outside the Code

* Disputes about market trading, settlements, power system operation directions and metering.

** All other cases

T Clause 8.2.5(g) states that “the Adviser may then refer the dispute for resolution by a DRP [our emphasis] ”
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Table 7.1:

. . . 22
Derogations from dispute resolution procedures

State Transmission Di
Date Derogation Date Derogati

Victoria Ends Disputes resolved according to transmission Ends 31/12/2000. | Disputes

31/12/2000 licence.” Post 2000 licence.

Disputes

specified
New South Ends 30/6/1999 | Transmission access disputes arbitrated by Indefinite If Dispu

: 25

Wales IPART under its Act. Ends 31/12/2000 ililzply A
Post 2000 If dispute

arbitrated

code disp

ACT Ends 30/6/1999 | Disputes handled under legislation nominated | Ends 31/12/2000 Disputes
by the relevant Minister. the releve

South 31/12/2000 Arrangements yet to be detailed. Indefinite Regulator
Australia access dis

22
23

Does not include derogations on the regulation of network pricing.
NEC clause 9.7.1(c). Prior to 1 January 2001, transmission and distribution network connection will be regulated by

the Office of the Regulator General under the Electricity Industry Act.

24

pl197.

25

Independent Pricing and Regulatory Tribunal: code 9.15.1.

NEC clause 9.7.4(e). It is intended that the Regulator-General will apply the terms of chapter 5 (and not a specific
Victorian access regime) until the Regulator-General ceases to regulate distribution network pricing: Application,
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7.3.2 What the participants say
Many of the access concerns raised in submissions focused on the potential problems for
participants in interpreting the code, users negotiating with a monopoly provider and small
users in particular complying with complex technical standards. All of these concerns
emphasise the likelihood of disputes arising between participants, potentially delaying or
thwarting access to the use of electricity infrastructure.
The capacity of participants to handle disputes effectively, simply and quickly through code
processes ought to be a key way of meeting these concerns and maintaining confidence of
users, providers and the public in the code.
In this context, several submissions (eg Energy Users Group, Boral, Environment Australia)
called for wider representation on code administration bodies and panels including the
Dispute Resolution Panels. They nominated such interests as small participants, end user
experience, participants with alternative generation and energy efficiency backgrounds and
external interests such as the gas industry. In particular, the Energy User’s Group (sub.,
pp.- xiv, 14) argued that:
NECA and NEMMCO who will jointly be responsible for administering the NEM
need to be impartial and keep their charges to a minimum, but also have adequate
resources to fulfil their responsibilities. Users must be assured of these outcomes.
The new institutions need to establish effective links with end-users and involve users

in their various committees and panels. ... This needs to be done for at least the code
Change Panel, Dispute Panel, Reliability Panel and Inter-regional Planning
Committee.

Other participants (eg Australian Paper, Business Council of Australia and the Snowy
Mountains Hydro—Electricity Authority) perceived a need to monitor the effectiveness and
accountability of the code’s self-regulatory processes and the code administration bodies.
They also emphasised the need for derogations to end when the market is fully operating ie
by 2000.
It is worth noting that related concerns — examined in chapter 4 — focussed on difficulties
in interpreting the code, negotiating connection and complying with technical standards.
These concerns also emphasised the likelihood of disputes occurring and the need for
effective dispute management systems.
The joint submission of Victorian distribution businesses (sub., p. 24) highlighted that both
state and national regulators will have responsibility for connection and pricing disputes post
2000. They requested that the same body be responsible for dispute resolution for pricing
and connection post 2000. Yallourn Energy (sub., pp. 5-6) raised the issue of dealing with
cross-border complaints or disputes where different regulations operate in each jurisdiction.
The consultant’s report suggested that, where negotiations over connection are protracted
with no agreement being reached, it is important that such disputes be resolved promptly,
particularly in the case of vital reinforcements to the network. They also suggested an
alternative process where the IRPC could review the connection or augmentation proposal
with a final decision made by NEMMCO.
7.3.3 The Commission’s considerations

In its draft decision, the Commission sought to ensure that the code’s dispute resolution
processes were adequate in terms of serving:
m the interests of providers and users in having a fair, responsive, affordable and well-

defined means of resolving disputes through an impartial assessment of the participants’

rights, obligations and claims; and
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m the public interest in establishing and maintaining confidence in the administration and
implementation of the code not just for the benefit of code participants but all people
affected by the use of electricity.

The Commission’s analysis examined the effect on these interests in terms of the ability of

the code processes to accommodate:

m coverage of appropriate parties;

m principles of natural justice;

m prompt settlement of disputes; and

m uniformity and impartiality as to:

— procedures;

— mediators/arbiters;

— publication of decisions; and

— scope for appropriate appeal.
The Commission also examined the provisions relating to internal DMSs.
Coverage

The connection provisions and the explanations in the NECA submission intend that both
existing and intending code participants (including new connection applicants) are covered
by the code including the dispute provisions in chapter 8.
In its draft decision the Commission considered that more clarity was needed as to who, and
what type of dispute, is covered by the dispute provisions in chapter 8. Chapter 8 confines its
coverage to code participants who are defined in chapters 2 and 10 as participants registered
with NEMMCO (under various categories) and by implication already connected to the
network. However, clause 2.8 allows intending participants to register under the category
relevant to them before acting in that capacity. In addition, clause 2.3.5 (d) explicitly states
that an intending customer ‘acquires the benefits of the access provisions of chapter 5 and the
administration provisions of chapter 8 for matters connected with any intending load.
However, a number of participants, such as Sithe Energies (sub. attach., p. 10) indicated that
this coverage of both existing and intending participants is not obvious from reading the start
of chapter 8. Based on this uncertainty, the Commission’s draft decision stated:

Chapter 8 of the National Electricity Code must indicate clearly that all

intending participants, connection applicants and their connection arrangements

are covered by the code’s dispute resolution provisions.
Dispute resolution is important in the context of new connections because the nature of the
connection process is prone to disagreements, new connection applicants are likely to have
disadvantages in bargaining power and new connections may represent new entry into the
electricity market. At the same time, it needs to be clear that the dispute processes governing
access arrangements apply only to those participants who have, or intend to have, a direct
connection agreement with the network service provider.
Natural justice and effective dispute management

The stated objectives of the code’s dispute provisions emphasise the rules of natural justice
and encourage simple, quick and inexpensive measures without resort to formal legal
procedure or representation. At the same time there is provision for parties to put their case
and have legal representation where it is necessary to accord the parties natural justice or for
other reasons appropriate to the circumstances. The objectives also emphasise the need to
restore or enhance the relationship between the disputants. Overall, effective dispute
management based on natural justice is a basic theme in these provisions.

However, in its draft decision the Commission expressed concerns that, in the NEM’s
infancy, disputes would need to be settled with due regard to the views of all participants
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who may have an interest in the subject matter of a dispute. The Commission took the view

that the Panel procedures should stipulate that the Panel must consult with parties who may

have a relevant interest in a dispute. Consequently, the Commission’s draft decision stated:
The code must be amended so that the Dispute Resolution Panel’s procedures
stipulate that it must consult with parties who may have a relevant interest in a
dispute.

The articulation of these principles in the guiding objectives of the dispute management

provisions sends an clear signal to both users and providers that fairness, due process and

transparency are the benchmarks for resolving disputes and creating effective dispute

management systems.

The Commission concluded overall that the code acts in the interests of facility owners and

network users by including, and basing the dispute management procedures on, principles of

natural justice and effective dispute management.

Prompt settlement of disputes

As noted above, the emphasis in the code is on cost effective, timely resolution which is
strengthened by an obligation on the disputing parties to act in good faith and use all
reasonable measures to resolve the issue. Deadlines are set for each part of the process to
minimise delay in resolving the dispute. Nevertheless, parties may seek an urgent injunction
from a competent court, thus preserving their right to take more immediate action on the
dispute.

The time lines in the code, with the distinction between more and less urgent matters, assist
parties to estimate the time and resources they need to commit to each stage of the process as
well as attain a reasonable idea of how quickly their dispute will be managed. Not only does
this benefit the parties but it is in the public interest that the limited resources of the dispute
arrangements are employed prudently and on the issues likely to have the most significant
effects on users, provider and the public overall. At times, parties may decide to settle the
issue themselves without invoking more time-consuming processes: this will be of public
benefit where it allows the process to deal with more important matters.

The Commission considered that the code acts in the interests of facility owners and network
users by including provisions that emphasise the timely resolution of disputes (ie time lines
and court injunctions) but which also seek to balance procedural efficiency with a suitable
regard for parties’ exercise of their rights and obligations.

Uniformity and impartiality

All code participants and NECA are bound by the dispute resolution provisions. Moreover it
is required that the Dispute Resolution Adviser and Panels should be competent but without
any conflict of interest in regard to an individual dispute.

At the same time, the provisions allow for flexibility so that appropriate decisions can be
made according to the circumstances and issues involved. The stated objectives and
subsequent provisions stress the need for responsiveness and timeliness in decision making.
Participants will be able to design internal dispute processes relevant to their situation, while
conforming with criteria to be developed by NECA. The composition of a Dispute
Resolution Panel must be suited to the particular circumstances including expertise in the
field to which the dispute relates.

The Commission believes this approach balances the flexibility required to cater for the
diversity of users’ and providers’ interests in a dispute with a suitable degree of uniformity
and predictability as to the resolution procedures involved. The requirement of an impartial
Adviser and Panels should result in a system which is unbiased in terms of no single interest
being favoured over another. At the same time, the requirement of expertise should bring
competence to deal with the complex matters likely to arise in an access dispute.
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Nevertheless, in its draft decision the Commission observed that the capacity for disinterested
decision-making would be enhanced if the membership of panels could be drawn from a wide
spectrum of relevant interests and views, thus increasing the opportunity for issues under
dispute to be assessed from a variety of relevant viewpoints. At the same time, selection onto
a panel should be on the basis of merit including the ability to act diligently and reasonably in
the interests of participants and the public overall, rather than representation of a particular
industry sector.
Accordingly the Commission considered the code could be improved by nominating a more
representative range of user and provider interests that the Adviser should consider in
constituting a Panel. Specifically, the Commission’s draft decision stated that:
To improve the efficient operation of the access code’s procedures the code
should widen the representation on the National Electricity Code Administrator
and the membership pool for the Dispute Resolution Panel, with due regard to
expertise in dispute resolution and industry operations.
Publication of decisions

While there is no provision for publishing the results of disputes resolved through internal

processes, this may be a matter which NECA will address in its guidelines on internal dispute

management systems.

The Commission considers that, to be effective, dispute mechanisms must be publicly

perceived as being fair, accountable processes which result in binding and workable

decisions. Given the newness of the code in terms of access and market arrangements, it also

is important to give third parties additional guidance on the code’s interpretation and

implementation. The Commission believes that the regular publication of information to

participants is a good basis for establishing and maintaining such confidence. Publication of

decisions also can be productive in:

m yielding useful feedback on the adequacy or otherwise of code provisions or operations;
and

m  assisting participants to resolve future disputes involving similar issues based on
precedents decided by the adviser or panel.

This should also provide a useful source of information in response to a major concern of

both users and providers regarding the availability of information on how the code is

operating and on decisions likely to affect their interests.

Publication of information in this context is also in the public interest, again in fostering

confidence in the code’s administration and in providing a basis for more informed decisions

by participants in negotiating access as a prelude to entry into the competitive side of the

market.

Rights of appeal

Resolution of a dispute by way of agreement or determination by the Adviser or Panel will be
binding on the disputing parties. Although there are not rights of appeal as such from one
stage of the dispute process to the next, failure to resolve a dispute will often be the trigger
for moving to a more formal reconsideration and mediation/ arbitration of the issues on their
merits.
As noted before, parties have a standing right to apply to a court for an injunction regarding
the dispute. In addition, questions of law which arise during a dispute may be determined by
a court of competent jurisdiction. This limited right of referral or appeal has two related
effects:
m it maintains the ability of the dispute process to produce final decisions, especially on
issues of fact; and yet
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m it preserves the rights of parties to have outstanding legal questions decided by an
authoritative body (ie the court).
The provision by the code of an independent forum of appeal is another means of injecting
independence and impartiality into the dispute process. The confidence of users and
providers in bringing matters to the dispute process will be enhanced because legal decisions
affecting their interests can be reviewed by a recognised authority.
The only potential drawback is that, while courts may be expert on the relevant legal issues,
the complexity of the code and technical matters may require additional expertise not
available to the court. However, this can be addressed by such measures as the use of expert
evidence and the appointment of acknowledged experts as independent advisers to the court.
It is in the interests of users, providers and the public that the dispute arrangements produce
clear, binding and final decisions without unduly compromising the benefit of having
important legal questions determined in an authoritative manner. The Commission believes
the present arrangements give sufficient weight to each of these factors in defining the scope
for appeal from a dispute outcome.
Internal dispute mechanisms

The first stage of the resolution process will rely on the internal dispute management systems
(DMS) adopted by individual participants, subject to the criteria and guidelines devised by
NECA. The ideal of effective resolution of disputes at an early stage will be tested by the
adequacy of these DMSs

Given the importance that it places on the timely resolution of disputes, the Commission
raised the issue of time lines with NECA as a feature to be included in the internal dispute
guidelines. More generally, the Commission indicated it would assess, and advise on, the
guidelines in terms of their capacity to balance the interests of providers, users and the public
interest (including the competition objectives of both the code and Part I11A).

State and Territory derogations

Consistent with a transitional period to adjust to the code, access dispute resolution will be
regulated by jurisdictional laws and regulators over that time. The Commission recognises
that this transition is a necessary feature of reform of the access and market arrangements in
each jurisdiction. In Victoria and New South Wales participants are now making market,
access and investment decisions subject to a competitive environment. In South Australia,
the Australian Capital Territory and Queensland, governments are carrying out electricity
review and restructuring.

For the most part, the transitional phase will be completed by 2002. Even so, uniformity and

certainty was a common theme in participants’ responses, especially network users. The

Commission too had misgivings about some of the arrangements for access dispute

resolution, namely:

m the lack of a final date for the Victorian derogations on distribution and the continued use
of Victorian (rather than code) dispute procedures;

m the content and timing of South Australian dispute regulation, including the suggestion
that commitment to the code will depend on the code adjusting its access arrangements to
South Australian conditions; and *°

m the degree of autonomy from government in the ACT regulatory arrangements.

The Commission’s draft decision recommended that arrangements for dispute resolution

should be uniform at the end of the transition phase. Specifically it stated;

" Both Queensland and South Australia have instituted major reviews of their electricity access, market and

regulatory arrangements with a view to enacting reform legislation during 1997.
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The code must be amended so that, by 2001, the dispute regime administered by
each jurisdictional regulator are either based on, or compatible with, the code’s
dispute provisions. Each jurisdiction should also commit to definite deadlines
for their derogations.
7.3.4 The applicant’s response
Since the draft decision, the applicant stated that it was always intended for intending code
participants, registered with NEMMCO under the provisions of clause 2.8, to be able to use
the dispute resolution procedures of the code and the code would be amended to clarify this
position beyond any doubt. Consequently, the applicant amended the code to make explicit
that disputes involving the proposed access arrangements or connection agreements of
intending customers or connection applicants are covered by the dispute resolution
provisions. In particular, clause 8.2.1(a) has been amended and clause 8.2.1(a)(5) inserted so
it now states:
(a) The dispute resolution regime provided for in this clause 8.2 applies to any
dispute which may arise between any code participants (and for the purposes of
clause 8.2, “code participant” includes ME€A, Connection Applicants and, for the

avoidance of doubt, /ntending Participants) as to:
(5) a dispute concerning the proposed access arrangements or connection
agreements of an Intending Participant or a Connection Applicant; or
In response to the Commission’s other concerns about the operation of the code’s dispute
resolution procedures, NECA committed itself to considering these issues as part of its
review of dispute resolution arrangements as required under clause 8.2.13 of the code.
In addition, since the pre-decision conference, the Commission has been informed that the
ACT Assembly passed legislation in October 1997 establishing access dispute arrangements
to be administered by a statutory regulator, the Independent Pricing and Regulatory
Commission. These changes have also been reflected in amendments to the ACT’s
derogations, in particular clauses 9.22.2(a) and 9.22.3(a) which establish IPARC as the body
responsible for resolving access disputes regarding transmission and distribution networks in
the ACT up until 1 July 1999.
7.3.5 The Commission’s findings
The Commission considers the code’s principles and general mechanisms for handling
disputes act in the interests of facility owners and network users by:
m  establishing a framework for uniformly applying procedures which can accommodate the
diverse interests of all parties;
m  being based on natural justice principles such as due process, rights of reply and
representation, and publication of decisions;
m emphasising cost effective resolution with opportunity for disputes to be resolved
mutually at the appropriate level;
m arranging for independently conducted mediation/ arbitration; and
m allowing scope for appeal to a competent court.
Because interpretation of the code can lead to different outcomes, disputes are likely in the
NEM’s implementation, especially in the early stages when established precedents are not
available. It is vital to the interests of facility owners and network users that they have ready
access to a range of uniform but flexible procedures which allow them to resolve
disagreements in a timely fashion. The dispute provisions balance the interests of
participants with the broader public interest by leaving the initiative for resolving disputes
with participants themselves while still establishing standards (eg through guidelines) and
scope for impartial review (eg dispute panels and court appeals). Accordingly, the
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Commission believes the code provides such mechanisms as well as arrangements for
identifying systematic problems (thus assisting code changes) and publishing decisions.

The Commission considers that the code amendments which make explicit the coverage of
intending participants and connection applicants properly address this issue and improve the
rights of network users under the dispute resolution arrangements.

In addition the Commission has been kept informed of the development and implementation
of the guidelines which will establish procedures for the internal dispute resolution
mechanisms (ie the first stage of the code’s dispute arrangements).

Overall, the Commission considers that these guidelines”’ are appropriately designed to:

be used by participants, end use customers and regulators;

deal flexibly with a wide range of conflicts and disputes;

emphasise the importance of mediation and conciliation;

involve expert and other third party assistance as required;

document clearly the progress of individual disputes; and

provide administrative support and facilities to the disputing parties.

The guidelines also integrate well with the other dispute resolution procedures set out in
chapter 8 and should prove to be a important resource for facility owners and network users.
The Commission notes the applicant’s response to consider as part of its review the
membership of a Dispute Resolution Panel. Nevertheless, the Commission maintains its view
that the code needs to demonstrate that the group from which Panels are selected will be
representative of the diversity of user and provider interests. This would extend the range of
expertise available and maintain confidence in the code’s capacity to accommodate that
diversity of interests. The Commission also notes that this issue was initially raised by user
groups and alternative energy interests, whose concerns are relevant to the environmental and
consumer interests that the Commission must consider in assessing the code.

For these reasons, the Commission believes that it is important that this aspect of the dispute
resolution provisions reflects the diverse interests involved in the access arrangements and
electricity market. Accordingly, clause 8.2.2 (c) should indicate the areas of the industry and
market from which the dispute panel group is to be selected.

The Commission notes the applicant’s response that consultation by the Dispute Resolution
Panel will also be considered in its review of dispute resolution arrangements. However the
Commission considers that the applicants need to develop more detail on how this will be
achieved and what the scope of the Panel’s duty to consult will be in practice. In essence, the
Commission believes that the Panel should have an obligation to consult widely with affected
interests, rather than a discretion.

The Commission considers that it is important that, at the end of the transition period, the
dispute regimes for both transmission and distribution need to be consistent across the
electricity market and compatible with the dispute procedures set out in the code. As in other
areas, the code must demonstrate that facility owners and network users will be treated
equitably and consistently in terms of the code’s procedures and safeguards, irrespective of
jurisdiction. It is equally important that the code indicates a common end date for the
jurisdictional dispute derogations in chapter 9, which ought to be the same as the end date
decided for technical standards, that is by 31 December 2002 at the latest.

The Commission is satisfied, on consideration of the ACT legislation, that the regulatory
arrangements concerning access disputes in that jurisdiction will be autonomous from
government and will follow procedures which adequately accommodate the interests of
facility owners and network users.

T National Electricity Market Dispute Management System: the DMS Criteria, January 1998.
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In general, the Commission is satisfied that its major concerns regarding dispute resolution
have either already been addressed or, on the basis of NECA’s commitment, will be
addressed in a forthcoming review. Nevertheless, the Commission considers the benefits to
facility owners and network users arising the dispute provisions would be enhanced if the
code was amended:

1. To widen the representation on NECA and the Dispute Resolution Panels pool, with
due regard for expertise in dispute resolution and industry operations. Clause 8.2.2
(c) should indicate the areas of the industry and market from which the dispute panel
group is to be selected.

2. So that the Panel procedures stipulate that the Panel must consult with parties who
may have a relevant interest in a dispute. The definition of ‘interested party’ in
chapter 10 should also be amended to take account of persons interested in the
subject matter of a dispute.

3. So that the dispute regime administered by each jurisdictional regulator will be
either based on, or compatible with, the code’s dispute provisions. Each jurisdiction
should also commit to definite deadlines for the cessation of their derogations by
31 December 2002 at the latest.

7.4  Enforcement

7.4.1 Issues for the Commission
While disputes focus on disagreements within the boundaries of the access code, enforcement
focuses on remedies and actions when a participant steps outside the code’s boundaries. The
code’s effectiveness will depend on participants and code bodies complying with its
provisions. Accordingly, the Commission stresses the need for effective compliance and
enforcement mechanisms for the code to operate as the primary means of guiding participant
behaviour in the new access and market environments.
Demonstrable compliance with the code by participants will strengthen confidence in the
code as a workable instrument for implementing electricity industry reform, particularly in
the initial stages of the market. Due to the impact breaches of the code may have on other
code participants and members of the public, it is important that the code provisions operate
effectively. Consequently the Commission believes that it will be in the interests of facility
owners, network users and the wider Australian community if the code’s enforcement
provisions are designed to:
m deter contraventions of the code by providing:

— adequate incentives and disincentives to promote compliance;

— a prompt and efficient response to breaches; and

— aclear statement of code participants’ obligations subject to the requirement of

flexibility to meet the needs of code users.

m to promote confidence in, and support for, the code by providing:

— compensation for individuals suffering loss or damage arising from the breach;

— fair and transparent procedures which comply with the principles of procedural

fairness (see Box 7.1);

— consistent decisions; and

— proportionality between breaches and penalties.

7.4.2 What the applicant says
The applicant indicated that the enforcement powers contained in the code and National
Electricity Law (depicted in Figure 7.2) are intended to ensure ‘that the code provisions are
effective and adhered to by service providers and network users’.
These powers are largely contained in the National Electricity Law (to be enacted in each of
the participating jurisdictions), under which:
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m  service providers and network users must be registered with NEMMCO. As part of being
registered, participants agree to abide by the code provisions;

m  penalties will be prescribed for code breaches;

m  NECA has the power to investigate possible code breaches, and to impose limited
penalties or apply to the National Electricity Tribunal for an order;

m questions of law are appealable to a State Supreme Court; and

m  penalties imposed by the Tribunal are recoverable through debt recovery courts.

The implementation of the code relies on section 9 of the National Electricity Law which

imposes a penalty on service providers and network users who are not registered by

NEMMCO as code participants. Registration requires the code participant to be bound by

the code or subject to a derogation under the code.

Regulations will prescribe the code’s provisions as either Class A, B or C. Breaches of these

provisions may give rise to civil penalties, as follows:

Provision Initial penalty ($) not | Continuing penalty ($)** Administered by
exceeding

Class A 20 000 No penalty NECA

Class B 50 000 10 000 per day Tribunal

Class C 100 000 10 000 per day Tribunal

Breaches of other code provisions which are not classified by regulation, may also give rise
to a civil penalty not exceeding $20 000.
Enforcement proceedings: code breaches

NECA is primarily responsible for investigating and enforcing code breaches, although code
participants have limited rights to enter and inspect another participant’s facility.

In performing this function, NECA may request information, initiate investigations and
exercise rights of entry and inspection (as defined by the National Electricity Law) in respect
of possible code breaches.

If NECA receives written information alleging a breach of the code, NECA must determine
whether there is a code breach within 5 business days of receiving the information, and notify
the person making the allegation of NECA’s response.”

28
29

Imposed for each day the penalty continues after service by NECA of notice of the breach.
If the person providing the information is dissatisfied with a decision by NECA not to refer the matter to
the Tribunal, they may provide further information and request NECA to reconsider.

NEM Access Code Decision 193



Figure 7.2: Enforcement

NECA considers Code
Participant (CP) in breach.

NECA receives written
information from CP, other
person or ACCC alleging a

breach by a CP.

Notify CP of alleged
breach and possible
sanctions if breach
established, and make
demand for payment under
Regulations or refer matter
to Tribunal.

5 days

Decide whether there
appears to be a breach of the

Notify person making allegation
whether NECA made demand for
payment under Regulations or
referred matter to Tribunal.

NECA demands payment of penalty OR
for Class A breach.

Penalty paid to Civil Penalties Fund or
failure to pay referred to Tribunal.

NECA refers matter to National
Electricity Tribunal (Tribunal).

Tribunal hears matter on its merits in public with

P | submission from parties (informal procedures; no

rules of evidence, but bound by rules of natural
justice).

Tribunal decides whether or not a Code breach. May order
civil penalty; cessation of breach conduct; remedy of breach;
compliance program; suspension of participant’s Code
registration.

28 days

Appeal to Supreme Court on question of law. Court may
affirm, set aside or substitute decision or remit the matter
to Tribunal with directions.
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If NECA considers that a code participant may have breached the code and that sanctions
would be appropriate, NECA must notify the code participant of the alleged breach.*
If a code participant breaches a Class A provision, NECA may notify the code participant to
pay the prescribed civil penalty. The participant then has 28 days to pay the amount or apply
to the National Electricity Tribunal for a review of the decision. If the code participant fails
to take the specified action, the Tribunal, on application by NECA, may make an order that
the amount be paid.
If NECA considers that a code participant has breached any provision of the code, NECA
may apply to the National Electricity Tribunal for an order. The Tribunal:
m  must declare whether or not the participant is in breach of the code;
m can make orders requiring the participant to pay a civil penalty;
m can impose a requirement on the code participant to:
— cease its breach of the code;
— take action to remedy a breach of the code;
— implement a specified program for compliance with the code; or
— any combination of these; and
m can suspend the registration of the code participant or suspend the participant’s code
rights.
Unless the Tribunal directs otherwise, each party bears its own costs. Parties to the
proceeding can appeal questions of law to the Supreme Court.
Either NECA or NEMMCO may direct a code participant to ‘do or refrain from doing
anything’ which NECA or NEMMCO thinks necessary or desirable to give effect to any
order of the Tribunal.* An order by the Tribunal for payment of a civil penalty may also be
registered in a court having jurisdiction for the recovery of debts up to the amount of the civil
penalty. ** Proceedings for enforcing that order may then be taken as if the order were a
judgment of the court. Civil penalties must be paid into a civil penalties fund established by
NECA.”
Every six months NECA must publish a report summarising:
m  matters referred to the Tribunal in the previous six months;
m all findings of the Tribunal during that period; and
m any demand for payment made by NECA under the Regulations or sanctions applied by
the Tribunal under the National Electricity Law.
NECA may publish additional reports on specific Tribunal matters and findings, including
any sanctions imposed by NECA or the Tribunal. A decision by NECA to publish an
additional report is a reviewable decision.
Other enforcement proceedings

Where there is an alleged contravention of the code, section 10 of the National Electricity
Law allows code participants to bring an action against other code participants provided that
the contravention gave the defendant an obligation or liability to them. Likewise, where
NECA allegedly contravenes the code, code participants may bring an action against NECA
provided that the contravention gave NECA an obligation or liability to them.

30
31

NECA may refer an alleged breach to the Tribunal without information from a third person.

This allows NECA to direct a NSP to disconnect a code participant from any transmission or distribution
system. An appeal to the Supreme Court does not affect the operation of the Tribunal’s decision unless the
Supreme Court orders otherwise.

The NEL also allows a code participant to go the courts to recover any code related debts not paid within
28 days after the due date.

Money from this fund may be applied only in payment of Tribunal costs and expenses (including staff and
services); NECA costs and expenses; and liabilities and expenses of the fund.

32

33
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The code puts particular emphasis on participants complying with system security directions
issued by NEMMCO under chapter 4 of the code or section 76 of the National Electricity
Law. A failure to observe such a direction is deemed to be a breach of the code. Any code
participant who is aware of such a failure must refer the allegation to NECA.
In addition to the code’s enforcement procedures, under Part IIIA of the TPA, the ACCC may
enforce an undertaking against the relevant network service provider in the Federal Court.
The Court is empowered to make a range of orders to achieve compliance with the
undertaking and compensate third parties for loss or damage. As the code will eventually be
brought to the Commission as an undertaking, these enforcement procedures will also apply
to facility owners.
In response to NECA'’s application, participants did not comment on the enforcement
arrangements for the access code.
7.4.3 The Commission’s considerations
The application recognises the need to ensure that the code provisions are effective and
adhered to by service providers and network users. Consistent with this view, the
Commission considers that the proposed access code and National Electricity Law promotes
the interests of facility owners, network users and the wider Australian community by
possessing many of the features necessary for effective enforcement. For example, the code
and National Electricity Law:
m use deterrents and penalties (such as fines and disconnection) as disincentives against
behaviour detrimental to code and market objectives;
m  require NECA to respond promptly to every allegation received;
m  outline a common set of procedures and principles to be followed in gaining access;
m require compliance with definite standards to meet system security and technical
obligations;
m allow the Tribunal to order the code participant to remedy the breach; and
m require NECA to publish a report summarising the Tribunal’s decisions.
However, in its draft decision the Commission identified several areas which could detract
from the code’s operation, in particular the lack of clarity in the legislative machinery
underlying the enforcement procedures.
Failure to register with NEMMCO

Section 9 of the National Electricity Law ensures that the code operates as the primary means
of regulating access to the national electricity grid and market by requiring participants to
register with NEMMCO. However, the procedure for bringing proceedings under s. 9 for
failure to register are unclear and require further clarification. In particular:

(a) The penalty suggests that a contravention notice in respect of s. 9 is to be served on the
defendant by NECA. As the National Electricity Tribunal does not have the
jurisdiction to hear proceedings for such contraventions, it is unclear whether NECA
also has the responsibility of bringing the proceedings in the appropriate State court.

(b) The omission of the word ‘civil’ from the phrase ‘maximum penalty’ suggests that a
breach of s. 9 is a criminal offence.”* It should be clarified whether it is intended or not
that NECA prosecutes a contravention of s. 9 as a criminal offence.

In its draft decision the Commission argued that the expected benefits from the NEM access

code would be raised if:

¥ NEL Schedule 1 ¢l 37 states that a penalty specified at the end of a subsection indicates that a contravention

constitutes an offence. “Offence” generally indicates that the provision is a crime.
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the procedure for bringing proceedings under section 9 of the National
Electricity Law was clarified, including the question whether NECA would be
able to prosecute such proceedings.
NECA indicated that it is intended that a breach of s. 9 be prosecuted as a criminal offence
and that NECA would provide the necessary information and evidence to the prosecuting
authorities. If prosecution is appropriate but the relevant DPP does not wish to proceed,
NECA would prosecute. This raised an issue of whether NECA, as a private corporation, has
jurisdiction to prosecute.
Code contraventions

Together, section 9 of the National Electricity Law and the regulations prescribing the code
provisions as Class A, B or C will provide an incentive for code participants to comply with
the code.
Due to the difference between the civil and criminal standards of proof, the imposition of
civil as opposed to criminal penalties for code breaches should increase the likelihood of
penalties being imposed, and thus the deterrent effect of the regulations. However, until the
regulations classifying the code provisions are adopted, the Commission cannot assess the
proportionality between the contravention and the penalty.
In the absence of more information the Commission was concerned that:
m  delay in publishing the regulations will add to the uncertainty as to how effectively the
code will operate in practice;
m the range of penalties may be limited and inflexible in meeting the diverse circumstances
of different breaches; and
m  penalties may be inappropriately severe or lenient in response to particular breaches.
As a result of these concerns the Commission’s draft decision stated that:
the draft regulations classifying code provisions as Class A, B or C should be
made available for public comment with a commitment to finalise them before
the national market commences.
Bringing an action

Although NECA is intended to have primary responsibility for taking action against code
participants who breach the code, section 10(1) of the National Electricity Law allows a
person to bring proceedings against NECA or a code participant for code breaches. In order
for this provision to operate effectively, the Commission’s draft decision recommended that
the following issues should be clarified:

(a) Where NECA or a code participant has breached the code, section 10(1) allows a
person to bring proceedings against NECA or the code participant provided that the
contravention gave ‘rise to an obligation or liability of NECA or the code participant’ to
the person bringing the proceeding. It is not clear from the code or the National
Electricity Law, which provisions will give rise to this type of ‘obligation or liability’.

(b) Section 10(1) allows certain persons to bring proceedings against NECA in respect of a
contravention of the code. However, under section 10(2), both parties to the proceeding
must be code participants. As NECA is not a code participant,” s10(2) appears to
exclude action being taken against NECA under s10(1).

(c) Proceedings under section 10(1) may not come within the Tribunal’s jurisdiction. The
Tribunal’s functions may need to be rewritten to accommodate the right of code
participants to bring actions over contraventions which affect their interests.

Given this range of concerns, in its draft decision the Commission stated:

% NECA is a code participant for the purposes of the dispute provisions in clause 8.2 of the code but not for

enforcement or other code purposes: see clause 2.1.2(b)
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the right of code participants to bring an action against NECA and other code
participants in respect of an alleged contravention of the code should be
clarified.
In its initial response, NECA advised that section 10(1) is intended to preclude proceedings
where there is no detriment to a third party. It will be the responsibility of the party alleging
damage to prove that an obligation or liability exists under the code or Law and has been
breached. Proceedings outside the Tribunal’s jurisdiction are commercial actions and so will
not be heard by the Tribunal but rather will be handled through the code’s dispute
procedures.
NECA also stated that, since it is a non-profit body charged with administering the code, it is
not appropriate that NECA be open to actions brought by participants for alleged breaches of
the code. However, NECA points out that section 10(3) provides that actions can be brought
against NECA in terms of its conduct on grounds which do not rely on the code.
Without any success, the Commission, in its draft decision, requested the views of
participants and other interested parties with respect to NECA’s response, in the light of its
comments on NECA’s accountability.
Tribunal Orders

The range of orders which the Tribunal may make are sufficient to allow the Tribunal to
develop appropriate remedies for code breaches. The registration of civil penalty orders in a
court will facilitate enforcement of the Tribunal’s orders.
The code states that the Tribunal can issue orders to disconnect a participant as the ultimate
sanction for a default event as defined in the code. However, there is no explicit provision in
the National Electricity Law for the Tribunal to order disconnection: the most relevant power
would seem to be the Tribunal power to suspend the rights of a code participant.
The lack of a clear power to disconnect may mean a Tribunal disconnection order could be
challenged on the grounds of validity. The Commission believes that at an appropriate time
at or shortly after the commencement of the NEM, the Law should be amended to include a
specific power enabling the Tribunal to disconnect a participant in breach of the code.
Specifically, the Commission’s draft decision stated:
the National Electricity Law should explicitly grant the Tribunal the power to
order disconnection.
Cross-vesting arrangements

The Tribunal is empowered to adjudicate the code through a variety of orders and penalties
set out in the Law and Regulations and its orders can be enforced through the Supreme Court
of each jurisdiction enacting the Law. Similarly, the Commission is empowered under Part
IITA to enforce access undertakings and other provisions of the Trade Practices Act in the
Federal Court. It is likely therefore that similar matters may come before different courts
which may result in divergent decisions.
As a result of these concerns in the draft decision the Commission stated that:
NECA should examine existing State and Commonwealth cross-vesting
provisions to determine whether they will be sufficient to ensure the minimum
amount of duplication and inconsistency in regard to the enforcement of the
code, the Law and access undertakings in the Supreme and Federal Courts.
Natural justice and efficient breach management

The National Electricity Tribunal processes allow for: disclosure of interests; pre-hearing
conferences; representation of parties; public hearings; minimal formality of proceedings;
written reasons for its decisions; and an avenue to appeal on questions of law.
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Consequently, the Commission believes that the provisions establishing the Tribunal are in
the interests of facility owners, network users and the wider Australian community as they
achieve an appropriate balance between an efficient response to breaches and procedural
fairness.
To a lesser extent, NECA is also accountable for its conduct. The requirement to give
feedback to informants ensures NECA promptly responds to every complaint received. In
addition, there is an avenue to appeal against a decision by NECA to impose a Class A
penalty, and NECA has an obligation to publish a half-yearly report on Tribunal matters and
findings.
However, under the code, NECA has been granted broad powers including the power to
request information for investigations, and to unilaterally impose a penalty for Class A
provisions. These powers do not appear to be subject to any explicit procedural fairness
requirements. For example, NECA is not required to provide participants under investigation
an opportunity to respond to allegations, nor to provide participants with reasons for NECA’s
decision to impose a Class A penalty. In addition, a decision by NECA not to apply to the
Tribunal alleging a breach of the code by a participant or to bring proceedings against a
participant, is not a ‘reviewable decision’.
Even though the code may not specify procedures which NECA must follow in performing
these functions, NECA’s decision-making process will be subject to the common law rules of
procedural fairness. However, relying on this approach alone brings with it a degree of
uncertainty and raises the potential for litigation from aggrieved participants.
Consequently, the Commission indicated in its draft decision that it would be prudent to
clarify NECA’s procedural obligations by incorporating more explicitly transparent and fair
procedures into NECA processes and decisions. It may also be prudent to clarify the rights of
code participants to bring proceedings against NECA and other code participants in respect
of code breaches under s. 10 of the National Electricity Law. In responding to these
concerns, TransGrid supported the development of guidelines regarding NECA’s
investigation powers under clause 8.5.1 of the code, but suggested these guidelines are not
necessary prior to market commencement.
On a related issue, where NECA initiates an investigation, the costs are to be borne by the
participant under investigation, even where no code breach is found and there is no
subsequent enforcement action. In its draft decision, the Commission stated that:
in those cases where an investigation by the NECA does not result in a penalty or
Tribunal proceedings, then the NECA should bear the cost of the investigation.
7.4.4 The applicant’s response
In response to the Commission’s concerns about the uncertainty surrounding the
classification of code provisions, NECA has advised that the regulations are being drafted,
they have been made available for comment by participants and others and are expected to be
finalised before market commencement.
In relation to the Commission’s remaining concerns over the code’s enforcement provisions,
the applicant stated that, it will consider the case for those amendments, in consultation with
the participating jurisdictions when the first appropriate opportunity arises to amend the
legislation.
7.4.5 The Commission’s findings
In general, the Commission believes the code’s enforcement procedures act in the interests of
facility owners and network users by: including obligations on NECA to respond to
allegations of a code breach; using deterrents, penalties and Tribunal orders as remedies for
code breaches; and by requiring the Tribunal to adopt processes which are consistent with the
rules of procedural fairness.
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However, in assessing the code’s enforcement mechanism’s the Commission identified a
number of deficiencies. Individually these deficiencies were unlikely to bring into question
the enforceability of the code. Nevertheless collectively they created uncertainty of
procedure and outcomes and therefore are likely to detract from the effectiveness of the
provisions and are likely to have a detrimental impact on the interests of the facility owners
and access seekers. Despite the Commission’s concerns, participants generally did not
comment on the code’s enforcement procedures.

Nevertheless, the Commission believes that the applicant’s response falls well short of a

commitment to revise, clarify and stream line the code’s enforcement arrangements.

However, to the extent that it is the National Electricity Law which is deficient, then the

problems fall outside the scope of the access code and the direct sphere of NECA’s

responsibilities. Nevertheless, given its concerns the Commission believes that the
participating jurisdictions and NECA should conduct a review of the interaction of the

National Electricity Law, the code and jurisdictional regulations.

The Commission also maintains its concerns on the need for explicit principles and

procedures of natural justice to guide NECA’s enforcement actions. The Commission

considers that, apart from notifying the ‘defendant’ participant of the alleged breach and
likely sanction, the emphasis in clause 8.5.4 is on NECA’s response to the participant
alleging the breach and its obligation to notify NEMMCO and jurisdictions of an impending
disconnection. The Commission does not believe that clause 8.5.4 sets out specific
requirements of natural justice and/or procedural fairness on NECA (particularly in contrast
to the explicit obligations placed on the Tribunal by the National Electricity Law).

The Commission is of the view that NECA must, using the code consultation procedures,

develop and implement guidelines and conditions in respect of the exercise of its

investigation powers under clause 8.5. The guidelines and conditions must set out those
matters which NECA must have regard to or be satisfied as to, prior to the exercise of its
powers and also set out those circumstances in which, notwithstanding that no breach of the
code by a code participant is subsequently found to have occurred, that code participant is to
bear the cost of providing the information sought by NECA.

In particular the Commission recommends that:

a) NECA examine existing State and Commonwealth cross-vesting provisions to
determine whether they will be sufficient to ensure the minimum amount of
duplication and inconsistency in regard to the enforcement of the code, the Law
and access undertakings.

b) Procedural fairness be incorporated into NECA enforcement processes and
decisions. Using the code consultation procedures, NECA develop and implement
guidelines and conditions in respect of the exercise of its investigation powers
under clause 8.5.1. The guidelines and conditions set out those matters which
NECA must have regard to or be satisfied with, prior to the exercise of its powers;
and also set out those circumstances in which, notwithstanding that no breach of
the code by a participant is subsequently found to have occurred, that participant
is to bear the cost of providing the information sought by NECA.
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Appendix A. Consultations
NSW/ACT consultations

Generators

Delta Electricity

Energy Horizons/Lend Lease
Macquarie Generation
Distribution Businesses
EnergyAustralia

Great Southern Energy
Financial Investment Trader
Macquarie Bank

NSW Generator & Transmission Network Owner
TransGrid

Victorian consultations
Generators

Australian Cogeneration Association
Ecogen Energy

Hazelwood Power
Distribution Businesses
Powercor

Solaris Power

United Energy

Customers

Alcoa

BHP

Vested Interests

Michael Gunter

South Australian consultations
ETSA
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Appendix B. Submissions

NEM Code of Conduct Authorisation and Access Undertaking:

Parties who have made submissions.

Access Codet

ACTEW Corporation

BHP (+ supplementary submission)

Capral Aluminium (+ supplementary submission)
Colin Taylor(+ supplementary submission)

Energy Users Group (+ 2 supplementary
submissions)

Authorisation}

Alcoa Australia (+ supplementary submission)
Australian Chamber of Manufactures
Australian Chamber of Commerce & Industry
Australian Cogeneration Association

(+ supplementary submission)

Australian Paper (+ supplementary submission)
BHP

Boral Energy (+ supplementary submission)

Business Council of Australia (+ supplementary
submission)

Citipower

Delta Electricity (+ 2 supplementary submissions)
Department of Primary Industries and Energy
Ecogen Energy

Electricity Week

EnergyAustralia

Energy Users Group

Environment Australia

Greenpeace

Michael Gunter

Hazelwood Power (+ supplementary submission)
Industry Commission

Integral Energy

Goldfields Power/Normandy Power
Hazelwood Power

Sithe Energies Australia Pty Ltd (+ supplementary
submission)

TransGrid (+ supplementary submission)

Chek Ling

Macquarie Bank

Macquarie Generation

Queensland Electricity Reform Unit

National Farmers Federation

New South Wales Electricity Reform Taskforce
Northparkes Mines

Hugh R Outhred

The Partnership Group

Powercor/Eastern Energy/Solaris/United Energy
Citipower (Joint Submission)

SEQEB
Sinclair Knight Merz (Zauner)
Sinclair Knight Merz (Popple)

Snowy Mountains Hydro-electric Authority
(+ supplementary submission)

South Australian Government (+ supplementary
submission)

Tasmanian Government
TransGrid
Yallourn Energy

Victorian Power Exchange

1+ While these submissions deal primarily with Access Undertaking issues, some also

include comments on authorisation issues.

1 While these submissions deal primarily with authorisation issues, some also include
comments relevant to the Access Undertaking.

Appendix C. Submissions regarding the draft determinations
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NEM Code of Conduct Authorisation:
Parties who have made submissions in response to the draft determination and

pre-decision conference.

Submission
Author/s

AMPOL!
AMPOL?

Australian
Cogeneration
Association (ACA)'

Australian
Cogeneration
Association (ACA)

Australian Consumers’

Association

Australian Paper

Boral Energy’

Boral Energy”
Boral Energy’

Boral Energy”

Business Council of
Australia (BCA)

Cadia Mines
CitiPower

Consumers’
Federation of
Australia (CFA)

Delta Electricity'

Delta Electricity”
Eastern Energy

Ecogen Energy'

Ecogen Energy”: Gill,
Len

Date
Submitted

17/9/97

2/10/97

5/10/97

9/10/97

3/10/97

4/9/97

12/9/97

2/10/97
8/10/97

14/10/97

10/10/97

7/10/97
3/10/97

3/10/97

12/9/97

3/10/97

7/10/97

12/9/97

18/9/97

Submission Title

Trade Practices Act 1974. Applications for Authorisation
No’s A40074; A4475; A40076

Trade Practices Act 1974. Applications for Authorisation
No’s A40074; A4475; A40076

National Electricity Code

Qld and NSW Interconnector

Australian Consumers Association Response to the Draft
Determination.

National Electricity Code: Response to the ACCC’s Draft
Determination

Draft Determination On Applications For Authorisation
National Electricity Code And Application For Acceptance
Of NEM Access Code

Re: National Electricity Market Access Code
Comments on IRH as Requested by NEMMCO

National Electricity Market Access Code — NSW Proposed
Derogation

Supplementary Submission to the ACCC on the Draft
Determination on the National Electricity Code

Re: NECA Review
National Electricity Code — Draft Determination

Letter Regarding Draft Determination

Draft National Electricity Code Technical Derogations

ACCC NEM code of conduct — Draft Determination
Response from Delta Electricity

NEC: Application for Authorisation and Acceptance of Code
Lodged by NEMMCO and NECA

Submission to ACCC Pre-decision Conference 18 & 19 Sept

Reserve Plant Issues

NEM Access Code Decision

203



Ecogen Energy’

Edison Mission
Energy Australia Ltd
(EME)

Energy Brix Australia

Energy Users Group
(EUG)

energyAustralia

Ergon Energy

Hazelwood Power'
Hazelwood Power”

Incumbent Generators
— Yallourn Energy

Incumbent NSW
DNSPs — Integral

Incumbent Victorian
Generators —
Hazelwood

Incumbent Victorian
Generators — Orr

Incumbent Victorian
Generators — Orr

Incumbent Victorian
Generators — Orr

Incumbent Victorian
Generators — Orr

Incumbent Victorian
Generators — Orr

Integral Energy

Loy Yang Power
Macquarie Generation
National Electricity

Code Administrator
(NECA)

29/9/97

18/9/97

3/10/97

9/10/97

7/10/97

6/11/97

12/9/97

3/10/97

6/10/97

3/10/97

12/9/97

18/9/97

18/9/97

18/9/97

18/9/97

18/9/97

17/9/97

3/10/97

17/9/97

3/10/97

Ecogen Submission to ACCC’s NEC Draft Determination —
Further Submissions Following Draft Determination
Conference

Comments from Edison Mission Energy Australia Ltd

Draft Determination on Applications for Authorisation of the
National Electricity Code

Submission on the ACCC Draft Decisions on the NEC
Application for Authorisation and Industry Access
Undertaking

National Electricity Code Authorisation — Supplementary
Submission

Application for Authorisation National Electricity Code —
Additional Submission Pursuant to Pre-decision Conference

Application for Authorisation National Electricity Code —
Additional Submission Pursuant to Pre-decision Conference

Response Re: National Electricity Code Draft Determination

Response to the ACCC’s Draft Determination

Application for Authorisation National Electricity Code

Generator Derogations

Prudential Counterparty Risk

Settlement Residue & Inter-regional Hedging

Participant Compensation Fund Payments

VoLL Changes

National Electricity Code Authorisation — Draft
Determination

NEC — Draft Determination

National Electricity Code: Macquarie Generation Initial
Response to ACCC Draft Determination

Supplementary Evidence to the ACCC — Conditions of
Authorisation of the National Electricity Code
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National Standards
Commission

New South Wales
Treasury’

Optima Energy

Outhred, Hugh

Pacific Power

Powercor

Proponents of
QId/NSW
Interconnector

Queensland Treasury
Corporation

SEQEB

SMHEA'
SMHEA?
Snowy Hydro Trading

Solaris

South Australian
Government!

South Australian
Government®

South Australian
Government’

Southern Hydro'
Southern Hydro®
TransGrid

United Energy

11/9/97

24/9/97

8/10/97

16/9/97

15/10/97

10/10/97

10/10/97

5/11/97

15/9/97

11/9/97
3/10/97
11/9/97

18/9/97

17/9/97

3/10/97

12/11/97

11/9/97
29/9/97
2/10/97

6/10/97

National Standards Commission

Interconnection of the NSW and Queensland Electricity
Grids — Proposed Derogation to the National Code

Submission regarding the draft determination

Temporal & Spatial Issues in a Competitive Electricity
Industry & their Implications for the National Electricity
Code

TPA 1974 — Applications for Authorisation of National
Electricity Code and National Electricity Market Access
Code

ACCC Draft Determination and Draft Authorisation of the
National Electricity Code

Supplementary Information — Qld/NSW Interconnector

Prudential Requirements Under the National Electricity Code

TPA 1974. National Electricity Code: Applications for
Authorisation Numbers — A40074, A40075, A40076
lodged by NECA and NEMMCO — Application for
Acceptance of NEM Access Code Lodged by NECA.

Position Paper on Payments to Embedded Generators for
Shared Network Benefits. Version 2

SMHEA Response to Draft Determination on NEC
SMHEA Supplementary Submission
Determinations on NEC

ACCC National Electricity Code Draft Determination
Response

Application for Authorisation: National Electricity Code
Application for Acceptance: NEM Access Code
Application for Authorisation: National Electricity Code
Application for Acceptance: NEM Access Code

Draft Determination on the National Electricity Code

Response to the ACCC’s Draft Determination
Response to the ACCC’s Draft Determination
Response to ACCC’s Draft Determination

National Electricity Code
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Victorian Government  3/10/97 NEC draft Authorisation Determination — Victoria’s Final
Submission to the ACCC

Westcoast Energy 8/10/97

Yallourn Energy 15/9/97 Version 1.0: ACCC Response Re: National Electricity Code
Draft Determination
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	Australian governments have initiated fundamental reforms to improve the performance of the electricity supply industry.  To varying degrees, the state and territory governments have restructured, corporatised and privatised the previously vertically int
	However, these arrangements must also comply with Commonwealth law.  As a result, NECA and NEMMCO applied for, and have received from the Commission, an authorisation of the NEC.  These reforms have also fallen into line with the more wide ranging compet
	
	The NEM access code


	The NEC is a single document which sets out the operational rules for the NEM.  The NEC comprises two distinct but inter-related elements:  first, the wholesale electricity market rules; and second, the access arrangements to the transmission and distrib
	The market arrangements govern the operation of the electricity wholesale spot market and includes rules for:  bidding processes by generators; determining the wholesale prices; central dispatch; settlement; prudential requirements; market information; i
	In contrast to the arrangements governing electricity generation and its wholesale and retail sale, the access arrangements are the rules governing connection to and use of the physical wires infrastructure for the transport of electricity.  The NEM acce
	Box 1:Summary of the National Electricity Market�
	The access code describes arrangements through which generators will physically deliver electricity into the market and allows customers to avoid retailers by separately purchasing wholesale electricity and its transport on transmission and distribution
	The NEM access code is principally comprised of c
	the framework for achieving and maintaining a secure power system;
	the framework for generators and users to connect to an electricity transmission or distribution network, including;
	(a requirement to negotiate and sign a detailed connection agreement;
	(agreeing on connection equipment design and technical standards;
	(the inspection, testing and commissioning requirements for connected �equipment; and
	(disconnection procedures;
	investments in networks (ie augmentation) are governed either by:
	(commercial arrangements, in the case of new or upgraded �connections; or
	(administrative planning processes, in the case of a general increase in�demand either within a network or across a range of networks;
	the pricing regulatory arrangements to be followed by:
	(the ACCC in setting a revenue cap for transmission network service �providers; and
	(the state and territory regulators in setting a revenue and/or price cap �for distribution network service providers;
	the dispute resolution and enforcement mechanisms consisting of administratively created arbitrators, panels and tribunal, backed-up by the relevant courts in each jurisdiction and based on the National Electricity Law (which is to be enacted in each of
	separate transitional arrangements for each of the participating jurisdictions.
	While the access code generally stipulates obligations and processes, it also stipulates detailed outcomes in terms of technical standards and requirements to preserve system security.  The access code envisages that the detailed terms and conditions for
	In order to protect their facilities from the possibility of declaration under Part IIIA, an industry access code still requires individual facility owners to submit access undertakings.  However, the access code avoids unnecessary duplication by allowin
	
	Statutory assessment criteria


	Part IIIA of the TPA allows an industry body to s
	In assessing the access code, the Commission has had to interpret these broad criteria.  Consequently, in terms of the legitimate business interests of the network service providers, the Commission expects that the electricity access code should allow ne
	The Commission believes that it will be in the interests of all parties involved for the access code to include connection and compliance monitoring procedures which maintain the integrity of networks ( especially since a poorly performing network can h
	As the proposed duration of the access code is well into the next century, the access code should be able to cope with the dynamic changes in the market ( eg the investment response to a growing demand to use network facilities and a code change process
	
	The Commission’s assessment of the NEM access cod


	Many of the electricity reforms follow what has been done overseas and are seen by the industry, governments and users as an integral part of any package to make the users of the Australian electricity supply industry internationally competitive.  Estima
	In support of their application, NECA highlighted
	Despite the potentially large benefits of an acce
	However, participants argued that there were a large number of deficiencies hidden in the detail of the code.  That the NEM access code is regarded as imperfect is not entirely unexpected as the access code is a first attempt to create a uniform and tran
	Some of the problems with the code are trivial \�
	However the Commission’s draft decision, identifi
	establishing a better balance between regulatory flexibility and price certainty by requiring jurisdictional regulators to be independent bodies;
	improving the location incentives of transmission use of system charges by including an avoided costs test for embedded generators and by further examining the efficiency of transmission pricing in the NECA review;
	providing regulators with effective powers to impose ring-fencing arrangements, to acquire and publicly release network information and to make revenue cap determinations on the basis of known service standards;
	negotiation arrangements for network connection �
	non-uniform jurisdictional arrangements which persist beyond the year 2000.
	These concerns have been resolved in a number of ways.  First, non-uniform transitional arrangements have largely been restricted to the transitional period up until the end of 2002.  Second, the code has been changed to give the regulators powers to dev
	However, the issue of the independence of the net
	On the basis of the applicant’s response to the a
	In addition, the Commission considers that the NEM access code provides an acceptable balance of the legitimate business interests of network owners, access seekers and the broader public.  For instance:
	The code acts to protect the interests of network users and the public by depriving network service providers of the capacity to unilaterally exploit monopoly power by establishing a price regime to be administered by government regulators.  The regulato
	The code acts to protect the interests of facility owners by requiring the regulator to provide network service providers with a reasonable rate of return.
	The code acts to promote the interests of network
	The code acts to protect the interests of access 
	The code acts to protect the interests of both network service providers and users as it retains sufficient flexibility to allow negotiated connection agreements to be tailored to the meet the demands of specific connection proposals.
	The code acts to promote the interests of network service providers, users and the wider public by providing for network augmentation to meet continually growing demand for electricity and new connection applications.  The code does not preclude the poss
	The code acts to protect the interests of network service providers, users and the wider public by including technical requirements, review and enforcement procedures which make it possible for networks to be operated within known technical and legal bou
	The code acts to protect the interests of network service providers and users as it requires network service providers to establish their own dispute resolution procedures.  Failing the successful outcome from internal procedures, the code outlines enfor
	The code recognises there are existing network connection arrangements in each of the participating jurisdictions, and it allows them to be modified in an orderly manner in the transitional phase through to the end of the year 2002.
	While the Commission accepts that, on balance, the access code is in the interests of facility owners, access seekers and the general public, the Commission is also of the view that much can be done to improve the access arrangements in the NEM.  Many of
	amended the code to require annual reviews of NEM
	given commitments to review certain aspects of network pricing, firm access, metering, facility inspection and dispute resolution as well as the legal framework governing the operation of both NECA and the National Electricity Tribunal.
	However, commitments to review a problem are no guarantee that a solution will be implemented.  Consequently, the Commission wants to highlight its remaining concerns in the balance of the protections the code and the National Electricity Law provide to
	To the extent that it is the National Electricity
	In a similar vein, the Commission maintains its concerns about the cost of metering and implementing practical alternatives for metering smaller customers.  To a large extent these concerns have not been raised in the context of the access code and the w
	1.The electricity supply industry and the access code
	On 28 April 1997, the Commission received an app
	This report outlines the Commission’s current ana
	1.1The importance of electricity reform

	The importance of the continued reform of the ESI is underscored by the dominant role the industry plays in the Australian economy as well as by the size of the potential benefits that are likely to accrue from the successful implementation of the reform
	Electricity is one of the larger infrastructure i
	The importance of continued electricity reform is
	The successful implementation of the NEM and the 
	However, this need to raise living standards and the competitiveness of businesses by continually improving the performance of the ESI is recognised not only in Australia but in a number of other countries as well.  For instance, the United States of Ame
	1.2Recent competition policy reforms

	In 1991 the Council of Australian Governments (COAG) resolved to examine a national approach to competition policy as an extension of the national micro-economic reform agenda.  The first step in this process was to establish the National Competition P
	On the completion of the Hilmer Committee’s repor
	The legal framework, embodied in Part IIIA of the TPA and the inter-government agreements, created three approaches to third party access, namely:
	declaration of a service;
	recognition of effective access regimes; and
	access undertakings or codes accepted by the Commission.
	The ESI in Australia has followed this latter route and NECA has submitted to the Commission an application for an access code for electricity related services provided by transmission and distribution facilities in the NEM.  This approach will ensure th
	1.3Recent reforms in Australia’s electricity supp

	Reform of the electricity supply industry has operated in tandem with the broader competition policy reforms.  In general, the electricity reforms have sought to create an environment where the contestable parts of the industry are exposed to competition
	Since the mid–1980s, the ESI has undergone signif
	Administrative reform of the ESI covers a broad range of policy changes such as the corporatisation of electricity utilities, the creation of a more competitively neutral operating environment (eg separation of commercial and regulatory functions and im
	The extent of structural reform of the ESI has differed between jurisdictions but has generally involved separating the more contestable segments of the industry (ie generation) from the natural monopoly elements of the industry (ie transmission and d
	One of the major objectives of these reforms has 
	These electricity industry reforms were provided 
	In 1993, governments represented on the NGMC agre
	1.4The National Electricity Market and the proposed access code

	The final version of the code submitted to the Commission has been endorsed by all the participating jurisdictions ( New South Wales, South Australia, Victoria, Queensland and the Australian Capital Territory.  These jurisdictions have agreed to enact c
	The code was prepared by the NGMC on the basis of industry wide consultations on possible systems, market mechanisms and regulatory measures.  A series of working groups were also established to develop the detail of the agreed market structure, taking i
	The stated objective of the code, as agreed by al
	the market should be competitive;
	customers should be able to choose which supplier (including generators, retailers and traders) they will trade with;
	there should be non–discriminatory access to the 
	there should be no discriminatory legislative or regulatory barriers to entry for new participants in generation or retail supply; and
	there should be no discriminatory legislative or regulatory barriers to the interstate and/or intrastate trading of electricity.
	Trading in the wholesale electricity market will 
	Central to the success of the NEM is the access arrangements which will apply to the transmission and distribution systems.  Changes in technology over recent years have demonstrated that the generation of electricity is not a natural monopoly.  It has a
	It is generally accepted that the wires infrastructure of transmission and distribution is a natural monopoly, although this does not prevent introducing some competitive pressures.  For instance, designing and constructing network augmentations can be c
	Box 1.1:Overview of operation of the National El�
	In the NEM generators will compete by lodging bids to supply electricity to a common pool for half hour periods.  Bids will consist of a schedule of the price and quantity of electricity a generator is willing to dispatch.  Bids will be lodged 24 hours i
	NEMMCO ranks generator bids in merit order according to their bid price.  Based on expected demand, NEMMCO determines which generators will operate in a particular half hour period.  Unless the system is constrained, NEMMCO will only dispatch those gener
	In general, all electricity dispatched into the pool must be traded through the spot market.  Nevertheless, it is envisaged that the bulk of electricity will be covered by financial contracts to manage the price and volume risks of the wholesale market 
	Wholesale traders (eg licensed retail suppliers and large electricity customers) will compete to purchase electricity either from the pool or under contracts directly with the generators.  Licensed retail suppliers can on-sell electricity to businesses
	According to NECA’s application, the NEM access c
	the framework for achieving and maintaining a sec
	the framework for generators and users to connect
	a requirement to negotiate and sign a detailed connection agreement;
	agreeing on connection equipment design and technical standards;
	the inspection, testing and commissioning requirements for connected equipment; and
	disconnection procedures;
	investments in networks \(chapter 5 of the NEC�
	commercial arrangements, in the case of new or upgraded connections; or
	administrative planning processes, in the case of a general increase in demand or either within a network or across a range of networks;
	the pricing regulatory arrangements \(chapter 6�
	the rights and obligations of network service pro
	the dispute resolution and enforcement mechanisms
	the derogations which outline the scope of the tr
	2.Assessment procedures for the access code
	As this is the first occasion the Commission has been requested to assess an access code under Part IIIA of the TPA, the administrative procedures and assessment criteria are new to both the Commission and all interested parties.  In this assessment of t
	This chapter outlines the Commission’s approach t
	2.1The statutory test

	Part IIIA of the TPA provides two mechanisms for bringing an access regime to the Commission for acceptance.  The first mechanism allows an individual service provider to give an access undertaking to the Commission.  The second mechanism allows a prescr
	NECA’s application was made under section 44zzaa�
	In assessing the merits of the code, the Commissi
	the legitimate business interests of providers who might give undertakings in accordance with the code;
	the public interest, including the public interest in having competition in markets (whether or not in Australia);
	the interests of persons who might want access to the services covered by the code;
	whether the service is already the subject of an access regime;
	matters specified in regulations, in particular:
	i)government legislation and policies relating to ecologically sustainable development;
	ii)social welfare and equity considerations, including community service obligations;
	iii)government legislation and policies relating to matters such as occupational health and safety, industrial relations and access and equity;
	iv)economic and regional development, including employment and investment growth;
	v)the interests of consumers generally or of a class of consumers;
	vi)the competitiveness of Australian businesses;
	vii)the efficient allocation of resources; and
	any other matters the Commission thinks are relevant.
	Subsequent to the Commission’s final acceptance o
	Part IIIA of the TPA does not provide a separate 
	2.2Application of the statutory test

	The access code assessment criteria are general in nature, focusing on the interests of the various parties as well as the public interest.  Moreover, they do not detail the weighting that should be given to the various criteria.  As this is the Commissi
	In assessing the interests of service providers, 
	It is, however, more difficult to rely solely on public submissions to identify and assess the broader public interest, in particular how the access code will contribute to improving the welfare of the broader community.  This is because it is sometimes
	Consequently, the Commission’s assessment of the 
	The TPA also establishes a more general assessmen
	Government preferences in relation to matters such as uniformity, transitional period, asset valuation methodologies, CSOs and service provider specific regulations.  Nevertheless, the Commission will consider the extent to which such requirements are bi
	Other areas of the TPA and the Prices Surveillanc
	The likely effectiveness of the code’s in-built a
	In summary, the Commission’s assessment and concl
	2.3Public consultation process

	Prior to receiving the formal application for an 
	The Commission released National Electricity Mark
	Thirty two written submissions were received in r
	On receipt of the formal application for acceptan
	3.Network pricing
	Asset values, rates of return and pricing structures are generally determined by the interaction of the forces of demand and supply.  In doing so, prices act as a signalling device to producers and consumers concerning the:  demand for the use of a facil
	In a competitive market, these various price signals reflect a balancing of the costs of supply and the value attached to consumption.  In such circumstances, prices can lead to efficient production and consumption outcomes with consequential benefits fo
	Conversely, in markets which are not competitive, nor even contestable, there exists an imbalance of the relative bargaining position of producers and consumers.  Consequently, prices can be distorted thereby losing many of their desirable features with
	However, finding solutions to these problems is generally complex and information intensive so perfect answers are rarely found.  The pricing section of the NEM access code attempts to deal with these problems by removing from network owners a significan
	This chapter commences with a summary of the pric
	3.1Network pricing issues

	The requirements governing network pricing is a central part of any access code or undertaking.  Consequently, the Commission would have to be satisfied that the arrangements represent an appropriate balance of the interests of the network owner, those s
	The Commission is of the view that network pricing and regulation proposals should be designed to achieve the main objectives of effective network pricing, that is to:
	prevent monopoly rent-taking by network owners; and
	provide efficient market signals for the use of existing network facilities and for future investments in the network.
	Ideally the pricing structure should provide price signals which reflect the extent of congestion or spare capacity at differing points of the network and so influence the pattern of demand for network services.  It should also provide efficient signals
	To achieve these objectives, the Commission will have to be satisfied that the proposed access pricing arrangements are consistent with the legitimate business interests of the NSPs; in particular, that NSPs are able to earn a commercial rate of return o
	The Commission will also have to be satisfied that the NEM access code is consistent with the interests of third party access seekers.  In this context, access pricing arrangements:
	should reflect efficient costs and not monopoly p
	should reflect an access seeker’s use of the netw
	should provide appropriate locational signals for users; and
	should not be used be used to frustrate connection or hinder access.
	Other desirable features of the access pricing regime is that it should be flexible for individual circumstances and include incentives for the NSP to improve efficiency over time and to share any such efficiency improvements with network users.  In a si
	In terms of the public interest, the Commission w
	In addition, the Commission would have to be satisfied that in meeting these objectives, the proposed pricing regulatory regime is not overly burdensome for NSPs and regulators in terms of time and resources;  for example, a pricing regime which draws a
	Part ATransmission
	3.2Regulatory regime for transmission revenue
	3.2.1What the applicant says


	The applicant \(sub. p. 231\) indicated that t
	In the longer term, the ACCC will be the regulato
	Table 3.1:Derogations for regulatory regime for �
	State
	Expiry date
	Details
	Victoria
	31/12/2002
	transitional transmission pricing arrangements will be regulated by the EI Act, ORG Act and the Tariff Order;
	30/6/2020
	Tariff Order equalisation adjustments apply;
	New South Wales
	1/7/1999
	transitional transmission pricing arrangements will be regulated by the IPART Act and any subsequent IPART determinations;
	Queensland
	31/12/2001
	transitional transmission pricing arrangements will be regulated by the QCA Act and Electricity Act;
	South Australia
	31/12/2002
	transitional transmission pricing arrangements will be determined by the South Australian Government;
	Box 3.1:Overview of transmission pricing objecti�
	The code establishes that:
	1.the transmission pricing regulatory regime must achieve outcomes which:
	a)are efficient and cost effective;
	b)are incentive based and provide a reasonable rate of return (without monopoly rents) to network owners;
	c)foster efficient investment, operation 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;
	iii)any asset revaluations undertaken by the ACCC are consistent with COAG decisions;
	3.the form of the economic regulation shall:
	a\)be a CPI–X revenue cap, or an incentive based
	b)have a regulatory control period of at least 5 years;
	c)take into account expected demand growth, service standards, cost of capital, potential efficiency gains, risk and on-going commercial viability;
	d)only apply to those assets the ACCC does not expect to be offered on a contestable basis;
	4.the transmission NSPs must provide the ACCC with annual financial statements, and other information as required, so the ACCC can monitor compliance with the revenue cap and assess cost allocation;
	Source:  NGMC  1996, National Electricity Code.
	In addition to protecting consumers from the abus
	equitably allocates the anticipated efficiency gains between transmission network users and transmission network service providers; and
	provides for a sustainable commercial revenue stream to the transmission network service providers.
	The applicant indicated that in opting for a pric
	commercial negotiation of terms and conditions for access to existing facilities is unlikely to lead to timely and efficient outcomes; and
	prices surveillance is inappropriate where the service is founded on an essential facility with substantial monopoly characteristics in an immature market with powerful incumbents.
	The applicant \(sub. pp. 232–3\) indicated tha
	The applicant went on to argue that the code prot
	The applicant argued that the transmission revenu
	Second, the applicant \(sub. p. 236\) argued t
	Third, the applicant argued that by allowing new 
	Fourth, the incentive based revenue cap allows th
	The applicant argued \(sub. pp. 238–9\) that t
	In response to the Commission’s earlier concerns 
	
	3.2.2What the participants say


	In submissions to the Commission, participants id
	Second, participants expressed doubts on whether 
	
	3.2.3The Commission’s considerations


	The approach adopted for charging for access to t
	The Commission accepts the applicant’s broad argu
	acts to protect the interests of the facility owner by requiring the regulator to provide NSPs with a revenue which is sufficient to recover efficient costs and earn a reasonable return on efficient investments;
	acts to protect the interests of network users and the public by depriving NSPs of the power to unilaterally exploit monopoly power by establishing a price regime to be administered by a single regulator (ie the ACCC);
	acts to protect the interests of NSPs, network users and the public by including incentive mechanisms which encourage NSPs to continually improve productivity and to share the benefits between their shareholders and network users; and
	acts to protect the interests of NSPs, network users and the public by providing the regulator with the flexibility to periodically reassess the determinants of network prices (ie every 5 years) and, in doing so, to respond to changing circumstances.
	Despite these generally positive features of the 
	
	
	
	Regulatory processes




	The flexibility inherent in the transmission regulatory regime involves a trade-off as the outcomes of the processes will remain unknown for some time.  This is exemplified in the situation whereby the code provides significant scope for the regulator to
	In essence, the question posed by participants was whether the access code provides the appropriate balance between regulatory flexibility and certainty of outcomes for NSPs, network users and the wider community.  However, to provide a greater certainty
	As with all regulatory regimes, the performance of the regulator and the regulatory process depends on a combination of factors including:  transparent, impartial and accountable decision making; access to relevant information; adequate resourcing; and e
	In this context, the Commission places considerab
	In line with the information disclosure requirements of the jurisdictional regulators in Victoria and New South Wales, the code recognises that the regulatory regime must balance the need for the processes to be transparent, for the regulator to be accou
	In its draft decision, the Commission argued that, on balance, the code requirements are biased towards the interests of the transmission NSPs as it would provide them with an effective veto over the disclosure of information.  As such, the code arrangem
	Consequently, in the draft decision the Commission stated:
	The Commission believes the code should be altered to provide the transmission regulator with an ability to independently disclose information received.  As with the ORG Act, these powers should be of a limited nature and subject to appeal.
	In addition, the Commission argued that the code 
	The Commission believes that clause 6.2.5 should�
	
	
	Issues arising in response to the draft decision
	In response to the draft decision, the New South Wales distribution NSPs (sub. p. 4) and TransGrid (sub. p. 10) expressed concerns that the regulator should not attempt to run the network businesses.  The New South Wales distribution NSPs acknowledge
	Regulatory mechanism




	The regulatory mechanism established by the code 
	In determining the revenue cap the regulator is also required to take into account the service standards as specified elsewhere in the code or as determined between NSPs and network users.  This requirement is important as the revenue cap should be deter
	However, some of the code’s performance requireme
	It is apparent, therefore, that the code does not
	Consequently, the Commission’s draft decision sta
	The Commission believes the code must be altered to provide the transmission regulator with the power to request that a transmission NSP to submit a service charter which fully specifies the service standards which will be met for the duration of a reven
	The Commission argued that while the service standards should be driven by commercial considerations, such a service charter could serve two purposes.  First, they would provide the basis upon which connection agreements would be negotiated.  Second, the
	
	3.2.4The applicant’s response


	The applicant argued that a service charter may n
	the appropriate powers of transmission and distribution regulators in particular in relation to the development and monitoring of service charters drawn up by transmission network service providers.
	In response to the Commission’s requirement that 
	(a)The Transmission Network Owner and/or Transmission Network Service Provider (as appropriate) must submit certified annual financial statements to the ACCC (in a form and by a date to be determined by the ACCC) which provides a true and fair stat
	(c)In addition to the certified financial statements referred to in clauses 6.2.5(a) and (b), the ACCC may require a Transmission Network Owner and/or Transmission Network Service Provider (as appropriate) to provide any other information the ACC
	In relation to the public release of information,
	(e)Information provided to the ACCC by a Transmission Network Owner and/or Transmission Network Service Provider (as appropriate) pursuant to this clause 6.2.5 must be treated as confidential by the ACCC and must not be disclosed to any other party w
	Clauses 6.2.6 (b)-(f) have also been inserted:
	(b)The ACCC in discharging its functions under the Code may publicly release information or the contents of documents provided to it by a Transmission Network Owner and/or Transmission Network Service Provider (as appropriate) for the purposes of per
	(1)is of the opinion that:
	(A)the disclosure of the information or the contents of the documents would not cause detriment to the Transmission Network Owner and/or Transmission Network Service Provider who supplied it;  or
	(B)although the disclosure of the information or the contents of the documents would cause detriment to the Transmission Network Owner and/or Transmission Network Service Provider who supplied it, the public benefit in disclosing it outweighs that detr
	(2)is of the opinion, in relation to any other person who has provided the Transmission Network Owner and/or Transmission Network Service Provider with information or documents that form part of the information or documents provided by the Transmission
	(A)the disclosure of the information or the contents of the documents would not cause detriment to that person;  or
	(B)although the disclosure of the information or contents of the documents would cause detriment to that person, the public benefit in disclosing it outweighs the detriment,
	and the procedures set out in clauses 6.2.6(d)-(f) have been followed.
	(c)The ACCC must not publicly release any information or the contents of any documents under clause 6.2.6(b) until the expiration of 28 days from the date of receipt of a written notice sent by the ACCC to:
	(1)the Transmission Network Owner and/or Transmission Network Service Provider who supplied the information or documents;  or
	(2)any person whom the ACCC is aware supplied the Transmission Network Owner and/or Transmission Network Service Provider with information or documents that form part of the information or documents provided to the ACCC by the Transmission Network Owne
	of the ACCC’s intention to disclose.
	(d)The notice referred to in clause 6.2.6(c) must:
	(1)state that the ACCC wishes to disclose the information or contents of the documents, specifying the nature of the intended disclosure and setting out detailed reasons why the ACCC wishes to make the disclosure;
	(2)state that the ACCC is of the opinion required by clause 6.2.6(b) and setting out detailed reasons why it is of that opinion;  and
	\(3\)state that the ACCC’s decision to disclos�
	(e)Where as a result of a review under the ADJR Act of its decision to publicly release information or documents the ACCC is not allowed to disclose particular information or documents provided to it for the purpose of performing its functions under th
	\(f\)Nothing in clauses 6.2.6\(c\) and \(d�
	The definitions in chapter 10 of the Code were su
	Similar code changes have also been made with respect to the powers of, and procedures to be followed by, the jurisdictional regulators in relation to the public release of information in the context of establishing revenue and/or price caps for distribu
	
	3.2.5The Commission’s findings


	The Commission believes that the access code’s pr
	However, the Commission’s draft decision on the N
	3.3Transmission pricing methodology

	The previous section \(3.2\) outlined the prin
	
	3.3.1What the applicant says


	The applicant \(sub. p. 60\) stated that, in g
	connection charges which will be determined through commercial negotiation, but should be directly related to the connection facilities requested; and
	maximum prices for using transmission facilities ( ie transmission use of system (TUOS) charges.
	The code proposes that NSPs must follow a three step procedure for deriving transmission network charges from the overall revenue cap established by the regulator, namely:
	Allocate the overall revenue cap between regulated and contestable (non-regulated) services and between classes of network services (eg TUOS, entry and exit services).
	Allocate the transmission network costs between the various classes of network services.
	Recover the costs of the various network services through a series of usage prices.
	This pricing methodology \(for further details s
	As the code’s transmission pricing methodology es
	The code’s pricing formulae relate to standardise
	Box 3.2:Transmission network access pricing meth�
	The price determination methodologies for the five classes of transmission network services can be summarised as follows.
	1.Entry services ( these are the services provided to generators at a single connection point;
	a\)a generator’s connection service charges may 
	b\)if not, a generator’s entry service charges a
	i)allocating amongst all the generators at a particular connection point, the revenue needed to cover the entry assets at that connection point (plus an equitable amount for assets which jointly provide entry and exit services);
	ii)a fixed annual charge;
	2.Exit services ( these are the services provided to transmission network customers at a single connection point;
	a\)a customer’s connection service charges may b
	b\)if not, a customer’s exit service charges are
	i)allocating amongst all the customers at a particular connection point, the revenue needed to cover the exit assets at that connection point (plus an equitable amount for assets which jointly provide exit and entry services);
	ii)a fixed annual charge;
	3.Transmission use of system services ( these are the services provided to either generators or customers which can be allocated on a locational basis;
	a)in a connection agreement, generators may consent to pay some of the use of system costs (if a dispute between a generator and an NSP arises the parties may seek recourse to the ACCC);
	b)50 per cent of the use of system service costs are allocated to customer connection points;
	i)the revenue requirement is generated by cost reflective network prices;
	ii)the variable price is determined at the discretion of the NSP but must reflect the investment conditions in the network and may include any combination of:  demand based charges; energy based charges; or fixed charge.
	iii)the charge may relate to either the actual (metered) use or an agreed use.
	iv\)the demand based charge is to be calculated 
	c)any remaining anticipated revenue shortfall is allocated to customer connection points on a postage stamp basis and recovered from customers through a variable common service charge (the annual rate is the common service cost divided by the network e
	4.Common Services ( these are the services provided to customers which cannot be allocated on a location basis (eg services to maintain power system security);
	a)all of the revenue needed to provide such services is allocated to connection points and customers are charged on a postage stamp basis;
	b)the revenue is recovered through a variable common service charge (the annual rate is the common service cost divided by the network energy delivered);
	5.Generator Access services ( relates to the risk premium for generators with connection agreements that include firm access compensation arrangements where the revenue is recovered from each generator (or any code participant) in accordance with the 
	Source:  NGMC  1996, National Electricity Code.
	However, an NSP’s pricing discretion is not unlim
	The NSP may also require a network user to establish prudential requirements (eg capital contribution, pre-payment or financial guarantees), the terms of which are to be negotiated between the two parties.  Moreover, where a transmission network servic
	The applicant \(sub. p. 249\) argued that the 
	The public interest and that of network users is 
	The applicant \(sub. pp. 250–1\) argued that t
	The applicant \(sub. p. 163\) claimed that oth
	energy markets will not be distorted as transmission pricing will reflect network use;
	hedging in the electricity market will be unaffec
	pricing arrangements will be transparent as transmission NSPs must publish their tariffs annually.
	In summarising the transmission pricing regime, t
	
	3.3.2What the participants say


	In general, participants supported the broad thru
	The EUG \(sub. p. 66\) expressed its support f
	However, despite this general support, a number of participants claimed the proposed pricing regime contained a number of serious deficiencies which needed to be rectified in order for the Commission to accept the access code.  Principal amongst these co
	Apart from the locational signals, the other major concerns with the proposed transmission pricing regime were raised by the EUG and the BCA.  As indicated above, while the EUG was supportive of cost reflective network pricing (CRNP), it was concerned 
	Users accept that some degree of averaging in TUO
	The EUG concluded that TUOS charges should either be a more precisely split between CRNPs and postage stamp prices, or that this should be part of the NECA review.
	Concerns over the incentive effects of averaging 
	Charges for network usage should not result in high costs for minimal usage of the system, such as load adjacent to a Power Station.  Similarly new loads that will create only a marginal change in network energy transfer should not bear the full average
	A number of participants, including the BCA, BHP and Capral Aluminium, raised an additional concern that the proposed arrangements are penalising users with high load factors and high voltage needs.  The BCA argued that in the past, published tariffs inc
	Customers taking supply at EHV levels thus were shielded from bearing the cost of lower voltage transmission networks whose facilities they did not use and saw a reasonable reflection of the cost saving to a utility of taking power at a higher voltage le
	However, the BCA argued that this ‘distinction is
	The EUG’s concerns on transmission pricing also e
	... are taking a ‘take it or leave it’ attitude t
	The EUG \(sub. p. 68\) was particularly concer
	
	3.3.3The Commission’s considerations


	Traditionally electricity prices have been used to meet a number of objectives.  As with any good or service, electricity prices are used to cover costs and to earn a return on the assets employed in the industry.  They are also used to provide a signal
	In recent times this trade-off has been well recognised, and some jurisdictions have moved to more efficient pricing structures and have attempted to meet equity objectives using other mechanisms not involving cross-subsidies.  This change in the mood of
	An efficient pricing regime will generally reflec
	An efficient pricing regime would have to recognise these various characteristics of transmission networks.  In this respect, a nodal pricing regime received some support but was rejected in the early development of the NEC as being too complex.  For exa
	As indicated in the previous section, the over-riding objective of the transmission pricing regime has been to ensure that NSPs can consistently earn a reasonable rate of return and that electricity consumers are protected against exploitation by monopol
	The inevitable consequence of this emphasis is th
	The advantage of this approach is that the revenue raised from auctioning inter-regional constraints does not accrue to the NSP.  Rather it is separately collected and returned annually to the NSP which is required to pass it on to its customers.  Conseq
	In order to recover transmission network costs, the access code identifies five separate transmission services, namely:  entry services for generators; exit services for transmission customers; common services; transmission use of system services for all
	
	
	
	Entry and exit services




	The code adopts a strict or ‘shallow’ definition 
	To the extent that connection assets, whether the
	
	
	
	Common services




	Although consumers will be connected to different
	Economic theory does not provide a definitive rule about efficient mechanisms for recovering common costs other than it should be performed in a way which minimises distortions in consumption patterns.  For example, an efficient cost recovery mechanism c
	On this basis, the transmission network common se
	
	
	
	Transmission use of system services




	The recovery of the costs of providing TUOS services is a complicated formula which allocates the revenue requirement on both a cost reflective and postage stamp basis.  These revenue requirements can be allocated between customers on the basis of fixed,
	To the extent that the CRNP component reflects assets used, the TUOS charges are cost reflective.  However, as TUOS costs are also allocated on a postage stamp basis, they will not be cost reflective for every consumer.  TUOS charges will only be cost re
	In part this reflects network characteristics that many facilities are shared and cannot be attributed to particular users.  Moreover, some degree of averaging costs amongst users is inevitable in the supply of any good or service.  In these cases, the b
	The access code and the application asserted that empirical studies indicated that the proposed balance between the CRNP and postage stamp cost allocations provides approximately correct locational signals.  However, participants questioned whether the c
	The Commission believes that NECA’s review of the
	In developing the proposed structure of TUOS char
	These compromises will adversely affect the likely efficiency of the proposed TUOS charges.  Consequently, the presence of shared facilities and the inclusion of cross subsidies on the transmission network makes it difficult to release customers from an
	The Commission believes that NECA’s review of the
	In addition, participants also expressed concerns that transmission prices will not reflect the costs and needs of customers with high load factors and high voltage demands.  In part, this concern is again related to the averaging of TUOS costs and the r
	Finding an appropriate balance between efficiency objectives and equity concerns is a fundamental part of designing and implementing any reform package.  However, the Commission is concerned that the presence of cross-subsidies in TUOS charges may signif
	The efficiency impacts of the TUOS charges are no
	Reflecting this, the code provides for the CRNP c
	Box 3.3:Overview of CSO policies, practices and �
	Traditionally CSOs have been provided by GBEs employing uniform pricing policies involving cross-subsidies between differing classes or groups of consumers.  This approach has tended to distort consumption, production and investment decisions.  Providing
	The Industry Commission (1997) recently summarised the current approach to handling CSOs by noting that all governments now have initiated programs to review CSO policies as part of  broader GBE reform.  The IC found that significant changes have been 
	Australian governments have adopted a commonly agreed definition of CSOs;
	several governments have established programs to identify CSOs systematically;
	in principle, most governments accept that CSOs should be costed at avoidable cost and should be funded directly from consolidated revenue;
	several CSOs are now provided under contract, in some cases by private sector firms; and
	some jurisdictions have adopted, or are in the process of adopting, programs for monitoring their CSOs.
	In a paper on infrastructure pricing, the BIE (1995) advocated a number of alternative more transparent and sometimes less distorting mechanisms of delivering CSOs.  For example, by establishing contracts which directly fund enterprises to provide subs
	Source:Industry Commission 1997, Community Service Obligations:   Policies and Practices of Australian Governments, Information Paper, AGPS, Canberra, February.
	Bureau of Industry Economics 1995, Issues in Infrastructure Pricing, AGPS, Canberra, August.
	As a result, the Commission has argued in the pas
	The Commission believes that the transmission pri
	The pricing methodology for the postage stamp element of the TUOS charges is the same as for common services.  Consequently, the prices to recover the postage stamp component of TUOS charges may not be the most efficient approach available, but it is bot
	
	3.3.4The applicant’s response


	The applicant accepted the Commission’s recommend
	Specifically, these issues are addressed in item 
	the locational signals resulting from the transmission and distribution pricing regimes, including the appropriate balance between cost reflective and postage stamp elements of charges and the incidence and treatment of cross subsidies;  and
	the appropriate powers of transmission and distribution regulators in particular in relation to the development and monitoring of service charters drawn up by transmission network service providers.
	
	3.3.5The Commission’s findings


	The proposed transmission pricing regime involves a number of compromises between efficiency and equity concerns as well as between desirable and practical considerations.  Consequently, it is evident that such a pricing regime will not completely satisf
	Nevertheless, the Commission believes the code acts to promote the interests of network service providers, network users and the wider community:
	by allowing entry and exit service costs to be negotiated on a case by case basis;
	by allowing the network service provider to earn a reasonable rate of return on the costs of providing entry and exit services through fixed annual charges;
	by using an administratively simple and relatively equitable mechanism for recovering transmission network common service costs, including their allocation on a postage stamp basis;
	by ensuring that network service providers can earn no more than a reasonable rate of return on transmission use of system services; and
	by providing the network service providers with an opportunity to use a combination of relatively efficient and equitable prices to recover the allocated costs of providing transmission use of system services.
	The code acts to promote the interests of the wider community by avoiding cost allocation procedures for transmission use of system services which may otherwise have resulted in substantial price rises for electricity users in rural and remote communitie
	However, the Commission is not convinced that the cost allocation provisions for transmission use of system services are efficient and that this deficiency will significantly reduce the long term benefits of the electricity access code.  The Commission a
	This also provides an opportunity for jurisdictional governments to clearly identify their policies towards any cross-subsidies which may be included in the TUOS charges.  As any such cross-subsidies have the potential to significantly reduce the benefit
	Part BDistribution
	3.4Regulatory regime for distribution pricing
	3.4.1What the applicant says


	The regulatory regime for distribution revenues a
	However, the applicant \(sub. p. 60\) stated t
	on the overall revenue or average price for network services; and
	on the individual tariffs applied to individuals or groups of customers.
	Regulation of distribution network pricing will be the responsibility of the relevant state or territory regulator, although these duties can be passed over to the ACCC.  As with other parts of the code, these regulators will perform their distribution p
	Box 3.4:Overview of distribution pricing objecti�
	The code establishes, amongst other things, that:
	1.the regulatory regime must seek to achieve outcomes which:
	a)are efficient and cost effective;
	b)are incentive based and provide a reasonable rate of return (without monopoly rents) to network owners;
	c)foster efficient investment, operation 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 a revenue and/or a price cap for distribution services must:
	a)be consistent with the regulatory objectives (see 1 above);
	b)address monopoly pricing concerns primarily through the competitive supply of network services but otherwise through an explicit revenue or price 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 the value of:
	i)new assets are consistent with take-or-pay contracts;
	ii)existing assets are determined by jurisdictional regulators or are consistent with the jurisdictional regulatory asset base;
	iii)revalued assets, undertaken by the jurisdictional regulator, are consistent with COAG decisions;
	3.the form and mechanisms of economic regulation must:
	a\)be specified by the jurisdictional regulator 
	b)have a regulatory control period of at least 3 years;
	c)take into account expected demand growth, service standards, price stability, potential efficiency gains, cost of capital, risk, on-going commercial viability and changes in energy losses;
	d)when establishing the revenue requirement and/or price cap:
	i)take into account growth in the demand for, and costs of, the distribution service;
	ii)allow for the correction in later years for any over or under recovery of revenues;
	4.distribution NSPs must provide the jurisdictional regulator with annual financial statements, indicating economic performance and asset values, so the regulator can monitor compliance with the regulatory caps and determine caps in future periods;
	Source:  NGMC  1996, National Electricity Code.
	Table 3.2:Derogations for regulatory regime for �
	State
	Expiry date
	Details
	Victoria
	31/12/2000
	transitional distribution pricing arrangements will be regulated by the EI Act, ORG Act and the Tariff Order;
	indefinite
	national guidelines and regulatory regime for dis
	New South Wales
	1/1/2001
	transitional distribution pricing arrangements will be regulated by the IPART Act and any subsequent IPART determinations;
	ACT
	31/12/2000
	transitional distribution pricing arrangements will be regulated under the ACT Energy and Water Act;
	South Australia
	31/12/2000
	transitional distribution pricing arrangements wi
	Queensland
	18/12/2000
	transitional distribution pricing arrangements will be regulated under the Electricity Act and the QCA Act;
	In general, the code sets out principles which may be applied:
	to the economic regulation of distribution service pricing; and
	to the formulation of national guidelines.
	Any national guidelines for the regulation of distribution pricing can only be developed with the consent of each participating jurisdiction and must not duplicate, or be inconsistent with, features of the jurisdictional regulatory regime.  The code does
	Even though the code provides for national guidel
	To the extent that distribution networks have common characteristics and cost drivers, the regulation in each jurisdiction are likely to be similar.  However, where different cost drivers or different industry characteristics exist, specific Network Serv
	The applicant \(sub. p. 253\) justified the ne
	the existing arrangements (ie long term transitional arrangements to avoid price shocks and the privatisation of some distributors); and
	the jurisdictionally determined customer service standards and supply quality requirements.
	The applicant \(sub. p. 253\) concluded that:
	... there is no loss of economic efficiency associated with having jurisdictional regulators of network prices for distribution services, provided that those regulators operate to a common set of principles and prices are presented to customers in a simi
	Consistent with the approach adopted for transmission pricing, the code provides for a NECA review of the pricing methodologies and principles applying to distribution networks.  The review will examine the net benefit of modifying the proposed pricing r
	In commenting on the benefits of the proposed dis
	
	3.4.2What the participants say


	Many of the participants’ comments on the propose
	Apart from these more general concerns, the EUG �
	Moreover, while generally supportive of the acces
	... the structure of electricity charges might distort choices between buying electricity from distributors and generators and building new generation capacity for our own use.
	
	3.4.3The Commission’s considerations


	The proposed regulatory regime for distribution pricing is conceptually the same as that which applies to transmission pricing.  The views expressed by the applicant and participants on the distribution pricing regime were generally consistent with the a
	Despite the consistencies in the regulatory frameworks, the importance of ensuring both efficient and equitable distribution prices is accentuated by its economic significance and complexity.  For instance, distribution prices represent around 25 per cen
	To address these concerns, the NEM’s distribution
	The Commission accepts the applicant’s broad argu
	acts to protect the interests of the facility owner by requiring the jurisdictional regulator to provide NSPs with a revenue which is sufficient to recover efficient costs and earn a reasonable return on efficient investments;
	acts to protect the interests of network users and the public by depriving NSPs of the power to unilaterally exploit monopoly power by establishing a price regime to be administered the jurisdictional regulator;
	acts to protect the interests of NSPs, network users and the public by including incentive mechanisms which encourage NSPs to continually improve productivity and to share the benefits between their shareholders and network users; and
	acts to protect the interests of NSPs, network users and the public by providing the jurisdictional regulator with the flexibility to periodically reassess the determinants of network prices (ie every 3 years) and, in doing so, to respond to changing c
	However, the flexibility inherent in these arrangements involves a trade-off as there can be no guarantee of the outcomes of the distribution price regulatory processes.  Without limiting the flexibility of jurisdictional regulators, the concerns of part
	As with the transmission regulatory regime, the performance of the jurisdictional regulator and the regulatory process depends on a combination of factors including:  transparent, impartial and accountable decision making; access to relevant information;
	In this context, the Commission believes that it will be important for the jurisdictional regulators to be independent and at arms length from the other policy development processes of government.  By doing so, the regulator will be seen to be an indepen
	Of particular concern to the Commission is that without an independent regulator, the price regulatory process may be used to justify and disguise the charging of monopoly prices which are returned to governments in the guise of excessively large stream
	Clearly, these are all legitimate objectives of government.  However, the regulatory outcomes are likely to suffer if electricity price regulation becomes a mechanism for implicitly implementing other government policies.  Indeed, it is possible that the
	To reduce the likelihood, and perception, that the electricity pricing regime will be used to inflate access prices, in its draft decision, the Commission argued that in order to accept the access code the Commission would have to be satisfied that the j
	The Commission believes the access code must expl
	In addition to these concerns, it will also be important for regulators to demonstrate their independence in making decisions which can have a significant material impact on network service providers, network users and others in the community.  Otherwise
	Moreover, to ensure that the regulatory decision making processes are accountable, the Commission believes that the decisions of the regulators should be appealable.  Currently such appeal rights already exist with a number of the jurisdictional regulato
	The Commission also places considerable weight on those code provisions which provide the jurisdictional regulator with the necessary powers to:  determine the form in which an NSP will submit their annual financial statements; and verify or independentl
	In assessing the powers of the transmission regul
	Second, in the context of the transmission regula
	In addition to these deficiencies, there are a number of inconsistencies between the powers of the transmission and distribution regulators which further constrain the powers of the distribution regulator and brings into question the likely effectiveness
	First, the transmission regulator can seek both certified annual financial statements and any other information the ACCC reasonably requires to perform its regulatory function.  In contrast, the distribution regulator can only seek annual financial state
	Second, the transmission regulator can seek information from both the transmission network owner and/or transmission network service provider.  In contrast, the distribution regulator can only seek information from the distribution network owner.  This m
	Third, the annual statements of the transmitter must provide a true and fair statement of the financial and operating performance in a form determined by the ACCC.  In contrast, the distributors are required to provide a true and fair statement of their
	Fourth, the transmission regulator can use the information to assess the allocation of costs and identify cross subsidies.  In contrast, the distribution regulators do not have this power and some of its other powers are worded differently.  In both circ
	As a result of these concerns, in its draft decision, the Commission stated:
	The Commission believes that NECA’s review of the
	being able to request data other than annual financial statements;
	being able to specify reporting dates;
	being able to request information from only the distribution network owner;
	the limitations on which the regulator can use the information; and
	the limitations on which the form in which the regulator can seek information.
	
	3.4.4The applicant’s response


	Discussions with the applicant and the jurisdictions indicated that they were unwilling to insert into the code a requirement that the jurisdictional regulators be statutorily independent of government.  It was argued that the level of independence of ju
	However, the applicant noted that the jurisdictional regulators in New South Wales (and the Australian Capital Territory) and Victoria are already statutorily independent.  Moreover, Queensland has established the Queensland Competition Authority as a 
	setting distribution and transmission prices until 30 June 1999;  and
	defining regulatory principles until 2002 \( the
	The pricing order is currently being reviewed by 
	In response to the Commission’s concerns about th
	6.10.6Monitoring of Distribution Network Owner and/or Distribution Network Service Provider (as appropriate) performance and compliance with regulatory determinations
	(a)The Distribution Network Owner and/or Distribution Network Service Provider (as appropriate) must use reasonable endeavours to ensure that it complies with the any regulatory cap in respect of distribution services in any year.
	(b)The Distribution Network Owner and/or Distribution Network Service Provider (as appropriate) must submit certified annual financial statements to the Jurisdictional Regulator (in any reasonable a form and by a date which may to be determined by t
	(1)the economic performance of the Distribution Network Owner in a reporting period;  and
	(2)the value of the distribution network assets and connection assets for the purpose of determining the distribution service prices.
	(c)The certified annual financial statements submitted by the Distribution Network Owner and/or Distribution Network Service Provider (as appropriate) to the Jurisdictional Regulator may be used by the Jurisdictional Regulator to:
	(1)monitor the compliance of the Distribution Network Owner and/or Distribution Network Service Provider (as appropriate) with the regulatory caps;  and
	(2)assess the allocation of costs between services which are subject to regulation under the regulatory caps and services or activities which are not subject to regulation under the regulatory caps, and to identify any cross-subsidy between these diffe
	\(3\)collate data regarding the financial, eco�
	(d)In addition to the certified financial statements referred to in clauses 6.10.6(b) the Jurisdictional Regulator may require a Distribution Network Owner and/or Distribution Network Service Provider (as appropriate) to provide any other informati
	(e)The Jurisdictional Regulator may request or undertake verification and/or independent audit of any information sought by it, or provided to it under this clause 6.10.6.
	(f)Information provided to the Jurisdictional Regulator by a Distribution Network Owner and/or Distribution Network Service Provider (as appropriate) pursuant to this clauses 6.10.6 and 6.10.7 must be treated as confidential by the Jurisdictional Reg
	6.10.7Information disclosure by the Jurisdictional Regulator
	(a)This clause 6.10.7 is subject to clause 6.10.6(e).
	(a)In making a determination or any other decision under this clause 6.10, the Jurisdictional Regulator must publish full and reasonable details of the basis and rationale of its the decision and the information to be disclosed publicly by the Jurisdic
	(1)reasonable details of qualitative and quantitative methodologies applied including any calculations and formulae;  and
	\(2\)full reasons for all material judgments a�
	(b)Notwithstanding clause 6.10.7(a), the Jurisdictional Regulator must also disclose relevant information to the relevant Distribution Network Owner and/or Distribution Network Service Provider (as appropriate) only on request by the Distribution N
	(1)the values adopted by the Jurisdictional Regulator for each of the input variables in any calculation and formulae, including a full description of the rationale for adoption of those values;  and
	(2)full and reasonable details of other assumptions made by the Jurisdictional Regulator in the conduct of all material qualitative and quantitative analyses undertaken in relation to the setting of a regulatory cap or related manner.
	(c)Each Jurisdictional Regulator in discharging its functions under the Code may publicly release information or the contents of documents provided to it by a Distribution Network Owner and/or Distribution Network Service Provider (as appropriate) fo
	(1)is of the opinion that:
	(A)the disclosure of the information or the contents of the documents would not cause detriment to the Distribution Network Owner and/or Distribution Network Service Provider (as appropriate) who supplied it; or
	(B)although the disclosure of the information or the contents of the documents would cause detriment to the Distribution Network Owner and/or Distribution Network Service Provider (as appropriate) who supplied it, the public benefit in disclosing it 
	(2)is of the opinion, in relation to any other person who has provided the Distribution Network Owner and/or Distribution Network Service Provider (as appropriate) with information or documents that form part of the information or documents provided 
	(A)the disclosure of the information or the contents of the documents would not cause detriment to that person;  or
	(B)although the disclosure of the information or contents of the documents would cause detriment to that person, the public benefit in disclosing it outweighs the detriment,
	and the procedures set out in clauses 6.10.7(c)-(e) have been followed.
	(d)The Jurisdictional Regulator must not publicly release any information or the contents of any documents under clause 6.10.7(c) until the expiration of 28 days from the date of receipt of a written notice sent by the Jurisdictional Regulator to:
	(1)the Distribution Network Owner and/or Distribution Network Service Provider (as appropriate) who supplied the information or documents;  or
	(2)any person whom the Jurisdictional Regulator is aware supplied the Distribution Network Owner and/or Distribution Network Service Provider (as appropriate) with information or documents that form part of the information or documents provided to th
	of the Jurisdictional Regulator’s intention to di
	(e)The notice referred to in clause 6.10.7(d) must:
	(1)state that the Jurisdictional Regulator wishes to disclose the information or contents of the documents, specifying the nature of the intended disclosure and setting out detailed reasons why the Jurisdictional Regulator wishes to make the disclosure
	(2)state that the Jurisdictional Regulator is of the opinion required by clause 6.10.7(c) and setting out detailed reasons why it is of that opinion;  and
	(3)identify the legislation (if any) governing the review of decisions by the Jurisdictional Regulator to release information in the relevant participating jurisdiction.
	(f)Where as a result of a review under the legislation (if any) referred to in clause 6.10.7(e)(3) of its decision to publicly release information or documents the Jurisdictional Regulator is not allowed to disclose particular information or docu
	\(g\)Nothing in clauses 6.10.7\(d\) and \(e
	
	3.4.5The Commission’s findings


	The Commission believes that in general, the acce
	Already the majority of the participating jurisdictions have established, or have indicated that they will establish, independent regulators for electricity network pricing.  These decisions will increase the likelihood that electricity distribution pric
	Moreover, the Commission’s draft decision on the 
	3.5Distribution pricing methodology

	The previous section \(3.4\) outlined the prin
	
	3.5.1What the applicant says


	While differences exist, the distribution pricing
	Obtain a determination on the overall revenue requirement from the jurisdictional regulator.
	Allocate the distribution network revenue requirement between the various classes of network services and then to different cost pools.
	Recover the costs of the various network services through a series of usage prices.
	The applicant \(sub. p. 61\) reiterated its vi
	This pricing methodology \(for further details s
	As the code’s distribution pricing methodology es
	The code’s pricing formulae relate to standardise
	The distribution NSP may require a network user to negotiate the terms of a prudential requirements (eg financial and non-cash capital contributions; certain pre-payments; guaranteed minimum service charges and/or quantities; or financial guarantees).
	Moreover, where a distribution NSP has to constru
	Box 3.5: Distribution network access pricing met�
	The price determination methodologies for the five classes of distribution network services can be summarised as:
	1.Entry services ( provided to embedded generators at a connection point;
	a\)the connection agreement may specify an embed
	b\)if not, an embedded generator’s entry service
	i)creating cost pools which may differ on the basis of voltage levels and, in turn, load classes.  The NSP can also divide the region into geographical areas to establish locational prices.  However, the basis of the cost pools, geographical boundaries,
	ii)allocating the cost pools to embedded generators at the network coupling point (plus an amount for assets which jointly provide entry and exit services);
	iii)a fixed annual charge;
	2.Exit services ( provided to distribution network customers at coupling and connection points;
	a\)the connection agreement may specify a custom
	b\)if not, a customer’s exit service costs are r
	i)creating cost pools which may differ on the basis of voltage levels and, in turn, load classes.  The NSP can also divide the region into geographical areas to establish locational prices.  However, the basis of the cost pools, geographical boundaries,
	ii)allocating cost pools to customers at the network coupling point (plus amounts for assets jointly providing exit and entry services);
	iii)a fixed annual charge;
	3.Distribution use of system services ( provided to either embedded generators or customers but exclude exit and common services;
	a)use of system service costs are determined by creating cost pools which may differ on the basis of voltage levels and, in turn, load classes.  The NSP can also divide the region into geographical areas to establish locational prices.  However, the bas
	b)the portion of the cost pools allocated to the embedded generators:
	i)must not exceed the long run marginal cost of network augmentation;
	ii)are recovered by using the negotiated prices in the connection agreement (the jurisdictional regulator is to resolve any disputes) where the quantity is the nominated capacity;
	c)the portion of the cost pools allocated to the distribution customers:
	i)must be done on a cost reflective or other basis agreed with the jurisdictional regulator;
	ii)the prices used to recover the costs can include a combination of demand, energy and fixed charges where the quantities may be either minimum, actual or agreed quantities;
	4.Common Services ( provided to ensure the integrity of the network to benefit all customers but cannot be allocated on a voltage or location basis;
	a)cost pools are allocated to customers on a cost reflective or other basis agreed with the jurisdictional regulator;
	b)the prices used to recover the costs can include a combination of demand, energy and fixed charges where the quantities may be either minimum quantities, actual quantities or agreed quantities;
	5.Firm access services ( relates to the risk premium for generators with connection agreements that include firm access compensation arrangements.  The agreement will specify the amount of revenue to be recovered.
	Source:  NGMC  1996, National Electricity Code.
	However, the code does not provide distribution NSPs with unlimited discretion in setting network prices.  For instance, the code requires NSPs to seek the prior approval of the jurisdictional regulator if they are to establish prices which differentiate
	The applicant \(sub. p. 255\) argued that the 
	In terms of the interests of network users, the a
	requiring distribution NSPs to produce tariffs and the associated conditions for access to, and use of, the network;
	including incentive mechanisms which mimic market based prices; and
	not allowing NSPs to ‘double charge’ for any capi
	The applicant \(sub. p. 256\) argued that the 
	The effectiveness of this regime in fostering efficiency and promoting cost savings will depend largely on the cost pressures applied by the regulators.  It is contingent on access to reliable and detailed cost and operational information from the regula
	The applicant concluded that the code adequately provides for the necessary information disclosure.
	
	3.5.2What the participants say


	While the Victorian Distributors supported the flexibility of the distribution pricing regulatory regime, they argued that this flexibility was not matched by the distribution cost allocation and pricing methodology.  For instance, the Victorian Distribu
	... details only one specific cost allocation and pricing approach.  This approach is not necessarily the preferred cost allocation method and the price structure which will evolve from this approach will not necessarily promote economic efficiency or pr
	Consistent with their concerns relating to transmission pricing, a large number of participants argued that the distribution network pricing arrangements could also inhibit competition between existing and new generators.  For example, Boral argued that
	While a number of participants commented on the level of averaging of distribution charges, there was no clear consensus view.  On the one hand participants such as Boral were concerned about the level of averaging of distribution charges because of its
	Boral also raised concerns relating to the relative negotiating position of generators and distributors and the potential to abuse monopoly power; transparency of network charges when assessing locational choices for generation; and rights to bypass.
	
	3.5.3The Commission’s considerations


	In some respects, the diversity in the demand for electricity at the retail level provides greater opportunities to vary prices on the basis of the cost of delivering electricity at different voltage levels or different load classes in different parts of
	In order to balance these sometimes competing objectives, the code proposes a very flexible cost allocation and pricing structure which will be oversighted by the jurisdictional regulators.  The proposed arrangements allows distribution network prices to
	Distribution network entry and exit services costs are determined either through a negotiated connection agreement or on the basis of cost pools which can differentiate between voltage levels, load classes and geographical boundaries.  If the latter appr
	Distribution use of system service costs are determined on the basis of cost pools which have been approved by the jurisdictional regulator.  The cost pools can differentiate between voltage levels, load classes and geographical boundaries.  The cost poo
	Common services are also allocated to customers through cost pools which have been approved by the jurisdictional regulator.  The cost pools can be recovered through a combination of demand, energy or fixed prices and on the basis of either minimum, actu
	Given the flexibility of the proposed arrangements, the Commission believes that the distribution pricing methodology has the capacity to act in the interests of facility owners, network users and the wider Australian community.  The Commission has reach
	However, this flexibility comes at the cost of the certainty of the distribution price outcomes.  Consequently, the Commission is not in a position to categorically state what the likely impact distribution pricing will have for the interests of facility
	Part CGeneral access pricing issues
	3.6Asset valuation
	3.6.1What the applicant says


	Broadly consistent principles govern the valuation of transmission and distribution network assets.  In general, the code proposes that, where applicable, network assets will be valued in a manner consistent with either a take or pay contract or a NEMMCO
	the COAG agreement that deprival value is the preferred approach for network assets;
	any subsequent COAG decisions; and
	any other matters to achieve consistency with code objectives ( eg NSPs can earn a reasonable rate of return but not extract monopoly rents and there must be reasonable recognition of pre-existing government policies regarding asset values, revenue path
	In the interim period up to 1 July 1999, asset v
	While the code does not define the deprival valuation methodology, the definition used by the applicant is more consistent with an optimised deprival value definition rather than the deprival value definition used by the Steering Committee on National Pe
	... Deprival Value is the lower of the optimised replacement cost of an asset and its economic value to the business.  Under the Deprival Value method, assets are valued at replacement cost and then adjusted for any over-capacity and lower consumer value
	The applicant \(sub. pp. 242–3, 247\) defended
	empirical studies in Victoria indicate that current cost asset values would not lead to inflated asset values;
	COAG supported its adoption because of its desirable equity and efficiency characteristics;
	it is to be used as a ceiling and owner governments may elect to adopt lower asset values to avoid any price shocks; and
	it is neutral between existing and new assets.
	The applicant indicated that this approach to ass
	... the basic purpose of undertaking periodic deprival value revaluation is:
	to ensure that prices for monopoly services reflect the cost of efficient new entrants to the market (thus ensuring efficient and equitable prices); and
	to provide incentives to monopolists to undertake adequate analysis of the uncertainty associated with future changes in technology, and electricity supply and demand before making an investment decision (thus ensuring that the grid company faces incent
	For similar reasons, the applicant \(sub. p. 24�
	The applicant \(sub. pp. 239–40\) also argued 
	A key objective of the deprival value methodology is to ensure that the impacts of new technologies (in the network sector and in substitute sectors such as distributed generation) are taken into account in the valuation of assets for revenue purposes.
	While the applicant \(sub. p. 234\) recognised
	... provided the estimated cost of capital reflects the risks inherent in such arrangements, the arrangements should not pose an undue threat to the legitimate business interests or investments of the service provider.
	The applicant argued that the NSPs are so protected as the code:
	requires the regulator to have regard to pre-existing government policies with respect to asset values, revenue paths and prices as well as for the need to provide a fair and reasonable risk adjusted cash flow rate of return to the transmission NSP; and
	quarantines the NSP from stranded asset risk where other parties were involved in the investment decision (eg existing take-or-pay contracts or network augmentation resulting from a NEMMCO determination).
	Moreover, in those circumstances where assets val
	
	3.6.2What the participants say


	A number of participants were highly critical of 
	... as it effectively writes off all depreciation contributed over the years and even allows the asset owner to increase the notional value above its actual cost.  Further it permits any contribution to future depreciation also to be written off, to the
	The EUG and the BCA were also both highly critica
	This view was also reflected in the concerns \(B
	... under the new regime, network prices being quoted or applied are much higher than experienced previously in contracts and tariffs ( sometimes by a factor of between two and three;
	In addition, the BCA \(sub. p. 24\) indicated 
	The appropriate WACC depends on many factors including whether the capital base on which the rate of return is to be applied is or has been valued with inflation included.  Typically a nominal rate of return is used against a non-inflating capital base.
	Australian Paper’s concerns about the deprival sy
	
	3.6.3The Commission’s considerations


	The code adopts a flexible approach to asset valu
	The applicant argued that the deprival methodology possesses a number of advantages in that existing network assets could be made equivalent to the costs of new entrants and new technologies.  The deprival methodology also allows the regulator to write d
	In order to achieve these advantages, the asset v
	In order to avoid any unnecessary confusion, the Commission believes the code should incorporate a definition of the deprival valuation methodology which includes a reference to optimised replacement costs.
	However, despite its theoretical attractions, a number of business users were highly critical of the deprival methodology as it can be used to inflate asset values over historical cost.  Participants argued that this has already resulted in a two- or thr
	In addition to participants’ concerns, from a reg
	a stranded asset and an asset with a reduced economic life; and
	network augmentations which reflect ‘gold plating�
	Given these practical considerations, it could be
	Nevertheless, the Commission accepts the applican
	The flexibility of the code’s pricing regime mean
	These issues of balancing regulatory flexibility 
	For its part, the Commission’s over-riding object
	Similarly, given the concerns expressed by partic
	The code provides guidance concerning the preferred asset valuation methodology and discusses at some length the determination of the weighted average cost of capital.  However, in practice, the determination of asset values and rate of return are relate
	Box 3.6: Overview of alternative asset valuation�
	There is no single approach to asset valuation that is appropriate in all circumstances.  Consideration needs to be given to the purpose of the valuation and the availability of data.  While the Steering Committee on National Performance Monitoring of GT
	The historical cost method values assets at their original purchase price.  It has the advantages that it is administratively efficient and can be easily audited because the data should be available from financial statements; it is relatively inexpensive
	The disadvantages of this valuation method are that it may understate asset prices in times of inflation and overstate asset prices in times of technological change; it may lead to unstable prices (eg prices may rise when new more expensive assets repla
	Reproduction cost method values assets at the current cost of reproducing the existing assets.  A disadvantage with this approach is that does not give consideration to whether the current asset is the most efficient means of meeting current requirements
	The replacement cost methodology calculates the cost of replacing an asset with another asset (not necessarily the same) that will provide the same services and capacity as the existing asset.  Advantages of this method are that:  assets are valued in 
	The disadvantages of replacement cost valuation are that it involves estimation and judgement, which is open to legal challenge; the information is more expensive to collect than historical cost data because it requires expert advice (eg from engineers
	Optimised replacement cost is a variant of the replacement cost valuation methodology which measures the cost of the most efficient method of providing the services of the current asset.
	Optimised replacement cost has the advantage that asset values can be adjusted where, for example, the service capacity of current assets is excess to requirements as a result of changes in demand or over investment in the past (eg from gold plating or 
	Deprival value approach is the minimum loss that would result if the business were deprived of the asset.  For example, where the asset can and should be replaced, the deprival value is the replacement cost.  If the asset would not be replaced, then the
	Optimised deprival value is a variant of the depr
	A disadvantage of any valuation method that involves optimisation is that it requires expert engineering opinion, which increases the complexity and cost of the valuation.  It is also likely that the valuations would be subject to legal challenge.
	Both deprival value and optimised deprival value are criticised as introducing a circularity problem.  That is, these techniques require an estimation of the future returns on the asset, which is what the access prices set by the regulator are suppose to
	The scrap value approach attaches to an asset the value of the asset in its next best alternative use.  The scrap value of sunk assets, which have no alternative use, will be close to zero.  If an asset is valued below scrap value, it will be economic to
	Scrap value provides a useful lower limit to asset valuation.  However, it may be considered unfair as the return on the investment may be below the opportunity cost of capital.  Another disadvantage of this approach is that it may not provide incentives
	Source:Bonbright, J. et al 1988, Principles of Public Utility Rates, Public utilities reports Inc, Virginia.
	Choy, E. 1996, Asset Valuation by GTEs:  an Evalu
	Steering Committee on National Performance Monitoring of GTEs, 1994, Overview:  Guidelines on Accounting Policy for Valuation Assets of GTEs, Industry Commission, Melbourne.
	return is the real rate and not the nominal rate.  Similarly, where a regulator adopts a vigorous application of the deprival methodology to strand assets, the additional risk should be reflected in the rate of return.
	
	3.6.4Applicant’s response


	Chapter 10 of the Code includes a definition which states that deprival value is:
	A value ascribed to assets which is the lower of economic value or optimised depreciated replacement costs.
	
	3.6.5The Commission’s findings


	The Commission believes that the code acts to promote the interests of:
	network users and the wider community by allowing the regulators flexibility in assessing asset values in order to limit the ability of network service providers from exploiting their monopoly powers; and
	facility owners by providing guidelines which constrain regulators from arbitrarily determining asset values.
	However, these attributes of the code are insufficient to guarantee that regulators will not determine asset values which are incompatible with efficient pricing and therefore are contrary to the interests of network users.  Therefore, to reduce the like
	3.7Cogeneration and embedded generators
	3.7.1What the applicant says


	Cogeneration and embedded generation more generally provides a number of benefits to electricity networks in terms of network support and, as they are usually located close to load, they can reduce the demand for network augmentation.  Embedded generatio
	... the longer term, competitive sourcing of generation and third party network access enables new entrants to build more efficient (less expensive) generation plant ...[which is] more and more likely to be high efficiency gas fired, with an increasing
	The applicant \(sub. p. 248\) stressed the imp
	network pricing that improperly allocates costs could lead to significant distortions as power stations and major load could be encouraged to locate without regards to costs on existing users and the availability of spare capacity elsewhere on the networ
	while no pricing methodology can exactly reflect costs to individual participants, greater cost reflectivity can reduce the level of cross-subsidy ( eg uniform pricing has tended to encourage the development of central power generation facilities to sup
	As outlined in the previous sections of this chapter, the transmission and distribution use of system and common service charges largely fall on electricity users.  Generators pay network charges for connection assets they use, for the use of system asse
	... influenced by the location of that participant in the network relative to generation injection points, and the assets employed in providing network service.
	However, the code also incudes specific provisions to take account of the network benefits that generators can provide.  First, when considering network augmentation, the code allows NSPs to implement a generation option as an alternative.  To the extent
	Second, the code allows a distributor to make pay
	
	3.7.2What the participants say


	A significant number of participants expressed concerns that the pricing arrangements did not provide adequate locational signals to generators, in particular to co-generation vis a vis traditional coal fired technologies.
	VPX \(sub. p. 10\) stated that the ‘provision 
	... distortions in the provision of new generation since it would not allow the transmission costs of new generators to be considered in the generators investment decision.
	Boral Energy \(sub. p. 6\) stated that:
	... locational benefits (eg for cogenerators) must be fully reflected in network charges as it is these which, for the short term at least, will be the main competitive threat to incumbent generators.  Cogeneration also provides a key competitive press
	Similarly, the Australian Cogeneration Associatio
	... with no allowance for the cost of transmitting the power to consumers.  Cogeneration competes on a delivered cost basis and thus is disadvantaged.  ...  The signals that the current market structure sends industry participants encourages large scale
	The ACA \(sub. p. 7\) stated that its biggest 
	The ACA’s concern that the code’s pricing arrange
	To rectify this situation a number of participant
	These views were echoed by the ACA which argued t
	Access cannot be obtained to the distribution and
	The ACA argued \(sub. p. 6\) that as all conte
	Rather than having embedded generators capture th
	In a similar vein, Australian Paper \(sub. p. 2�
	... currently TUOS is levied on DB’s, but it shou
	Alternatively, VPX \(sub. p. 10\) supported:
	... the concept of firm access for generators as one way of providing the necessary signals.  This approach, which is basically a limited application of a nodal spot pricing methodology overlaid with transmission hedging contracts provides appropriate lo
	Despite these concerns, other participants warned
	... are typically consumers of electricity from the network during periods when the embedded generator is out of service for routine maintenance or forced outages.  Accordingly, they require the capacity (and therefore the capital investment in the infr
	
	
	Issues arising from the draft decision



	In the draft decision, the Commission sought to h
	Rather than imposing an IPART style ‘with and wit
	To the extent that generators commented on network pricing issues, their concerns were focussed on firm access issues which are discussed elsewhere in this decision on the NEM Access Code.
	The BCA supports the Commission’s condition for t
	Networks’ response
	The incumbent New South Wales distribution NSPs argue that the regulatory arrangements for network pricing for generators should provide efficient locational signals across transmission and distribution networks.  The New South Wales distribution NSPs, U
	The distribution NSPs question whether the IPART 
	CitiPower and Powercor indicate that they see merit in having ring fencing guidelines relating to the accounting separation for regulated and non-regulated activities.  Beyond this, Powercor does not support full functional separation arguing that it wou
	
	3.7.3The Commission’s considerations


	The code’s treatment, and the participants’ discu
	The code provides some scope for generators to contribute to TUOS charges.  However, any such contribution is by the mutual agreement of the generator and the NSP and, as a result, this arrangement is not well defined.  Conversely, the code documents, in
	Conversely, the beneficiaries of this arrangement are likely to be those generators which are located at quite some distance from the load.  As a result, this arrangement will encourage the transport of electricity across state boundaries and will thereb
	On the balance of the arguments presented, the Commission recognises the strengths of the criticisms which have been directed towards the proposed incidence of network use of system charges.  However, determining the appropriate division of network charg
	As the Commission does not want to pre-judge the outcome of the NECA review, in its draft decision the Commission argued that the code should, in the interim, encompass some remedy to introduce additional locational signals.  As advocated by participants
	The Commission is seeking a commitment from NECA that their forthcoming review of transmission pricing includes an assessment of the desirability of allowing transmission NSPs to financially compensate generators for the avoided costs of augmenting their
	In the interim, the Commission believes that mechanisms, similar to those adopted by IPART in New South Wales, should be included into the code to allows distributors to negotiate the pass through to embedded generators the benefits of reductions in the
	In terms of the savings to a distribution network, the code goes somewhat further and allows a distributor to make payments to an embedded generator for amounts up to the long run marginal cost of augmenting the distribution network.  All such payments w
	In addition, this approach addresses another potential deficiency with the current network pricing regime.  As the code has not fully adopted a nodal pricing regime, differences in the wholesale price of electricity will only occur between transmission r
	Despite the attractiveness of this approach, the incentives it provides are limited in scope and are not entirely consistent with a number of other parts of the code.  First, large generators have a similar relationship with intra-regional connections.
	Second, and as was discussed above, embedded generators can also lead to avoiding augmentations to a transmission network.  Yet despite this similarity, there is no provision in the code to allow, or even require, transmitters to make payments to embedde
	Consequently, it is evident that the code only pr
	Arising from the code’s attempts to introduce app
	Without detailed guidelines, the Commission argued that it might be possible that, in either set of circumstances, an NSP could use the arrangements to discriminate in favour of a generator in which it has an equity involvement and to penalise a wholly i
	While issues of structural reform and the separation of network and contestable activities (eg generation and retail) may be beyond the scope of an access code, administrative arrangements to deal with residual concerns relating to cross-ownership link
	The Commission is seeking NECA to include clauses into the access code which provides clear scope for regulators or jurisdictional governments to develop ring fencing guidelines for the accounting and functional separation of the contestable and non-cont
	The Commission added that the ring fencing guidelines would be in the public interest and in the interest of access seekers as they would serve to reinforce the effectiveness of the regulatory process and would help in avoiding discrimination between gen
	
	3.7.4Applicant’s response


	The applicant has accepted the Commission’s inter
	(f)The Network Service Provider and the Generator shall negotiate in good faith to reach agreement as appropriate on the:
	(3)amount to be passed through to the Generator (where the Generator is an Embedded Generator) for avoided transmission use of system charges that would otherwise have been payable by the Network Service Provider as a result of the Generator not bein
	(h)Any payments to Embedded Generators under clause 5.5(f)(3) are to be included as part of the aggregate annual revenue requirement of the Network Service Provider and are to be recovered in the same manner as payments to Embedded Generators under
	In addition, item 5 of the terms of reference sta
	appropriate guidelines for negotiations between distribution network service providers and embedded generators on the pass-through of the effects of bringing those generators into the network on the components of transmission charges;  and
	the appropriate incidence of TUOS charges, and the pros and cons of unbundling transmission and distribution use of system charges.
	NECA has also accepted the Commission’s recommend
	Reflecting these objectives, NECA has inserted clause 6.20 into the code which states:
	6.20RING FENCING GUIDELINES
	6.20.1Compliance with Ring Fencing Guidelines
	All Transmission Network Service Providers and Distribution Network Service Providers must comply with the Transmission Ring-Fencing Guidelines and the Distribution Ring-Fencing Guidelines prepared in accordance with clause 6.20.2 as from the time that a
	6.20.2Development of Ring Fencing Guidelines
	(a)Ring-fencing guidelines must be developed by the ACCC in consultation with the Jurisdictional Regulators and each participating jurisdiction for the accounting and functional separation of the provision of prescribed services by Transmission Network
	(b)Ring-fencing guidelines must be developed by each Jurisdictional Regulator in consultation with the ACCC and each other Jurisdictional Regulator for the accounting and functional separation of the provision of prescribed distribution services by Dis
	(c)The Transmission Ring-Fencing Guidelines and the Distribution Ring-Fencing Guidelines may include, but not be limited to:
	(1)provisions defining the need for and extent of:
	(A)legal separation of the entity through which a Network Service Provider provides network services from any other entity through which it conducts business;
	(B)the establishment and maintenance of:
	(i)consolidated and separate accounts for prescribed services and other services provided by the Transmission Network Service Provider;  and
	(ii)consolidated and separate accounts for prescribed distribution services and other services provided by the Distribution Network Service Provider;
	(C)allocation of costs:
	(i)between prescribed services and other services provided by the Transmission Network Service Provider;  and
	(ii)between prescribed distribution services and other services provided by the Distribution Network Service Provider;
	(D)limitations on the flow of information between the Network Service Provider and any other person; and
	(E)limitations on the flow of information where there is the potential for a competitive disadvantage:
	\(i\)between those parts of the Network Servic�
	\(ii\)between those parts of the Network Servi�
	\(2\)provisions allowing the ACCC or the Juris�
	(d)In developing the Transmission and Distribution Ring-Fencing Guidelines the ACCC and each Jurisdictional Regulator respectively is to consider, but not be limited to, the following matters:
	(1)the need, so far as practicable, for consistency in the Distribution Ring-Fencing Guidelines between each participating jurisdiction;
	(2)the need, so far as practicable, for consistency with Federal and State regulation in each participating jurisdiction of ring-fencing requirements of other utility businesses;
	(3)the need, so far as practicable, for consistency between the Transmission and Distribution Ring-Fencing Guidelines;  and
	(4)the need, so far as practicable, for the Distribution Ring-Fencing Guidelines in each participating jurisdiction to be consistent with the arrangements for the retailer of last resort in that jurisdiction;
	(e)In developing:
	(1)the Transmission Ring-Fencing Guidelines, the ACCC;  and
	(2)the Distribution Ring-Fencing Guidelines, each Jurisdictional Regulator:
	must consult with participating jurisdictions, Code Participants and other interested parties, and such consultation must be at least as extensive as the consultation prescribed by the Code consultation procedures.
	(f)The:
	(1)Transmission Ring-Fencing Guidelines, must be developed and published by the ACCC;  and
	(2)Distribution Ring-Fencing Guidelines must be developed and published by each Jurisdictional Regulator.
	by no later than 1 January 1999.
	6.20.3Nominated Jurisdictional Regulators for development of guidelines
	For the purposes of clause 6.20.2(a) the Jurisdictional Regulator for:
	(a)New South Wales is IPART or any other person or body appointed for this purpose from time to time by New South Wales;
	(b)Victoria is the Regulator-General or any other person or body appointed for this purpose from time to time by Victoria;
	(c)South Australia will be the person appointed from time to time by South Australia;
	(d)the Australian Capital Territory is the Independent Pricing and Regulatory Commission or any other person or body appointed for this purpose from time to time by the Australian Capital Territory;  and
	(e)Queensland is the Queensland Competition Authority or any other person or body appointed for this purpose from time to time by Queensland.
	
	3.7.5The Commission’s findings


	The current proposal whereby the great proportion of network charges will be levied on customers provides little incentive for the efficient location of investment in network or generation options.  As it competes on a delivered cost basis, the incidence
	Clearly, the Commission is concerned that these d
	The Commission also accepts the applicant’s code 
	Part DDerogations
	3.8South Australia’s network pricing derogations
	3.8.1What the applicant says


	In the initial application, South Australia’s tra
	to make decisions in applying the code’s general 
	to ensure the detailed transmission pricing arrangements are consistent with its policy for customer electricity prices.
	More specifically, the transitional derogations would allow the state government to:  determine the initial detailed pricing structure for the transmission network; use various measures to manage the network revenue requirements in accordance with its ow
	In the longer term, the proposed derogations would provide for uniform transmission pricing in each of a number of zones instead of the individual connection point pricing otherwise required by the code.  Accordingly, an average TUOS charge within each t
	relevant revenue for all the transmission network connection points within that transmission zone; and
	related electricity quantities transmitted to all the transmission network connection points within that transmission zone.
	The applicant stated that these amendments were i
	The applicant noted that while it would be possible to achieve similar outcomes through arrangements for explicit payments, the administrative costs of such a system would be significant and the payments would vary depending on location and customer deta
	
	3.8.2What the participants say


	While South Australia’s transitional derogations 
	The general thrust of participant’s concerns was 
	The EUG \(supp. sub. pp. 2–3\) also strongly o�
	The EUG indicated that its concerns were magnifie
	The EUG concluded that electricity users need access to efficient transmission prices and would be severely disadvantaged by this derogation and its long period of application.  Consequently, the EUG argued that a better approach would be for the South A
	In a similar vein, the ACA \(supp. sub. pp. 2 & 
	The ACA recommended that the derogations should end by December 2000, and full details of the proposed pricing and access arrangements should be provided to affected parties.  Without seeing such detail, the ACA is concerned that they may include bundled
	The Commonwealth Department of Primary Industries
	
	3.8.3The Commission’s considerations


	In assessing the NEM’s proposed transmission netw
	In its draft decision, the Commission argued that these issues are also pertinent to the proposed South Australian derogations which seek to extend the balancing of efficiency and welfare concerns in two ways.  First, in terms of scope, by eliminating co
	Consistent with its assessment of the NEM’s trans
	However, the Commission’s draft decision outlined
	Moreover, in its draft decision, the Commission argued that the longer term derogations cannot reasonably be described as transitional as they institute a non-uniform approach to transmission network pricing for the duration of the access code.  In this
	Agreed to the principles for a national competiti
	Indeed, the later COAG \(1994b p.7\) commitmen�
	Consequently, in its draft decision the Commission indicated that it is unwilling to accept the proposed South Australian derogation as it is a move away from a cost reflective and uniform approach to transmission network pricing.  More significantly, ho
	In reaching this conclusion, the Commission acknowledged the benefit in avoiding a sudden price shock for rural and remote consumers.  Consequently, the Commission argued that while it favoured a transparent CSO, it would be prepared to consider the arra
	The Commission is not prepared to accept as part 
	In response to the Commission’s draft decision, t
	
	3.8.4The applicant’s response


	In a letter dated 12 November 1997, the Chief Executive of the South Australian Department of the Premier and Cabinet, indicated that the Government had reconsidered its proposed derogation and had agreed to amend its derogation in relation to transmissi
	(h)clause 9.29.2 is to apply until 31 December 2000 but any requirements for specific provisions to apply after 2000 for consideration by the ACCC in the Code authorisation process will be submitted for inclusion in chapter 9 before 31 December 1996 Cl
	(i)after 31 December 2000 transmission service pricing for each transmission network connection point situated within a Transmission Zone will be determined by:
	(1)aggregating the relevant revenue requirements, determined in accordance with the provisions of Chapter 6, for all the transmission network connection points within that Transmission Zone;  and
	(2)aggregating the related electricity quantities transmitted to all the transmission network connection point within that Transmission Zone,
	and calculating an average transmission use of system charge.  In this way, the transmission use of system charges for each transmission network connection point situated within a Transmission Zone will be the same;  and
	(j)clause 9.29.2(I) will cease to apply in respect of transmission service pricing for electricity transmitted through a transmission network situated in South Australia on 31 December 2002.
	
	3.8.5The Commission’s findings


	Consistent with its assessment of the NEM’s trans
	3.9Victoria’s network pricing derogations
	3.9.1What the applicant says


	While the initial application contained Victoria’
	The amendments to the Tariff Order extend the cur
	The amended derogation also proposed that, at the
	In support of the proposed arrangements, the appl
	In addition, it was argued that these changes do 
	The applicant claimed that the principles and methodologies for regulating transmission pricing specified in the Tariff Order would not be inconsistent with the principles set out in the code but rather would specify in more detail how the principles in
	The applicant stated that the arrangements would limit the ability of PNV to extract monopoly rent, through the imposition of an X factor of 11 per cent in 2001 and 2002, and the extraction of $190m in licence fees for the years from 1998 to 2001.  The V
	Beyond 2002, the criteria for determining transmission pricing would allow PNV to earn a reasonable rate of return, based on a weighted average cost of capital formulation and having regard to levels of risk assumed by PNV and international and interstat
	The applicant also argued that the ‘CPI–X’ approa
	The applicant stated that to maximise the incentives to achieve efficiencies it is necessary to define how the regulator will share the benefits from efficiency gains between PNV and its customers.  To achieve this, the proposed amendments to the Tariff
	
	3.9.2What the participants say


	The Commission received 8 submissions which were largely critical of the proposed derogations on the basis that they may encourage derogations by other jurisdictions and because they restrict the ability of the regulator to react to changing circumstance
	Precedent effect
	SMHEA raised concerns over the possible precedent effect of the derogation, stating that it may induce other jurisdictions may also make similar derogations.  It pointed out that the management of transmission assets will impact across borders, and such
	Colin Taylor questioned the legality and degree o
	The South Australian Government argued that the P
	The Queensland Government stated that it was concerned over the possible interstate effects, the implications for investment and the precedent which would be established by the PNV derogations.  It argued that the extension of the transition period to 20
	The Queensland Government concluded that the PNV derogation should include a shorter sunset, a revaluation of assets to establish a more market oriented price for transmission to ensure investment decisions are not distorted, and a quarantining of the ef
	The EUG stated it was most concerned that significant long term derogations in the area of transmission pricing would undermine the national market.  It argued that other jurisdictions could use the derogation to detract from the NEM and National Competi
	CitiPower expressed reservations regarding the de
	Capral Aluminium agreed that a transition period may be necessary, but stated it should be kept as short as possible, and that derogations should not extend beyond five years.  It also raised concerns over the precedent effect of this derogation.
	While not objecting to a derogation which sought to set in place well specified regulatory arrangements that deliver fair pricing outcomes, BHP noted that there was little consultation regarding the derogation and was concerned that it may set a preceden
	Regulatory flexibility
	ACTEW was concerned that the Victorian proposals 
	BHP stated that in conflict with the code provisions, the decision on transmission tariffs has been made by the Victorian Government, rather than a regulatory body, and has been made with no customer involvement and only limited consultation.  BHP asked
	Capral noted the undesirability of the Victorian 
	TransGrid asked the Commission to ensure that the asset valuation methodology, depreciation rules and other revenue determining parameters adopted in the Victorian derogation be readily developed into a uniform set of national parameters.  TransGrid note
	CitiPower, while supporting the overall objectives of the derogations, had reservations about the highly mechanistic and prescriptive approach proposed.  It noted that while the proposals are not inconsistent with the code, it was concerned about the ext
	The EUG argued the derogation provides for too lo
	Australian Paper argued that it is ‘at a loss’ to
	Other issues
	BHP noted the licence fee arrangements, in place to prevent windfall gains of $190m to PNV, implied substantial scope for estimation error in the setting of transmission prices in the period up to 2002.  It stated that there is a failure in the regulator
	Boral Energy raised concerns over the imposition 
	BHP reiterated earlier comments regarding information disclosure, and the need for the code to provide for a review of information disclosure provisions in the light of experience.  In particular, a reassessment would be required where customer participa
	A further concern raised by BHP was the return on capital allowed to PNV, and benchmarking the return to the AGL level in New South Wales.  BHP was concerned that access charging in the gas industry limits the extent to which competition will develop in
	CitiPower argued that there was no strong reason evident for protecting the asset values from review until 2007, and noted the proposed approach will extend the complications and disadvantages faced by co-generation in relation to transmission charges.
	Hazelwood Power argued that the combination of the code and the Tariff Order would provide no commercial drivers to enable proper allocation of risk on a negotiated basis.  It noted that unless the accountability of PNV for the performance of its assets
	Australian Paper supported the concept of a CPI–X
	
	3.9.3The consultant’s view


	With funding from the Victorian Government, the C
	Precedent effect
	Consistent with many of the participants, NERA ob
	NERA indicated that the Victorian proposals would pre-empt the NECA pricing review and NERA also stated that other jurisdictions are unlikely to accept proposals from the NECA review which would lead to customers in one state paying for transmission serv
	Regulatory flexibility
	In its report, NERA stated the proposed Victorian
	A further consideration is that the main opportun
	NERA also noted that the recontracting risk must be considered in the political environment and a mandated glide path may increase the regulatory re-contracting risk, if locked in profits were publicly perceived to be too high.
	With regard to asset valuation, NERA echoed many 
	NERA noted that prescribing the application of the ODRC approach can also set up incentives for over investment (same as under rate of return regulation).  A practical impact of this is illustrated in the Ewbank-Preece report on asset management strate
	NERA expressed the view that specifying the Capital Asset Pricing Model (CAPM), to determine the allowed rate of return for PNV, though current best practice, is unnecessarily restrictive given increasing uncertainty about its validity.  Although the p
	Moreover, NERA questioned several of the key assumptions in determining the weighted average cost of capital (WACC), including:
	Does the asset beta reflect the particularly low 
	Should the risk free rate be determined on today’
	Does imputation credit utilisation raise consistency issues with respect to foreign owners compared to local owners?
	Is the 60 per cent gearing assumption low given P
	NERA concluded was that the concepts applied and the assumptions reached, at each step in the WACC calculation, have erred towards higher rather than lower estimates.
	Furthermore, from 1998 onwards the proposed revenue determination does not require any real reduction in operating and maintenance costs.  In relation to capital investment the capital spending plans have not been developed on a needs basis which is a fu
	In summary, NERA’s conclusions regarding the prop
	are overly prescriptive;
	allow for subtleties and judgements which are required; and
	will achieve the objectives of making customers better off and reducing the likelihood of regulatory recontracting.
	NERA also observed that preventing developments in the application of principles, for example by over-specifying a particular methodology, on the back of enhanced knowledge and experience, can be counter productive.  It must be recognised that consistent
	Other issues
	NERA argued that competition in related markets will be affected by both the overall transmission revenue, and by the structure of transmission prices.  Therefore to the extent that location-based transmission pricing is not possible, competition in the
	NERA’s analysis also suggests that PNV’s total re
	
	3.9.4The Commission’s considerations


	In terms of selling a public utility and gaining 
	Moreover, the Commission recognised some merit in seeking to use best practice regulatory mechanisms which encourage utilities to achieve efficiency improvements and to share these gains between the utility and consumers.  Traditional rate of return regu
	Incentive regulation attempts to overcome the heavy handed concerns.  In the draft decision, the Commission recognised that the proposed Victorian variation of incentive regulation (ie the glide path) is more sophisticated than normal.  In particular, 
	Despite the objectives and the likely benefits, i
	A further issue arose regarding the legal framework surrounding the regulatory regime and the mechanism by which the Commission (as regulator) could enforce the provisions of the Victorian Tariff Order and licensing arrangements.
	Transitional arrangement
	In its draft decision, the Commission indicated that its major concern regarding the proposed arrangements related to the period for which the derogation would apply and the lack of a clearly specified end date.  The proposed arrangements could be consid
	Consistent with the Commission’s assessment of So
	The Commission maintains its view that a transition period until the end of 2002 will provide an appropriate balance of the interests of the facility owner, access seekers and the broader public interest.  The Commission believes that a five year transit
	The Commission’s consultants, NERA, also pointed 
	The Commission is not prepared to accept as part 
	Precedent effect
	In the draft decision, the Commission also argued that, to a large extent, the proposed derogation appears to be a deviation from the various commitments made during the 1990s where COAG agreed to a uniform approach to network pricing in the NEM.  These
	On the basis of the Commission’s public consultat
	Moreover, the Commission believed there was a substantial risk that, in accepting the proposed Victorian arrangements, other jurisdictions might then have come forward with long term derogations for transmission pricing, or other aspects of the code, wit
	The implication of non-uniform transmission price regulations is that the NEM will effectively operate as linked state markets, and unless the state based arrangements are amended to include locational signals, continuing distortions will flow into the g
	Regulatory lock-in
	The Commission’s further concern with the longer 
	As was observed by many of the participants, the Victorian derogation pre-empts the NECA review of network pricing, and by prescribing the methodologies to be applied, restricts the regulator from applying possible improvements in pricing methodologies t
	The Commission was aware of the need for the price regulation to include some incentives to drive efficiency gains, and hence the need to allow the regulated business to keep the benefit of some of those efficiency gains.  This was balanced by the need t
	Similarly locking in the asset values until the end of 2007 would be a concern, because irrespective of their veracity when determined in 1994, it is unlikely that the use of the network will remain such that the valuation would still be correct, in eith
	The Commission remains unconvinced regarding some other aspects of the proposed regulatory arrangements, including the assessment of the riskiness of the business as reflected in the WACC and implied rate of return on assets, the level of capital investm
	
	3.9.5The applicant’s response


	In response to the authorisation draft determinat
	4.Connection, use of system and disconnection
	The main objective of any access arrangement is t
	Achieving these benefits requires streamlined and transparent connection procedures that do not unnecessarily create additional entry barriers for new generators, new customers and/or new technologies.  Nevertheless, sound procedures are required to ensu
	In many circumstances minimal entry barriers, yet sound access procedures, are competing objectives which need to be balanced when creating an access regime.  This balancing act is made even more complex because a new connection may have unintended conse
	This chapter assesses the merits of the code’s ha
	The chapter commences with a brief overview of th
	4.1Overview of connection and use of system arrangements

	In the electricity market, connection to and use of the physical high voltage and distribution networks (poles, wires, transformers etc) as a transport system for electricity will be managed separately from the financial trading of the electrical energ
	The code aims to create a workable, non-discriminatory right of access to the physical 'natural monopoly' network which enables users to participate in the competitive electricity market.  The connection procedures seek to provide a uniform, step-by-step
	It needs to be recognised that arrangements and procedures for connection to transmission and distribution networks have existed for many years but these differ between jurisdictions and between Network Service Providers.  One objective of these provisio
	Connection to a network at the wholesale level typically will be covered by a connection agreement between an NSP (transmitter or distributor), a generator or a customer (eg a mine or industrial plant).  Provided other users are not adversely affecte
	the legal and financial terms and conditions of the connection;
	service standards for ongoing use of the network;
	technical specifications for the type of connection involved and its operation; and
	details on payment for connection and network service.
	The connection procedure is designed so that, wherever possible, the applicant for connection needs only to deal with a single NSP ( ie a 'one-stop shop' philosophy.  At the same time the provider must inform the applicant of other NSPs who need to be i
	The connection arrangements cover several facets, namely:
	connection procedures, including modification of existing connections;
	design of connection equipment;
	inspection, testing and commissioning of connection assets;
	operation and maintenance responsibilities; and
	disconnection and reconnection.
	Each of these issues is discussed in more detail 
	4.2Connection negotiation procedures

	The access code’s requirements for gaining connec
	
	4.2.1Issue for the Commission


	The Commission’s assessment of the access code’s 
	promote the public interest by not unnecessarily adding to entry barriers which would reduce contestability in other markets;
	protect the legitimate business interests of:
	the existing network owners and users from potential spillover effects from the operation of new connections; and
	new connectors from potential spillover effects from the operations of existing network owners and users.
	may affect or be affected by such matters as:
	legislation and policies on ecologically sustainable development;
	social welfare and equity considerations, including community service obligations;
	legislation and policies on matters such as occupational health and safety, industrial relations, access and equity;
	economic and regional development, including employment and investment growth;
	the interests of consumers generally or of a class of consumers;
	the competitiveness of Australia; and
	the efficient allocation of resources.
	Entry barriers in the form of technical expertise or financial resources can exist in any industry and generally are of little concern to the contestability of a market when they apply equally to incumbents and new entrants.  However, they may be a conce
	
	4.2.2What the applicant says


	In addition to a general obligation to follow the
	The applicant \(sub. p. 55\) outlined that the
	... limit the ability of the Network Service Providers to use their natural monopoly power to the detriment of network users and provide adequate levels of services to network users.
	The code seeks to achieve these objectives through a series of arrangements which detail connection principles, objectives and the connection processes.  In general, the code proposes that an offer to connect must be made to a connection applicant where
	The major principle of the connection requirements provisions is that a party is to be provided physical access to a transmission or distribution network on a fair and reasonable basis provided that the connection arrangements do not materially or advers
	The completion of certain stages of the connection process are subject to time lines:
	within ten days of receiving a connection inquiry, the NSP must advise whether another NSP would be more appropriate for the connection;
	within two weeks of receiving the inquiry, the NSP must notify the applicant of:
	other parties involved in the relevant network planning and/or service;
	the need for any additional agreement with any of those parties;
	whether the connection will involve contestable services;
	a preliminary program of work and time lines to finalise the connection.
	within four weeks of the application being lodged, the NSP must advise of further information required to process and finalise the application, including technical standards, prudential requirements and application fees;
	the NSP must make the offer to connect within the time period specified in the preliminary program, unless otherwise agreed;
	after the connection agreement has been finalised, the NSP advises NEMMCO of the agreement and NEMMCO must advise within 20 days whether the metering installation is acceptable;
	where the connection may adversely affect the network and the applicant has provided information for assessment, the NSP must within 40 days advise of any deficiencies in the design of the facility.
	FIGURE 4.1ACCESS CONNECTION PROCEDURES  \(based�
	NEMMCO  Code ParticipantNetwork Service Provider
	Box 4.1:Overview of connection principles and ob�
	The code establishes that:
	connection to the national grid must be consistent with the principles that:
	(all code participants have the opportunity to connect;
	(the terms and conditions for network connection and providing network services be set out in the connection agreement;
	(code participants benefit through national grid costs and reliability;
	(code participants openly communicate about network connections subject to security of confidential information;
	code participants are obliged to operate their equipment in accordance with relevant laws, code requirements and good electricity industry practice;
	network service providers are obliged to:
	(meet the relevant code requirements, including registering with NEMMCO and submitting an access undertaking to the ACCC;
	(comply with system performance and quality standards in the code or in a connection agreement (depending on the impact on network security and quality), such as:
	�operating their network in accordance with NEMM�
	�managing and maintaining their network to meet �
	�advising on expected interruptions and restorin�
	(process connection applications and enter into connection agreements as required by the code, including:
	�co-ordinating design aspects of connection equi�
	�participating in network modelling and planning�
	�inspecting, testing and commissioning facilitie�
	network customers and generators are obliged to:
	(ensure that their facilities always comply with the connection requirements and conditions specified in the code or a connection agreement (depending on the impact on network security and quality), including operating facilities and equipment in acco
	(apply to connect via a connection agreement in accordance with the code, including:
	�complying with reasonable requirements for the �
	�permitting and participating in inspecting, tes�
	(give notice of voluntary disconnection as required by the code.
	If the connection applicant accepts the offer to connect, the parties will enter into a connection agreement which will specify the terms and conditions for connection.
	The applicant stated \(sub. p. 220\) the conne
	NSPs and parties seeking access must negotiate a connection agreement that:
	meets the needs of the connection applicant; and
	does not adversely or materially affect the levels of service and quality of supply received by other network users.
	regulatory intervention should only be required in the event of an access dispute or where a party believes they have been discriminated against.
	Amongst other things, the applicant indicated \(
	Responsibility for the planning and design of connection assets will be essentially driven by the customers who are receiving the service.  Most decisions can be made by them with respect to the level of service including the capacity of the transmission
	The applicant \(sub. p. 217\) argued that the 
	The applicant \(sub. p. 218\) indicated that t
	The applicant \(sub., pp. 218–9\) argued that 
	In addition, the applicant \(sub. p. 221\) arg
	New entrants can seek access to a transmission or distribution network and will be able to obtain access at defined (fair and reasonable) prices which accurately reflect the cost of providing the necessary assets to allow connection at the specified ca
	The applicant also stated \(sub. p. 222\) that
	a connection inquiry and application (including technical details) and for consultation with other affected code participants;
	the design of connection equipment, as well as inspecting, testing and commissioning facilities; and
	disconnection or reconnection of a participant to a transmission or distribution system.
	These information disclosure provisions have been designed to ensure that:
	the party seeking connection is fully aware of the information that is required to enable connection to be established; and
	the NSP can provide access to a transmission or distribution network without materially or adversely affecting the levels and quality of service received by other network users.
	The applicant also addressed \(sub., p. 238–239�
	The code neither encourages or discourages bypass; it simply permits it.  The code seeks to ensure that the transmission pricing and regulatory arrangements do not unduly encourage new investment in facilities which substitute for or duplicate existing f
	The applicant also argued \(sub. pp. 158–9\) t
	A major concern for generators arises from the possibility that such an outage could coincide with a high pool price incident in the energy sub-market.  This would expose generators with contracts for differences in the energy sub-market with very high d
	The compensation provisions in clause 5.5\(f\)
	... compensatory arrangements applying to generators are neither necessary nor applicable to energy customers.  It is submitted that this arrangement provides public benefit because energy customers and generators are provided with incentives to behave i
	
	4.2.3What the participants say


	Nearly all submissions considered that the code’s
	However, most comments on the connection procedures focussed on the problems for users (especially new entrants) of access services.  These concerns covered a cross-section of connection issues including the need for negotiation guidelines, information
	While generally endorsing the principle of negotiation, submissions from a broad range of participants also expressed concern over the possible abuse of monopoly power due to the relative strengths of users and providers in the negotiation process.�  For
	The EUG argued that as the bargaining position of
	More fundamentally, the joint submission from the
	the code needs to reflect the fundamental difference between procedures for large and small scale connections, particularly in regard to:
	the vast amount of information required;
	the relevance of notification and consultation requirements;
	the degree of flexibility in approach to different categories of customer;
	undue pressure is placed on customers to provide information which they may not be able to provide or which may not be relevant; and
	the procedures duplicate environment and planning conditions already imposed by local laws.
	Other submissions said the detailed requirements favoured large scale generators at the expense of smaller, non-dispatchable plants, including some renewable energy forms and more distinction is needed regarding the size of units, sufficient to protect o
	Bypass is also an important issue for network users.  The Business Council believes the code is biased against the option of bypass thus seriously limiting the ability of users to rely on the threat of bypass as a viable alternative in their negotiations
	We believe that the best approach to bypass is to ensure that the rights to such facilities are made explicit in the code and clear to all.  Experience of our members supports the view that creating a right to build bypass or inset networks of itself pro
	The Association said it was willing to participate in developing guidelines for bypass.
	All of the participants who advocated an explicit recognition of bypass saw it as a key competitive discipline on the monopoly position of network service providers:
	The code should not preclude other participants from building extensions to the network or bypassing part of an existing network.  Where possible the network owners should be exposed to competition.
	Submissions from several generators and others also requested an explicit obligation on network service providers to offer firm (ie reliable) access to network availability.� The submissions said that obliging network service providers to offer firm ac
	Ideally the set of rules should ensure that there is no systematic bias in favour or against inter-state trade versus intra-state trade and trade within one location versus another relative to what should occur on an economic basis.  The current rules ar
	Several submissions highlighted other issues that are likely to make connection applications and negotiations difficult for access seekers, namely:
	the overall approach of the procedures is unduly complicated and onerous to participants;
	connection in the NEM will reflect a range of jur
	technical requirements may be used to hinder fair negotiation and limit new entry and competition;
	the description of contestability in connection to networks is unclear and again negotiations in this area can be aided by a set of guidelines.
	
	4.2.4The consultant’s views


	In addition to the views of participants, the Com
	While acknowledging that the code was a complex d
	one NSP were responsible for all liaison between the code participant and other NSPs, to avoid confusion and potential disputes;
	there were more discretion in deciding what information is needed to technically assess a proposal;
	existing agreements were honoured when affected b
	any new agreement should not, as far as possible, impose a barrier to entry to future participants;
	random auditing could be used to ensure NSP information requirements are not unduly discriminatory; and
	an NSP should be able to offer alternative ways of establishing the connection.
	It also suggested that renegotiation of a connection agreement (especially one affecting existing participants) may be contentious because participants have to accommodate the risk of future change, even though they have signed an agreement.
	
	4.2.5The Commission’s considerations


	The Commission recognises that the code’s standar
	establish a public and common reference for connection procedures and standards;
	minimise time and resources spent on identifying and negotiating relevant issues, information and procedures; and
	provide a benchmark to correct problems and resolve disputes.
	Moreover, as the connection requirements will be negotiated on a case-by-case basis, they are capable of being flexible enough to meet the specific requirements of individual NSPs and access seekers.
	However, the risk remains that users may be denied their rights of access to electricity networks by unresolved negotiations.  Users may also be effectively denied their rights to access by protracted and/or costly negotiation procedures.  Consequently,
	To a large extent the code and existing laws provide a range of options that individual users and NSPs can employ to correct or resolve problems encountered in negotiating and managing a connection agreement.  For instance:
	The code includes dispute resolution procedures w
	The code includes inspection rights and NECA enforcement procedures which act as both deterrents and remedies against inappropriate behaviour.
	The Commission can apply to the Federal Court to 
	While it may be costly and outcomes somewhat uncertain, commercial arbitration and common law enforcement are options where a connection agreement already exists.
	Despite these remedies, participants expressed co
	The Commission believes that, although the interests of NSPs are crucial, its assessment of the code must also attach some priority to the primary users of the network.  In particular, as network users will generate many of the benefits of electricity re
	The Commission is also mindful of the public interest in maintaining and improving electricity networks in ways that are efficient, conducive to competition and heeding social, environmental and workplace responsibilities.  The Commission is alert to the
	In its draft decision, the Commission indicated that although it was satisfied with the overall framework of the connection arrangements, it considered that amendments were needed on key issues, namely bypass, interpretation of the code and firm access.
	
	
	
	Bypass of the network




	Submissions advocating bypass saw a definite need
	There appears to be a strong basis to the partici
	However, establishing an efficient set of arrangements for bypassing electricity networks is not straight forward.  For instance, if network charges were subsidy free (ie based on the stand alone costs plus some contribution to common costs) then the i
	So that bypass does not result in users duplicati
	In addition to these issues, a range of other considerations would also have to be addressed if the bypass facility was reconnected into the wider electricity grid.  For instance, network and connection charges would have to be negotiated, including in t
	In light of these considerations, the Commission in its draft decision argued that NECA should include in the code an explicit right for users to bypass electricity networks.  However, the above discussion suggests that more work is also needed to explai
	Chapter 5 of the code must explicitly recognise the right of third parties to bypass the network, include guiding principles and, in a process involving the Australian Competition and Consumer Commission, require jurisdictional governments and regulators
	Nearly all submissions at the pre-decision conference and afterwards supported an express provision allowing bypass by third parties of existing network.  However, opinions differed as to whether the implementation of bypass should be subject to any effi
	Network service providers and others� voiced concerns about the code allowing for inefficient bypass and duplication of assets.  In particular, they emphasised that:
	the incentive for bypass is created by distortions in network pricing, especially where averaging and maximum tariffs result in prices that are not cost-reflective;
	providers, particularly distributors who are obliged to maintain averaging, cross-subsidies and maximum tariffs, will find it very difficult to accommodate significant bypass within these pricing restraints;
	even outside such restraints, bypass could result in the remaining network customers paying more to prevent the stranding of existing assets;
	users exercising a right to bypass should still contribute to subsidies within the network pricing arrangements;
	bypass to non-contestable customers should not be allowed to undermine agreed transition arrangements; and
	third parties who bypass the network should register under the code as network service providers and be required to provide an access undertaking.
	Customers and user groups� supported an explicit provision allowing bypass, seeing it as a countervailing factor in negotiations with monopoly network service providers.  They expressed concern about conditions or guidelines governing the implementation
	there be no restrictions on the negotiation of bypass arrangements apart from commercial incentives and reasonable technical conditions; or
	that any guidelines focus on procedures for the efficient negotiation and implementation of bypass, leaving it to the investors to judge whether or not bypass is economically efficient.
	Hugh Outhred noted that it would be unwise to rely too heavily on bypass to control NSP behaviour.
	A related issue raised by network users was the scope of both rights of access and bypass under the code, with particular focus on access to easements.  At the pre-decision conference TransGrid indicated that easements were not part of the code because t
	In response to these concerns, the Commission requested the applicant to amend the code so it was clearer that the scope of the access code relates to the facilities of the NSPs in relation to the services of conveying and controlling the conveyance of e
	In addition, the concerns raised by both users an
	
	
	
	Difficulties in reading and using the code




	Participants argued the code is a complex document which may act as a barrier to entry to smaller or inexperienced market participants.  The Commission believes that it should not be unexpected for the code to be complex as many of the issues it addresse
	new rights and obligations of participants in a restructured industry and market including the right to be connected upon request;
	the need to reduce NSPs’ existing monopoly and in
	the safety of life, health and property; and
	the duty of NSPs and system operators to maintain the network.
	Consequently, the Commission understands the difficulties which were encountered in dealing with these wide-ranging concerns in a clear, systematic and integrated manner, which is capable of being adapted to the diverse needs of users and providers.  The
	At the same time, difficulties in reading and usi
	A useful proposal has been for a range of organisations (eg NECA, regulators etc) to publish additional guidelines suited to particular classes of user, technologies and/or applications.  The aim of such guidelines should be to simplify the procedures 
	The Commission maintains the view expressed in the draft decision that it would be useful for facility owners and network users if these guidelines identified explicit discretions within the connection process that minimise the burden of paperwork and co
	More generally the code’s review and changes proc
	To improve the efficient operation of the access 
	In response to this recommendation, submissions from users stressed the need for guidelines to facilitate the negotiation of network access and augmentation.  The EUG calls for a set of guidelines (particularly principles) for the negotiation of connec
	
	
	
	Firm access




	The Commission is aware that firm access is much debated and the current code provisions are the latest of several versions.  In addition there has been a profound change in the commercial relationship between generators and transmission networks, as wel
	Although NSPs are not obliged to provide firm access in every case, the code includes a set of obligations in terms of negotiation, information and compensation arrangements.  Similarly, generators are limited to their maximum power input and any arrange
	Improved cash flow provides a major incentive for both generators and NSPs to bargain firm access.  Generators are either compensated when constrained-off or are able to bid unconstrained (because of network improvements) when spot prices are favourabl
	However, both NSPs and generators claim some network problems (including some constraints) occur for reasons neither can control, yet there are common benefits in managing this residual risk.  The Commission notes there is nothing in the code which wou
	Consequently, the Commission believes that while the code is largely neutral on firm access arrangements, the code includes sufficient flexibility for generators and NSPs to negotiate access arrangements (including firm access) which is in the commerci
	NECA accepts the need to keep firm access arrangements and the extent of their use under review as part of its annual reviews of code operations.
	In contrast to these views, a number of submissions voiced concerns with the potential for discrimination in the allocation of firm access.  Related to this is the possibility of one or a few generators dominating firm access arrangements in a regional m
	While these concerns may have some basis, they are not sufficient to reject the notion of firm access.  For instance, the firm access arrangements could be for a limited period.  Moreover, discrimination between suppliers or customers may not be detrimen
	Alternatively, when firm access arrangements are 
	A related issue is the issue of network reliability and the achievement by NSPs of a suitable standard of performance in the operation of network and connection assets.  For example, the firm access arrangements discussed above seek to establish a range
	Based on the range of views and concerns of a broad cross section of parties involved in the electricity industry, the Commission in its draft decision stated that:
	At an appropriate time after the commencement of the market, the national Electricity Code Administrator should review the arrangements for firm access so the code change processes can consider any amendments required to introduce further incentives and/
	Submissions received since the pre-decision conference highlight the complexity of firm access indicating that it cannot be dealt with in isolation.  It has ramifications for other concerns such as the identification and management of network constraints
	For instance, at the pre-decision conference and 
	At the pre-decision conference the ACA commented that generators would be entitled to firm access if they paid for it, referring to the fact that generators (in contrast to loads and embedded generation) are currently not liable for transmission charge
	
	
	
	Exemptions from access undertakings




	While NECA may exempt NSPs from the code obligation to provide an access undertaking, it should be noted that such exemptions will not replace the coverage of significant infrastructure by Part IIIA and hence the risk of declaration of services not alrea
	On the issue of the code and undertakings operati
	the code sets out the terms and details of access arrangements; and
	the access code and access undertaking expire on 
	Therefore the provisions of the access code or ac
	
	4.2.6The applicant’s response


	The applicant has accepted the Commission’s propo
	(c)Nothing in the code is to be read or construed as preventing any person from constructing any network or connection assets.
	Second, the applicant also agreed that the review of transmission and distribution pricing will include a more detailed consideration of bypass, including the issue of efficient bypass, and will consider the content of guidelines.  In particular, clause
	the basis for an appropriate framework to govern the right of third parties to bypass transmission and/or distribution networks.
	Third, the applicant has amended Schedule 5.8 to make it clear that the access undertaking, to be submitted by all NSPs, relates to the network services of conveying or controlling electricity and not to other services which could be provided by the netw
	On registration by NEMMCO as a Network Service Provider, the Network Service Provider undertakes to provide access to the network services of its transmission networks and distribution networks on the terms and conditions set out below.
	And the definition of network services in chapter 10 of the code has been amended to state:
	Transmission service or distribution service associated with the conveyance, and controlling the conveyance, of electricity through the network..
	In response to the Commission’s concerns about co
	The applicant accepted the Commission’s proposal 
	whether there is a need for a framework for firm access and, if so, appropriate arrangements.
	
	4.2.7The Commission’s findings


	In general the Commission considers that the connection negotiation process promotes the interest of facility owners and network users in that it:  gives appropriate emphasis to the customer exercising their initiative to establish access to the network;
	Despite this, the Commission shares a number of t
	While the Commission supports this approach, it believes the bypass guidelines should aim to accommodate the diverse interests of facility owners, network users and final consumers by:
	setting out effective negotiation and implementation procedures;
	defining conditions for efficient investment in bypass within evolving network pricing arrangements;  and
	clarifying the status of bypass facilities with regard to access undertakings and jurisdictional planning laws.
	In addition, the Commission believes NECA should devise a program of review to test the effectiveness of the connection process to:
	distinguish the information requirements that are essential for all connections and those that apply only to large users or complex applications;
	give NSPs a clear discretion \(exercised upon an
	minimise the burden of compliance for users and providers.
	Moreover, the Commission maintains its view that through the various reviews, NECA in collaboration with NEMMCO, should attempt to simplify the code where practicable and develop user guides with a view to addressing the concerns of smaller market partic
	4.3Equipment design and technical standards

	Chapter 5 of the code and its schedules detail t�
	participants designing or obtaining equipment to connect to the network; and
	all participants in order to forecast and review the use of the total network.
	The schedules specify the technical and performance standards relevant to each type of network participant (ie NSPs including distributors; generators; and customers) unless varied in connection agreements.  The content of these schedules largely mirro
	
	4.3.1Issue for the Commission


	The design, technical and operating standards specify a range of basic requirements which together represent an up-front cost for both users and NSPs in establishing and operating viable connections, maintaining the integrity of the system and enabling u
	In examining these standards and the nature of th
	the public interest in both:
	promoting competition in markets by minimising the cost of complying with the technical standards underlying network operations; and
	safeguarding the collective interests of all users and providers in their safe, efficient and effective use of the network system;
	the interests of individual users in terms of their investment in connection assets, their location on the network and their capacity to supply or receive electricity via the network;
	the interests of individual providers in terms of preserving the value of their investment in the network system; and
	the existence of long-established technical standards and practices which are supported and regulated by access regimes in each State and Territory.
	The Commission’s analysis of the standards seeks 
	create any unjustified costs or inefficiencies for participants;
	unduly favour some participants relative to others;
	lead to inconsistent or discriminatory treatment of participants; or
	otherwise hinder access without yielding any net public benefit.
	
	4.3.2What the applicant says


	The design, procurement and construction of plant and equipment must be based on the technical requirements in the code and relevant connection agreement.  In reaching an agreement, the applicant and NSP must ensure:
	design information and drawings are inspected and approved prior to manufacture of equipment; and
	inconsistencies and design deficiencies are negotiated and resolved.
	The NSP shall use best endeavours to advise of inconsistencies but bears no responsibility for failure to advise of a design deficiency.
	The planning process for the shared network has been based on a model of co-ordination between NSPs, generators and retailers, involving shared forecasts, planning reviews, analysis of expected developments of the shared grid, consultation with affected
	The applicant says that the procedures and techni
	the design of connected equipment;
	planning and developing the network;
	inspecting and testing equipment;
	the power of NEMMCO to disconnect customers;
	network performance requirements; and
	connection requirements for applicants.
	NSPs, customers and generators are all required to maintain and operate equipment that is connected to the network in accordance with the relevant laws, the code and good industry practice.
	Box 4.2:Technical and performance standards
	The schedule for NSPs has the ‘satisfactory opera
	power transfer capabilities;
	frequency variations;
	voltage control;
	system stability;
	fault clearance times;
	load shedding capability;
	line ratings; and
	remote control and monitoring technologies.
	In terms of performance outcomes, the schedule for generators focuses on the continued supply of power in extreme or worst case scenarios.  Targets based on electrical engineering standards include matters such as:
	automatic control of active and reactive power;
	reactive power capability;
	automatic disconnection and other protection features;
	governor systems and responses;
	transformers;
	shut-down, restart and loading rates; and
	communication systems; remote control and monitoring technologies.
	Generators have specific obligations to negotiate and co-ordinate with their NSP on design and layout of plant, protection and control measures, insulation, fault levels and clearances, and communications.  The schedules also classify the different types
	Operational standards for customer connections are specified for such areas as:
	compliance with relevant Australian design standards;
	protection settings;
	power factor requirements;
	load balancing and shedding;
	voltage fluctuations and harmonics; and
	substation design.
	The access code (schedule 5.1) defines the power system performance standards to be maintained by NSPs when designing connection facilities for customers and generators.  The code sets out performance standards for NSPs, particularly in the technical s
	fully describe the quantity and quality of network services which it agrees to provide to a person under a connection agreement in terms that apply to the connection point as well as to the transmission and distribution system as a whole;
	ensure that the quantity and quality of those network services are not less than a level of service which complies with the criteria in schedule 5.1, recognising that levels of service will vary depending on location of the connection point in the networ
	Network services which are not covered by schedule 5.1 are to be described in terms that are fair and reasonable.  These criteria may be varied in a connection agreement but not if there is an adverse effect on other participants.  Schedule 5.6, which co
	These performance standards are also to be maintained by the NSPs as they design augmentations in response to an increase in customer loads or new generation plant.  Similarly, the conditions for connecting generators and customers (schedules 5.2 and 5.
	The code also specifies procedures for negotiating connection and design covering matters such as minimum information for each stage, for example preliminary enquires should identify plant (including type and configuration), location, maximum capacity,
	In support of the code’s connection arrangements,
	In a similar vein, the applicant \(sub. p. 218�
	These technical standards despite their different impacts on suppliers and customers operate in the public interest because without them the power system will not operate safely to convey electricity to customers to an acceptable technical quality of sup
	Table 4.1:States and Territory technical derogat�
	State
	Transmission
	Distribution
	Expiry date
	Derogation
	Expiry date
	Derogation
	Victoria
	31/12/2002
	Generators, smelters and other traders exempt from code where it conflicts with contracts.  Generator performance must follow Victorian requirements.
	Networks:  Automatic reclosure requirements and target fault clearance times agreed by VPX and PNV will replace relevant code provisions.
	Indefinite
	ORG regulates access, connection and augmentation for all networks according to ORG (not code) procedures.
	New South Wales
	Power Trader exemptions cease when supply agreements end.
	Power Traders exempt from code where it conflicts with supply agreements.  New South Wales operating standards continue as regional procedures after market commencement.
	Not applicable.
	Not applicable.
	South Australia
	31/12/2002.
	Generator performance must match South Australian requirements and are exempt from specific code performance requirements.
	Until code changes deliver equivalent benefits to South Australia.
	Particular facilities may be exempt from NEMMCO.  Existing connection design requirements under existing agreements are deemed acceptable for code purposes.
	transactions costs of supplying and purchasing electricity both at the wholesale and retail level.
	The applicant states that the integrity of the ne
	Table 4.1 indicates how the jurisdictions will r�
	The applicant points out \(sub. p. 156–7\) tha
	Not all existing facilities connected to the netw
	technology and technical standards have changed over 40 years;
	it has not made commercial sense for an existing facility to upgrade its facility when the current facility is not compromising the quality of electricity received by other users.
	The applicant states that the public interest of customers and generators would not be served by an arbitrary requirement to upgrade existing facilities to new technical standards when there is no appropriate financial incentive to do so.
	
	4.3.3What the participants say


	TransGrid \(sub., p. 6\) stated the code’s qua
	The consultant’s report stated that, in general, 
	impose any unnecessary barriers to those seeking entry to the market and/or access to the wires infrastructure;
	place any burden on new providers beyond those necessary to ensure an adequate level of power system security;
	create any advantage/disadvantage for current network providers, provided power system security and quality of supply are not adversely affected; or
	discourage network investment or impede the future development of the market.
	The consultants conclude the connection requirements are consistent with the need to ensure an adequate level of power system security and generally consistent with accepted industry �practice.  However, they also pointed out several areas where the code
	providing more specific information on some requirements (eg protection settings; duplicate protection; stability; design standards) to avoid disputes over interpretation;
	further highlighting special conditions or exemptions applying to co-generators, embedded generators and alternative generators; and
	achieving uniformity between jurisdictions on such issues as the inclusion of three phase faults as credible contingency events for lines operating at or above 220kV.
	The Business Council of Australia \(sub., p. 27�
	...can impose serious impediments to the entry of new competitors and to the operation of efficient competitive markets.  They also violate the general principle of mutual recognition of standards applying on one State by the other States.  Differing tec
	These differences included:
	more stringent security standards for new entrants;
	excessively long fault clearance times;
	excessive delays due to assessment of technical requirements;  and
	unrealistic requirements for load balancing.
	The Council called for common minimum technical and security standards and their publication together with supporting information.
	
	
	
	Network reliability




	Submissions from a number of generators expressed the view, based on experience, that the standards of performance set for NSPs in the code will not be adequate and that there are few incentives or obligations in the code for NSPs to provide reliable net
	The market is defined as occurring at a notional regional node and the network provides the only means of physical transport to and from this node.  Participants are rightly obliged to pay for this service.  However, failure of this transport capability
	These submissions contrasted the performance requirements on NSPs with the technical obligations on generators, particularly small and alternative energy plant, which they see as very onerous.
	An obligation to provide firm access \(discussed
	Network failures and actions that result in losses to the generator particularly those associated with connection assets should also impact on the network owner.  There needs to be a financial penalty available to the generator when the network owner doe
	These submissions also wanted the NSPs’ delivery 
	
	
	
	Ancillary services




	Several submissions also voiced concerns over the obligation to provide ancillary services through negotiated connection agreements and NEMMCO directions, based on technical and system security requirements.  They did not think it appropriate for NSPs to
	The currently proposed arrangements are unsatisfactory and will lead to inefficiency, excessive cost to the customer and unnecessary barriers to entry.  Networks should not be negotiating aspects of system security  and ancillary services via network con
	They also indicated that several services which t
	They prefer ancillary services to be sourced competitively based on a fully informed market where generators providing such services are appropriately recompensed, especially where they are directed by NEMMCO.  However, there is also a perceived need for
	Note that the role of NEMMCO in providing ancilla
	
	
	
	Derogations




	The Australian Cogeneration Association \(sub., 
	neither the Tasmanian or Queensland derogations are available for detailed comment; and
	established generators (typically coal-fired plant) will be exempt from the technical standards, whereas cogeneration plants and new entrants will not be exempt.
	The EUG \(sub. pp 4–5\) also requested that th�
	The technical consultancy \(pp. 74–77\) sugges
	making all variations to the requirements of the code available to all code participants to ensure consistent and fair application of the requirements; and
	upgrading non-compliant facilities to meet the requirements of the code when the facilities are eventually replaced or upgraded.
	
	4.3.4The Commission’s considerations
	
	Code complexity




	The Commission recognises that electricity networks involve sophisticated technology involving a diversity of inter-related providers and users which in turn imposes significant safety, liability and service quality complications.  As with connection pro
	The issue of complexity emerges as an important concern for users.  By its nature the code and especially the engineering requirements of system security and technical operations must be complex, requiring a suitable level of competence to interpret and
	However, the criticism of complexity also points to difficulties participants have in reading and interpreting the content and intentions of the code.  The submissions show that this occurs in several ways, for example:
	provisions are too long, awkwardly phrased and/or legalistic in form;
	topics are treated in an uneven or inconsistent manner;  and
	provisions are not adequately cross-referenced to other code provisions or the National Electricity Law where relevant.
	Network service providers have an obvious advantage in that they have the skills and information to negotiate on these issues and develop them constantly in a range of situations.  In contrast, even though most users wishing to negotiate connection arran
	One way of redressing this inherent disadvantage is to recognise it more explicitly in the implementation and structure of the code.  This can be achieved in a number of ways, for example:
	publishing guidelines targeted to different types of customer and different aspects of network operation, technical standards and system security; and
	introducing more explicit recognition of users’ c
	Reflecting these concerns, in its draft decision the Commission recommended that:
	NECA review the complexity of technical standards and produce guidelines on the level of compliance appropriate to different participants.
	As noted above, submissions from users emphasised the need for negotiation principles and guidelines.  The ACA states that the code is intimidatory and is potentially a barrier to new entrants, especially for smaller scale generators including cogenerato
	Technical requirements on generators
	Comments from both the consultants and submissions suggest there are a number of concerns regarding the technical requirements applying to generators and more specifically co-generators, embedded generators and alternative generators.  These concerns are
	leading and lagging ranges for synchronous and asynchronous generators;
	justification of reactive requirements set by NSPs;
	information requirements relevant to non-synchronous generators; and
	data requirements for generators equal to or smaller than 30 MW.
	While it is likely that many of these issues were
	The Commission recommends that the National Electricity Code Administrator respond to concerns raised by the consultants regarding technical standards which will apply to generators, including cogeneration, embedded generation and alternative generation.
	Also related to the issue of technical standards are the derogations which deal with the individual circumstances of existing plant.  This issue is discussed below.
	Network reliability
	A key issue here was not whether standards of per
	As indicated earlier, the technical schedules of the code oblige NSPs to:
	specify the quantity and quality of network services; and
	ensure a suitable level of service,
	they will provide in their connection agreements,
	However, in light of the concerns raised by generators and other network users as to how these standards will work in practice, the Commission in its draft decision considered that each NSP, as part of their access undertaking, should:
	formalise their approach to these code requirements in the form of a binding code of practice or service charter regarding the provision of network and connection asset reliability; and
	have the code of practice/service charter approved by the ACCC and/or relevant jurisdictional regulator (subject to any relevant conditions required by the regulator).
	Specifically, the Commission’s draft decision sta
	The Commission recommends that each NSP develop a service charter on network reliability as part of its access undertaking to demonstrate how it will comply with code requirements on technical standards and operational performance.
	Ancillary services
	On the question of ancillary services, the Commission is aware of the arguments for and against the central provision of these services, particularly during the transition period.  In its draft decision on the NEM market rules, the Commission argued that
	Accordingly the Commission considers that the inclusion of ancillary services in connection agreements should also be phased out to a minimum once market mechanisms are established for the trading of these services, unless individual network users and NS
	Consistent with these views, in its draft decision on the access code the Commission stated:
	The Commission recommends that the NECA review on ancillary services should include an examination of their provision in connection agreements with a view to phasing them out once there is an ancillary services market.
	At the pre-decision conference and in subsequent submissions,� there was general support for an early review of the provisions relating to ancillary services with the objective of introducing market-based arrangements for the delivery of such services.
	There is general support for the unbundling of ancillary services as separate products outside of the pricing arrangements for network services or pool fees.  Submissions from several generators� indicate that commercial arrangements for the supply of an
	Some submissions advise caution in the development of an ancillary services market.  Hazelwood states that a two year time frame for the review would be more appropriate given that the need for substantial code changes to the technical standards for gene
	
	
	
	System security




	Regarding system security, the Commission understands that the correction of some system security problems requires the operation of network equipment and services for which NSPs are directly responsible.  At the same time users are questioning the ratio
	In light of the apparent uncertainties and misgivings regarding this issue, the code needs to clarify the roles of NSPs, NEMMCO and system security operators working for NEMMCO with particular attention to who will provide which system security requireme
	Again these issues indicate a number of areas where disputes are likely, thus putting the onus on the various dispute procedures (either derogated or in the code) to resolve problems promptly, fairly and effectively.  Apart from a more explicit recogni
	
	
	
	Technical standards and derogations




	Submissions and the Western Power study identified potential barriers to entry in the derogations exempting incumbent (usually older, large-scale) plant in Victoria and South Australia from a range of technical standards which will continue to apply to
	At the same time, the Commission recognises the b
	Inconsistency due to different rulings or NSP practices in different jurisdictions would cause concern for the Commission if there was a significant cost or interference affecting the ability �to trade across market boundaries or deal with other provider
	In its draft decision the Commission called for further justification of the Victorian and South Australian derogations together with a commitment that their facilities will comply with relevant code requirements when they are upgraded.  The Commission a
	Derogations exempting Victorian and South Australian facilities be revised so that they comply with the code at their next upgrade and the derogations are limited to a definite period.  In addition, the development of an ancillary services market should
	Discussion at the pre�decision conference focuss�
	Some parties suggest that chapter 5 could in fac�
	The incumbent Victorian generators focus on the d
	Two solutions were proposed:
	NECA should revise the code to state absolute minimum requirements and establish ground rules for safe grid connection with few or no derogations.  The focus would be on removing all barriers to entry based on modern technology standards and differing �t
	Accept permanent derogations for existing generators and attempt to improve standards over time, in particular reviewing the technical requirements to see what is absolutely necessary for new operators.
	Delta states that the code should only specify common performance requirements and that some characteristics only need to be available from a few suppliers to achieve system security measures which should be dealt with as ancillary services.  The ancilla
	The BCA/EWG and ACA raise the concern that new generators (eg cogeneration) will have to face a higher level of standards than incumbents.  While seeing the logic of minimum standards they are concerned that the cost of system standards will be borne b
	TransGrid cautions against lowering standards to 
	The Commission accepts the general view put forwa
	However, the purpose of chapter 9 is to allow fo�
	The Commission is concerned that entry barriers could be created by grand fathering existing facilities but requiring new facilities to meet code requirements.  The Commission prefers to have these derogations cease after a short transitional period, the
	
	4.3.5The applicant’s response


	In response to the Commission’s concerns about te
	5.2.6Within 2 years of market commencement NECA must undertake a review in accordance with the Code consultation procedures of and report on the technical standards to which Generators must adhere pursuant to schedule 5.2 of Chapter 5.
	The review must consider:
	(a)whether these standards are too stringent to be met by persons seeking to develop generation facilities;
	(b)the relationship between these standards and the provision of ancillary services;
	(c)the need for consistency in adherence to technical standards by Generators throughout the market;  and
	(d)such other matters as NECA considers appropriate.
	Similarly, the chapter 9 of the code has been ame
	(b)This clause 9.7.6 ceases to apply on 31 December 2002.
	And South Australia’s derogations have been revis
	(c)obligations imposed on Generators under clause 5.2.4 5.2.5(a) and schedule 5.2 of the Code are subject to the variation, amendments or other derogations in schedule 9E1 9D1, which variations, amendments or other derogations end on 31 December 2002
	In response to the Commission’s concerns about th
	In the light of that review, NECA will consider h
	The Commission’s suggestions concerning the devel
	
	4.3.6The Commission’s findings


	The Commission believes that the code changes, wh
	However, by imposing these end dates, this does not mean that all facilities must upgrade to the code standards.  When the Commission made both its access code draft decision and authorisation determination it noted that an alternative process for deroga
	Nevertheless, to minimise entry barriers caused by technical derogations, the Commission maintains its view that participants should be obliged to upgrade their facilities to bring them more into line with code requirements but only where such upgrades a
	In general, technical standards serve a particula
	that existing plant is required to upgrade to meet the code requirements where economically feasible; and
	if it is not economically feasible for existing plant to upgrade then new entrants are not required to compensate for the derogations.
	In addition to reviewing and amending the technical requirements, the extent of any entry barriers will be minimised where an effective market for the supply of ancillary services creates a financial incentive for generators and others to meet the variou
	The Commission accepts the applicants’ plan to co
	4.4Inspection, testing and commissioning requirements

	The access code includes inspection and testing provisions to ensure that connected equipment complies with the specified performance criteria.  These arrangements create rights to enter establishments to conduct commissioning tests on new or replaced eq
	
	4.4.1Issue for the Commission


	In general, electricity cannot be cost effectively stored in large quantities so it must be produced and consumed instantaneously.  Moreover, electricity is hazardous.  Consequently, electricity transmission and distribution systems need to be balanced i
	While it may be in the public interest to regularly check the network to ensure optimal performance, the Commission also needs to be confident that the code mechanisms for achieving this objective are in the interests of NSPs and network users in that th
	In particular, the issues for the Commission are the extent to which the inspection, testing and commissioning provisions:
	are reasonable and apply equally to NSPs, users, incumbents and new entrants;
	are vulnerable to misuse which might unreasonably limit or hinder access and, if so, whether they contain adequate safeguards to prevent any such misuse;
	achieve a reasonable balancing of collective and individual interests in respect of NSPs and network users as well as the public interest in having a safe, effective and responsive electricity system; and
	do not create a conflict of interests in assigning rights and obligations to different parties in respect of the monitoring and maintenance of network performance.
	Also, given the natural monopoly attributes of ne
	
	4.4.2What the applicant says


	The main purposes of the inspection, testing and commissioning procedures are to:
	assess compliance with the code;
	assess compliance with industry standards on performance either for individual equipment or for the grid;
	conduct tests related to disconnected and reconnected equipment; and
	provide adequate notice of tests which may adversely affect other users or networks.
	In detailing the various procedures, the code est
	All new and replaced equipment must be tested and certified to ensure compliance with the code, the relevant Australian Standards and the relevant connection agreement.  Testing must:
	ensure minimum adverse effect on system security and quality of supply and minimum threat of damage to other equipment;
	be preceded by the submission of relevant design information to the NSP and consultation with other participants; and
	be agreed with the relevant NSP and NEMMCO on the commissioning program.
	NEMMCO or the NSP may witness tests and the test results are sent to the NSP to demonstrate compliance or otherwise.  The participant and NSP must negotiate a process for achieving compliance of any equipment failing the test.  NEMMCO may withhold approv
	There is a general obligation on NSPs and participants to operate and maintain networks, plant and equipment in compliance with the code, industry standards and system security.  This includes enabling and maintaining connections, planning for network de
	Box 4.3:Rights and obligations for testing and i�
	The access code defines the rights and obligations of NEMMCO, participants and NSPs regarding inspection, testing and Commissioning of connected equipment and systems.
	NEMMCO has a right to:
	inspect facilities and equipment;
	assess compliance with the code;
	gauge possible risks to system security; or
	‘conduct periodic familiarisation or training’ on
	A party to a connection agreement has the right to inspect the facility or test the equipment of another party to the agreement in order to assess compliance with the code or the connection agreement.  The inspecting party must:
	give at least 2 business days notice;
	pay for the costs of inspection or testing;
	cause no damage, involve minimum interference and observe relevant occupational health and safety and industrial relations requirements;
	report on the results of the inspection or test; and
	not request an inspection or test within 6 months of a previous test except to check the adequacy of corrective action.
	Generators must:
	institute a monitoring program to ensure compliance with the relevant technical requirements of the code;
	undertake any remedial work or tests required for compliance;
	comply with instructions from NEMMCO or the relevant NSP to test its units to prove compliance;
	be reimbursed for tests so requested if the unit complies with the standards;
	keep monitoring and test records for 7 years; and
	co-operate in yearly modelling tests which require changes to normal operation.
	All participants must:
	co-operate with the NSP’s routine testing of prot
	notify their NSP when testing their own equipment, with the provisos that the test must be:
	(reviewed to determine adverse effects to the network; and
	(modified or delayed if NEMMCO decides the test will threaten the safety or integrity of the system.
	The provisions of the code including those relating to planning, designing and operating criteria, apply to all code participants and NSPs.  However, the code provides for variation of the requirements where it is economic to do so.  To protect other cod
	NECA’s application for the access code did not in
	
	4.4.3What the participants say


	In general, submissions ignored the access code’s
	First, the SMHEA \(sub., pp. 8–9 \) considered
	Second, Mr Chek Ling \(sub., p. 2 \) argued th
	The consultants recognised that the right to ente
	However, they warned this could be open to abuse, notwithstanding that there is a connection agreement, particularly if the parties are competitors (eg in the case of interconnected NSPs) and given that only two days notice is required.  They suggest a
	It would appear to be more appropriate to have either the NSP, NEMMCO or NECA investigate alleged breaches of the code or a connection agreement.
	The consultants considered the commissioning requirements are reasonable and would generally be in accordance with accepted industry practice.  The only concern relates to the fact that the IRPC has the final say on control and protection settings for eq
	Given that the IRPC is not independent, it is possible for a conflict of interest to occur.  Perhaps it would be better to have the settings reviewed by an independent expert.
	
	4.4.4The Commission’s considerations


	The general issue of monitoring how different participants comply with the technical standards applies across the access arrangements.  The code approach is mostly reactive (ie it deals with problems as they occur, through breach and dispute processes)
	The Commission recognises that network tests are needed regularly to preserve and enhance the common benefits of system integrity, to maintain the commercial value of the network asset and to protect the interests of different users and providers.
	In this respect, the code’s primary focus should 
	identify responsibilities for network security;
	check and remedy potential or actual problems;
	consider the interests of all users and providers without bias; and
	use interventions only with workable checks and balances.
	The entry, inspection and testing rights create incentives for both providers and users to comply with their technical responsibilities and there are safeguards against vexatious behaviour.  Even so, this does not avoid the immediate cost of interference
	In its draft decision, the Commission indicated i
	The Commission suggested that one way of minimising these potential conflicts of interest is to move the inspection function from the hands of participants to an independent body such as NEMMCO or NECA.  The benefit of this would be to establish a system
	However, the Commission also recognised that it w
	In concluding, the Commission’s draft decision ob
	However, the Commission appreciates that the righ
	Alternatively, existing code provisions need to be strictly limited and audited; after a suitable period of use, a review could be conducted to see whether inspections should be autonomous.
	Reflecting these various concerns, in its draft decision the Commission recommended the following changes to the rights to entry, inspection and testing provisions of the code.
	The language of clauses 5.7.1 and 5.7.2 should be reviewed to prevent the rights from being abused for anti-competitive purposes.
	Reports of inspections and tests should be available to the participant being inspected, the participant requesting the inspection, other affected parties and NEMMCO.
	NEMMCO should carry out an annual review of the use of these rights based on reports received, to determine the effectiveness of the provisions, their effect on competition and whether the inspection function should be independent of participants.
	In response to the Commission’s draft decision, T
	TransGrid also recommends that the annual review of inspection rights be carried by NECA rather than NEMMCO, as it has more to do with code effectiveness than market operation.
	
	4.4.5The applicant’s response


	In responding to the Commission’s concerns over t
	In responding to the Commission’s concerns over t
	(l)A Code Participant (in the case of an inspection carried out under clause 5.7.1(a)) or NEMMCO (in the case of an inspection carried out under clause 5.7.1(h)) must provide the results of that inspection to the Code Participant whose faciliti
	and amended clause 5.7.2(i):
	(i)A Code Participant who conducts a test must submit a report to the Code Participant who requested the relevant test, NEMMCO and to any other Code Participant which is likely to be materially affected by the results of the test, within a reasonable p
	
	4.4.6The Commission’s findings


	The Commission believes that the code acts in the interests of facility owners, network users and the broader Australian community by providing for testing and inspection of all connected equipment and facilities.  Testing and inspection allows for the p
	While the code includes some rights to prevent the abuse of the testing and inspection powers, the Commission is concerned that these provisions may prove insufficient.  Rather than establishing a separate inspectorate which would have its own costs and
	The Commission accepts the applicant’s commitment
	Nevertheless, participants should note that the Commission reserves its right to pursue abuse of market power and other anti-competitive issues under the TPA as necessary, irrespective of code processes.
	4.5Disconnection and reconnection

	The access code provides for either voluntary or involuntary disconnection from the network.  Procedures are set out in the code which must be followed in both events.  The code also sets out the conditions for reconnection.
	
	4.5.1Issue for the Commission


	Although based on negotiation and mutual agreement, voluntary disconnection will still impose costs on the participant due to disconnection and decommissioning of equipment necessary to ensure system security.  However, the NSP seems to be the final arbi
	On the other hand, involuntary disconnection entails a more drastic intervention into access arrangements and will usually arise from events such as system failure (including emergencies or poor management of the network), code breach or default on pay
	Given the costs and handicap caused by involuntary disconnection the Commission needs to be sure that:
	the interests of both network providers and participants, both individually and collectively, and the public interest are properly identified and heeded in the decision-making that leads to disconnection;
	the principles and procedures for involuntary disconnection are based on fair and reasonable criteria, are not anti-competitive, arbitrary or discriminatory and seek to minimise the risks of negligence, unfair treatment or error;
	the need for disconnection in any individual case is reasonable as a matter of last resort or in the face of an emergency;  and
	involuntary disconnections are accountable to the code objectives and thus open to review, recognising that in some situations (eg system emergencies) immediate review would be impracticable and counter-productive.
	
	4.5.2What the applicant says


	The applicant \(sub., pp. 45–46\) only refers 
	Under the code disconnection from the network can be voluntary or involuntary.  Procedures are set out in the code which must be followed in both cases
	In terms of voluntary disconnection, unless specified otherwise in a connection agreement, a participant:
	must give the NSP notice of its intention to permanently disconnect a facility from a connection point; and
	is entitled to require permanent disconnection of its equipment from a network.
	The code participant must pay the costs of voluntary disconnection and decommissioning, and follow the appropriate procedures so that disconnection does not threaten system security.
	In terms of involuntary disconnection, NEMMCO or 
	
	
	
	National Electricity Tribunal Order




	The National Electricity Tribunal is the body responsible for:
	adjudicating applications by NECA that a participant has breached a provision of the code, including applications for disconnection, and
	reviewing certain decisions of NECA and NEMMCO wh
	Also, where a market participant incurs a default and other default procedures (ie issue of a default notice; suspension from the market) have been exhausted, NEMMCO must request NECA to seek a disconnection order from the Tribunal.
	If the Tribunal finds that the participant is in breach of the code, one of its options is to suspend the registration or other specified rights of the participant.  It is not clear whether the Tribunal will rely on this provision in the National Electri
	To give effect to a Tribunal order, NECA may direct a NSP to disconnect a participant from any transmission or distribution system.  In such circumstances, neither NEMMCO nor the NSP will be liable for any loss incurred by the participant.�  Moreover, th
	If NECA considers that a code participant may be the subject of a disconnection order from the Tribunal, NECA must notify NEMMCO and any affected jurisdictions, and use reasonable endeavours to ensure continued supply of electricity.
	
	
	
	Emergencies




	Disconnection Powers
	The code and National Electricity Law contain sev
	Both the National Electricity Law and the code provide NEMMCO with significant powers of direction to maintain public safety and the security of the power system.  When the power system is affected by a contingency event (eg. failure of a major generati
	Under the National Electricity Law, NEMMCO may request a participant to take any action required for public safety or the security of the electrical system, including shedding or variation of loads and generation and disconnection of equipment.  If the p
	exercise these powers consistently with the sensitive loads of participating jurisdictions; and
	comply with the market intervention procedures se
	The code  entitles NEMMCO to disconnect one or more points of load connection when there is a shortfall in electricity.�  NEMMCO must liaise with the relevant participating �jurisdictions to assist in the management of a declared emergency supply situati
	Disconnection Procedure in an Emergency:
	Where NEMMCO disconnects a participant during an 
	Participants must follow any direction issued by NEMMCO relevant to maintaining and restoring power system security.  A failure to observe such a direction will be deemed a breach of the code.  Any participant who is aware of such a failure must refer th
	Where NEMMCO has authority under the code to disc
	
	
	
	Reconnection




	NEMMCO or the NSP must reconnect a participant’s 
	NEMMCO is reasonably satisfied an emergency no lo
	NEMMCO is reasonably satisfied that there is no longer a reason for disconnection under the National Electricity Law or the connection agreement; or
	the breach leading to disconnection is remedied or other appropriate steps taken.
	Other than to ensure the maintenance of power sys
	
	4.5.3What the participants say


	Submissions to the Commission did not address the issue of disconnection.
	The technical consultancy considered that the disconnection processes and defined circumstances would appear to be reasonable to protect the interests of NSPs and code participants.  They suggested that it would assist participants if, consistent with th
	While they considered also that the obligations o
	the provision that the reconnection of a code par
	
	4.5.4The Commission’s considerations


	The Commission has several concerns with the disconnection procedures.
	
	
	
	Complexity of procedures




	The design of the procedures for involuntary disc
	In addition the above review identifies a number of inconsistencies between the code and the National Electricity Law which could thwart the original intentions and compromise the interests of both users and providers.  For example, although the code and
	Because of this lack of clarity, participants may be at a disadvantage in understanding and using their rights and obligations when faced with the prospect of disconnection.  At the same time code bodies or network service providers may be tempted to abu
	Disconnection is an extreme measure but in some circumstances it will be warranted.  The code needs to operate clearly and effectively in defining those circumstances and the procedures to be followed.  At the same time the code also needs to identify th
	Reflecting this range of concerns, in its draft decision the Commission stated that:
	The code must be amended to include a clear statement of intent that involuntary disconnection will be used as a last resort.
	The code must be amended to specify more clearly the process, rights and obligations of participants and network service providers regarding �disconnection and rectify the inconsistencies between the various code provisions and between the code and the N
	The code must be amended to specify which code breaches and market defaults will lead to disconnection, consistent with the penalties in the regulations.
	TransGrid supported the statement of intent but pointed out that disconnection for emergency conditions is a NEMMCO responsibility rather than a network connection issue and that disconnection can occur without warning (eg due cascading failures).  It 
	
	
	
	Continued payment for services




	In its draft decision the Commission questioned w
	The Commission indicated that it was aware that some connection agreements may involve connection and network charges being spread over time, such that the participant is liable in the future for benefits received now.  This can occur where the NSP has i
	Reflecting this concern, the Commission’s draft a
	The code must be amended so disconnected particip
	TransGrid did not support amendment of the ‘conti
	
	
	
	Payment for reconnection




	The Commission also questions whether disconnecte
	It would be more acceptable to restrict this condition to those occasions when the participant is responsible for the disconnection.  As with the continued payment of network charges, to ensure accountability and flexibility the obligation on individual
	Reflecting these concerns, the Commission’s draft
	The code must be amended so participants pay for reconnection only if they were responsible for the disconnection, through failure to follow the code or connection agreement.
	In response to this draft recommendation, CitiPower stated that if a previous customer has requested disconnection, it does not seem unreasonable that the incoming customer pay for reconnection if this is required.
	
	4.5.5The applicant’s response


	The applicant stated that “NECA will review the d
	
	4.5.6The Commission’s findings


	The Commission considers that the review of disconnection provisions proposed by the applicant will be a useful means to identify, clarify and, where necessary, amend the operation and interaction of the National Electricity Law, the code and jurisdictio
	In response to TransGrid’s point that fixed charg
	In addition, the Commission accepts CitiPower’s p
	5.Network augmentation, interconnection and planning
	A major challenge for any access regime is its ability to cope with dynamic changes in the market such as the investment response to a growing demand to use network facilities.  Such additions to the grid are known as network augmentation and can range f
	Consequently, the access code’s augmentation proc
	The Commission’s approach to assessing the access
	This chapter assesses the merits of the access co
	This chapter commences with a brief overview of t
	5.1Overview of network augmentation and network planning

	The applicant \(sub. p. 223\) characterises th
	...  light handed regulation which relies upon public consultation, mandatory consideration of supply and demand side options to alleviate network constraints, competition between network service providers and/or owners wherever this is feasible, and a p
	In general, NSPs are obliged to plan, design, maintain and operate their networks according to a set of network standards.  However, the access code also offers the NSPs and users certain protections regarding new investments.  The access code does this
	Given these general procedures, the applicant indicated that the access code provides a number of mechanisms whereby the network can be augmented or new interconnections established, namely:
	augmenting a network can take place, or may be necessitated, either:
	by the access seeker building a significant piece of new network and connecting it to an existing network; or
	by the access seeker placing additional loads on the existing network thereby creating the need for supporting network investment;
	augmenting a network may be identified as a resul
	augmenting a transmission network may also be ide
	a party can augment a network by building an inter-regional interconnector.
	The applicant \(sub. p. 136\) indicated that t
	In assessing the access code’s network augmentati
	These unintended side-effects are sometimes referred to as externalities or spillovers and the impact an individual has on the network is often difficult to internalise.  Moreover, in practice it is not always easy, nor possible, to identify the source o
	While particular circumstances and details differ
	to what extent do the augmentation procedures protect NSPs and other network users from potential spillover effects; and
	to what extent do the augmentation procedures create an entry barrier thereby adversely impacting on the contestability of network augmentation.
	In the context of the Commission’s statutory guid
	5.2A new or modified connection
	5.2.1Issue for the Commission


	In general, a connection from either a generator, customer or even from another NSP (including an interconnector) is likely to place additional loads on the network which may necessitate augmenting the network either at the connection point or elsewher
	Consequently, the broad issue for the Commission is whether the access code establishes an adequate balance between these competing needs.  How effectively this balance can be achieved will depend, in part, on whether the network augmentation is fully co
	However, the ability of participants to bypass the network via augmentation will depend on the specific circumstances associated with an individual connection application.  For example, it is difficult to envisage how a network augmentation could be made
	With these broad considerations in mind, the Comm
	a network augmentation is fully contestable at each of the planning, construction and operation stages; and
	if not, whether the more administrative assessment procedures are transparent and accountable.
	
	5.2.2What the applicant says


	The code obliges NSPs, amongst other things, to make their networks available for connection, and to operate their networks in accordance with system performance, quality of supply and customer service standards.  It also allows access seekers to negotia
	These general provisions of the access code establish the mechanism whereby network augmentation and interconnection are contestable.  The administrative processes to augment the network are the same as those that apply to any other network connection (
	the access seeker must make a connection inquiry detailing the type, magnitude and timing of the connection;
	in response, the NSP must liaise with any other affected NSP and advise the access seeker of any additional information needs (eg technical characteristics);
	the access seeker can then lodge a formal application;
	in preparing a connection offer, the NSP must consult with NEMMCO and any other affected NSP; and
	subject to the negotiation of access terms and conditions, the NSP can make an offer to connect.
	The applicant \(sub. pp 218–220\) argues that �
	requiring the local NSP to process the enquiry;
	clearly establishing the procedures to be followed by a party seeking to establish or modify a network connection; and
	only allowing dedicated connection assets to be a
	The applicant argues \(sub. p. 217\) that the 
	
	5.2.3What the participants say


	A substantial number of participants, largely pot
	One key way to help ensure more equal bargaining 
	The Snowy Mountains Hydro–electric Authority \(s
	The code should not preclude other participants f
	The EUG also strongly endorsed contestability in network provision, while noting that the opportunities for contestability would be limited given the economics of networks and the network pricing proposals.
	
	5.2.4The Commission’s considerations


	Augmentation has a central role in ensuring that electricity networks are able to respond to the ever growing demand for electricity and new connections.  Augmentation is also important to maintain adequate levels of system security and supply standards.
	The Commission believes that the access code acts in the interests of network users by obliging facility owners to augment networks to facilitate the connection of an access seeker with whom the NSP has a connection agreement.  The Commission believes th
	In order to provide some balance to this potentially onerous obligation, the Commission believes that the access code acts in the interests of facility owners by not placing an unlimited obligation on facility owners to expand their networks.  Moreover,
	The Commission believes that the access code acts in the interests of network users by requiring an NSP not to implement a connection agreement if it will impact on the quality or security of network services to other network users.  Consequently, existi
	However, the Commission believes that the interests of network users and access seekers would be further promoted if the code included additional incentives to ensure that network augmentation is undertaken at least cost.  To a limited extent, this is al
	The contestability of augmentation is an extensio
	
	5.2.5The Commission’s findings


	The Commission accepts that the obligation placed on NSPs by the access code in relation to augmentation arising from new connections or modifications to existing connections is fair and reasonable and is accepted as part of the access code.
	5.3Network planning within a region
	5.3.1Issue for the Commission


	In a competitive market, rivalry will normally ensure that firms are unable to take advantage of bad investment decisions.  On the other hand, a monopolist can increase returns by taking advantage of their dominant position in the market.  For instance,
	Given these incentives to act in a potentially inefficient manner, the access code requires NSPs to undertake an annual review to identify the need for future network augmentations.  The annual review must involve public consultation with users and trans
	In general, the issue for the Commission centres 
	What is the appropriate balance between network augmentation based on global planning as against market signals?
	How is an NSP’s performance affected by a require
	Does this code requirement place very little additional burden on the NSP as it encompasses the business planning and investment analysis that an NSP would undertake in their normal course of business?  or
	Does the access code impose an obligation that is not in the legitimate business interests of those providing access?
	What role should a NSP play in the annual planning review?
	As the NSP is both the owner and planner of their network they should be in a good position to assess investment proposals; and
	Are the planning procedures sufficiently transparent and accountable?
	Can affected parties dispute the need for, or size of, any augmentation?
	Should the augmentation resulting from this process be contestable?
	
	5.3.2What the applicant says


	The access code provides for an annual planning review to be conducted by the relevant Transmission NSP in conjunction with each Distribution NSP connected to the transmission network within each region.  The annual review examines the future operation o
	includes assessment of all identified options;
	includes details of the NSP’s preferred proposal;
	summarises the submissions from the consultations; and
	recommends the action to be taken.
	A network user can dispute the NSP’s recommendati
	The applicant did not comment on the potential benefits of these arrangements to either NSPs, network users or the wider Australian community.
	
	5.3.3What the participants say


	The EUG \(sub. p. 78\) submitted that while us
	... a degree of central co-ordination is inevitable given that the NEM must to some extent be run as a single system and therefore involves externalities.  We therefore support those aspects of network augmentation, such as public consultation, mandatory
	However, TransGrid raised a number of concerns wi
	Second, the access code should reflect economic cost effectiveness reflecting both network prices and service quality and should include uniform assessment criteria (eg cost of unserved energy and discount rates).
	Third, as network planning will impact on use of system prices, it is possible that one customer could be advantaged while at the same time another is disadvantaged.  TransGrid indicated that achieving consensus among participants will be difficult and t
	
	5.3.4The Commission’s considerations


	The access code’s requirement to jointly plan net
	The interest of access seekers is also served by the network being treated as a single entity.  This is because access seekers want access to the network service at a particular connection point, they would not wish to be denied access due to ineffective
	On balance, making this type of augmentation contestable is unrealistic as augmentation in this process is likely to involve numerous affected parties and is most likely to be well within the existing meshed network.  However, as augmentation may lead to
	The public interest is served by the process being open to interested parties and not just those directly affected.  Overall the process is transparent.
	Those seeking access should not only have input into the decision to augment the network but also have the power to appeal any decision.  A potential problem with the access code is that the scope to appeal such a decision is quite limited.  This is beca
	In relation to distribution, the access code allows jurisdictional regulators to limit the change in distribution use of system charges.  Thus a similar limit could also occur in relation to distribution.  Thus the potential to introduce a lack of accoun
	
	5.3.5The Commission’s findings


	The provisions  relating to the requirement on NSPs to undertake a review of its network in a coordinated fashion with other NSPs are in the public interest and are accepted by the Commission as part of the access code.  As the public process that is to
	5.4Inter-regional Planning Committee
	5.4.1Issue for the Commission


	The issues associated with the Inter–regional Pla
	In addressing these issues in section 5.3, the C�
	Are the across system issues significant enough t
	Does such a review duplicate other internal and public review mechanisms?
	Will the members of the IRPC have the necessary technical skills to conduct such a review?
	Will the IRPC members be independent, and their assessment procedures sufficient, to ensure that the augmentation process is transparent, accountable and contestable?
	Which interested parties will have representatives on the IRPC?
	Also at issue is the substantial power NEMMCO has
	
	5.4.2What the applicant says


	The access code establishes the IRPC to act as NE
	The system wide annual review occurs at two levels.  First, NEMMCO (assisted by the IRPC) must make an annual statement of opportunities by reporting on:  the performance of the existing transmission systems; power transfer capabilities between and wit
	Second, the IRPC must undertake an annual power system planning review.  The IRPC review must:
	take into account forecasts, submissions, load growth scenarios, alternative sourcing options (eg generation, energy storage or demand side responses), committed investment projects (either network augmentation or alternatives), and any applications 
	identify the significance of future network losses and power transfer constraints (within and between networks);
	identify and assess options to reduce or remove network losses and power transfer constraints (including new transmission lines, demand side or generation options);
	assess transmission network augmentation options submitted by a transmission NSP; and
	establish a periodic review of options to remove or reduce network constraints.
	The IRPC must seek public comment when its annual
	Based on this review process, the IRPC must make 
	may require the IRPC to undertake further analysis or commission an independent analysis;
	must determine whether augmentation is justified on the basis of maximising net benefits to customers and without reference to its inter-regional hedge contracts; and
	must publish certain material to support its determination.
	In support of the proposed arrangements, the appl
	... interests of existing and potential network users are taken into account in planning the development of the shared transmission networks across the market.
	In addition, the code requires NEMMCO to conduct 
	In the absence of a coordinated transmission planning process, the quality of supply to existing and new network users cannot be maintained.
	The access code also prescribes that a justified proposal is to proceed either on the basis that:
	the NSPs whose networks would require augmentatio
	if the relevant NSP declines to arrange for the augmentation to be undertaken, NEMMCO must mediate and liaise with the relevant jurisdictional regulator to resolve the dispute.
	In performing its functions, NEMMCO is strictly limited to making determinations only and is not permitted to call for tenders to invest in network assets.
	If NEMMCO determines that an augmentation is not justified, then the relevant NSP may arrange for the augmentation project to be undertaken and, to the extent that the augmentation will provide regulated services, the cost of the relevant assets are to b
	A determination by NEMMCO that an augmentation is or is not justified is a reviewable decision if a party wants it reviewed by the National Electricity Tribunal.
	
	5.4.3What the participants say


	Participants’ comments on the code’s proposed IRP
	A broad range of participants, such as the Victor
	... executing their roles as network planners, the regional network owners represented on the Inter-regional Planning Committee face a potential conflict of interest:  that they may have competing obligations under the code to minimise network costs to u
	Moreover, VPX \(sub. p. 3\) questioned whether
	VPX \(sub. p. 3\) argued that these concerns w
	In attempting to address this potential conflict of interest:
	VPX suggested an alternative structure and organisation to transmission planning where network ownership and planning are completely separate;
	the Victorian distributors suggested that, to avo
	the National Farmers’ Federation argued that the 
	the EUG also argued that users should have representation on the IRPC as consultation alone would be insufficient.
	Concerns over the code’s proposal that the IRPC w
	Environment Australia \(sub. p. 9\) argued tha
	Somewhat more specifically, and related to the ab
	... it is not clear how the relative merits of generation and transmission alternatives are to be assessed in the deliberations of the Inter-regional Planning Committee.  In particular, as there is no comparable generation planning process which can be u
	VPX goes on to submit that there are significant benefits to be derived from increasing the level of contestability for the right to both execute and own transmission augmentation projects.  They believe this can be achieved if network planning and netwo
	The BCA argue in relation to inter–regional conne
	
	5.4.4The Commission’s considerations


	As with all of the code’s administrative bodies, 
	The code requires the members of the IRPC to be appointed by NEMMCO and by jurisdictional Ministers.  While the jurisdictional nominees will come from organisations responsible for transmission system planning, the ability of NSPs to unduly bias the dete
	Nevertheless, the Commission notes that this link may be weakened at some point in the future given the recent trend towards the privatisation of publicly owned bodies.  In the event that further NSPs are privatised and that system planning responsibilit
	One option suggested by participants was to separate the network planning functions from the network operation functions.  While this approach has some appeal, issues relating to the structural reform of NSPs are beyond the scope of this review and are t
	amend the code at a later date to provide scope for jurisdictional nominees on the IRPC to come from outside a transmission network planning organisation in the event that a conflict of interest is apparent.
	In submissions following the pre-decision confere
	Apart from its membership, an equally important d
	Consequently, the Commission believes that the access code requirements that the IRPC conduct its deliberations in a transparent and accountable manner is in the interests of facility owners, network users and the wider Australian community.  In assessin
	The statement of opportunities report raises other concerns in that NEMMCO, unlike the IRPC, is not required to look at alternatives to transmission options such as generation and/or demand management.  Thus the access code places no requirement on NEMMC
	Additionally the applicant has suggested that the decision of NEMMCO will protect network providers from risk of the new asset becoming stranded.  While such an arrangement has merit, it should be noted that this claim is not entirely consistent with pro
	Reflecting these concerns the Commission stated in its draft decision that in order to accept the access code, the applicant must give a commitment to amend the code to:
	require the IRPC to develop guidelines on how it will conduct its public consultations;
	provide the IRPC with the ability to indicate the relative merits of network augmentation vis a vis generation or demand side options; and
	ensure that NEMMCO’s determination on a network a
	In its submission responding to the draft decision, TransGrid questions whether the requirements that alternatives to network augmentation be considered gave undue emphasis to generation and demand side options at the expense of other issues, such as scr
	TransGrid also states that the Commission’s conce
	Boral Energy’s submission expresses concern with 
	
	5.4.5The applicant’s response


	The applicant has indicated that, in consultation
	In addition to this commitment, NECA has already 
	provided that a person appointed under paragraph (b) must not take part in any decision or determination of the Inter-regional Planning Committee where the entity which they represent has a material financial interest in the manner to be decided or det
	In relation to the code clauses dealing with the 
	(f)The Inter-regional Planning Committee must call for and receive submissions from consult, in accordance with the Code consultation procedures, with Network Service Providers, Code Participants, other interested parties and relevant participating jur
	Clause 5.6.5(h) has been amended by requiring the IRPC to consider alternatives to augmentation:
	(h)The Inter-regional Planning Committee must report on the methodology used for its assessment and any alternatives to augmentation considered by the Inter-regional Planning Committee and it must make recommendations to NEMMCO on its assessment of the
	Clause 5.6.5(k)(1) has been amended by requiring the NEMMCO to consider alternatives to augmentation:
	(b)In arriving at its determination under clause 5.6.5(j), NEMMCO must:
	(1)not consider any potential gains or losses to its trading in inter-regional hedge contracts described in Chapter 3 consider the practicable alternatives to augmentation including, but not limited to, generation and demand side options;
	
	5.4.6The Commission’s findings


	The Commission believes that the IRPC’s reviews o
	the applicant’s code changes require that IRPC me
	the IRPC is required to undertake a transparent a
	While this code change goes most of the way in sa
	The Commission is also satisfied that the applica
	5.5Review processes for new interconnectors
	5.5.1Issue for the Commission


	In addition to the three previously assessed mechanisms, the access code also provides a separate process for establishing new interconnections.  A general issue is whether there needs to be a separate process for new interconnectors.  If so, does this s
	As with the other processes there is a need for accountability.  The process surrounding the establishment of an interconnector should be open to affected and interested parties.  The process for approving a regulated interconnector should not crowd-out
	In this transitional phase, prior to the commence
	
	5.5.2What the applicant says


	The applicant \(sub. p. 137\) claimed that the
	the performance requirements for the equipment to be connected;
	the extent and cost of augmentations and changes to all affected networks;
	any consequent change in network service charges for other network users;
	the possible material effect of this new connection on the network power transfer capability including that of other networks; and
	whether there is a net benefit to customers from the proposal.
	If NEMMCO determines that the interconnection is 
	Conversely, the interconnection will be a non-regulated interconnection if, either:  the application is not assessed according to the net customer benefits criteria; NEMMCO determines that the interconnection is not justified; or the applicant declines t
	negotiate connection agreements with all affected NSPs and pay for any consequential augmentation costs (both up-front and on-going costs);
	provide an access undertaking complying with the non-pricing aspects of the access code; and
	obtain from NECA a set of market participant rules.
	The applicant \(sub. p. 140\) indicated that t
	the access code processes are not overly prescriptive;
	customers are not required to pay augmentation costs when they receive no net benefits from an augmentation; and
	an interconnector is bound by the access code’s n
	The applicant indicated \(sub. p. 228\) that:
	... customers will not be required to pay for costs of augmentations to support access for new interconnectors when it is independently determined by NEMMCO that customers receive no net benefit for these augmentations.
	NEMMCO’s determination on whether a new interconn
	
	
	Queensland ( New South Wales interconnector



	On 28 July 1997 the applicant notified the Commission of a New South Wales derogation regarding the proposed interconnector between Queensland and New South Wales, indicating that:
	The proposed interconnector between Armidale in New South Wales and Tarong in Queensland, to the extent that it forms part of the power system in New South Wales, is deemed to be a regulated interconnector.
	Subsequently, Queensland also included a similar derogation into the code (cl. 9.38.4).
	The applicant states that the proposal to interconnect follows a feasibility study undertaken by transmission networks (ie TransGrid and PowerLink Queensland) which concluded that the interconnector is a cost effective method of avoiding construction o
	avoided cost of new generation plant;
	fuel cost savings;
	shared ancillary services; and
	increased competition in the NEM.
	The applicant did not directly address the public benefits that may flow from the decision to pre-empt the code processes and derogate to deem the interconnector a regulated interconnector.
	
	5.5.3What the participants say


	The Snowy Mountains Hydro–Electric Authority argu
	In a similar vein, the Tasmanian Government \(su
	The South Australian Government \(sub. p. 27\)
	
	
	Queensland ( New South Wales interconnector



	The derogation to deem, as regulated, the Queensland to New South Wales interconnector, caused participants to question whether the interconnector needed to be regulated.  In general, this concern was prompted by other concerns relating to the processes
	In general, participants’ concerns did not focus 
	To a large extent, the questioning of the need to regulate the interconnector has been prompted by the nature of the regulatory mechanism which effectively underwrites the investment and allocates costs to users.  For instance, participants, such as the
	... the market should be given the opportunity to provide the least cost option for addressing Queensland power constraints through a competitive process without resorting to code derogations.
	In a similar vein, the ACA was concerned about the lack of market signals to justify the capital outlays and the impact the interconnector will have on contestable, alternative options such as embedded generation or demand side responses.
	Indeed, Capral \(sub. p. 2\) argued that the d�
	... since the National Code imposes almost all network charges on customers (rather than on generators), customers in New South Wales will bear the cost of the New South Wales share of the cost of interconnection when it is the New South Wales generato
	This concern was echoed by other participants, such as Australian Paper (sub. p. 1) which argued that it does not:
	... support the concept that the electricity user
	Australian Paper argued that in order to send the
	
	5.5.4Issues arising from the draft decision


	In its draft decision the Commission indicated it was not prepared to accept as part of the access code the derogation to deem, as regulated, the proposed interconnector between New South Wales and Queensland and New South Wales.
	At the pre-decision conference a number of matters regarding the derogation were raised, including:
	the adequacy of the processes leading to the planning of QNI;
	the timing of the proposal;
	whether QNI is needed; and
	if needed, whether QNI should be regulated.
	On the issue of process, the New South Wales Government representative stated that the QNI process has been under way for seven years and is supported by numerous studies.  The most recent study by London Economics was undertaken because NEMMCO was not i
	The Queensland Electricity Reform Unit (QERU) made a number of points regarding alternative electricity supply options.  QERU stated that Queensland requires additional generation because the State is facing four per cent annual demand growth.  When th
	At the pre-decision conference, BCA/EWG stressed the importance of full information disclosure and public scrutiny of the arguments supporting QNI.  The Institute of Public Affairs advocated that the issue should be referred to customers, not governments
	Ampol argued at the pre-decision conference that the London Economics figures are not convincing (eg differing treatment of public and private capital risks) and that, while the benefits of QNI go to generators, the costs will be carried by customers t
	
	
	
	Additional written submissions




	Following the pre-decision conference a number of submissions were received by the Commission, elaborating and emphasising positions put at the pre-decision conference.
	In their submission Integral Energy states that an interconnector should only be deemed regulated if the parties can demonstrate a net customer benefit, otherwise DBs face increased TUOS charges (which will be passed on to their customers) and generato
	Ampol states in their submission that, as an informed first tranche customer in New South Wales, they were not consulted regarding QNI, they did not see any calls for submissions and do not believe that QNI can be justified under the code processes.  Fur
	The EUG argues that due process has not been unde
	Similarly, the ACA states that they do not consider due process has been undertaken as insufficient information has been provided to adversely affected parties (electricity consumers in New South Wales and Queensland and potential proponents of generati
	A further submission from the ACA was received in
	Boral made two submissions regarding the QNI derogation.  It contended that including QNI in the asset base of the transmission NSPs is an inappropriate manner for costs to be recovered and will result in cross subsidisation, removal of market risk to th
	In their submission BCA/EWG raise concerns regarding:
	the incidence of the costs and benefits of QNI;
	the length of time required to generate sufficient benefits to exceed the costs;
	the magnitude of the increase in transmission costs;
	the lack of robustness of economic and other assumptions;
	a tendency to try to overcome problems with the market trading system through building QNI to enlarge the market; and
	the independence of London Economics who act as primary consultants to the Queensland Government on electricity matters.
	The BCA/EWG notes that previous interconnectors have been subject to much more extensive public scrutiny.
	Westcoast Energy presents a number of criticisms of the London Economics report in their submission, including many of the assumptions underlying the results and also raises concerns regarding the need for the derogation, and the effects on TUOS charges.
	In its submission, Ecogen Energy argues that interconnectors should be treated as non-regulated traders, buying and selling between regions, and earning economic rents according to the power flows across QNI.  Such a process will allow an interconnector
	The proponent’s submission provides further detai
	
	5.5.5The Commission’s considerations


	The Commission believes that the code requirements for interconnections represents a reasonable balance between the interests of facility owners, network users and the broader Australian community.  On the one hand, the code includes assessment procedure
	Moreover, as interconnectors can be viewed as competitors with generation, a reasonable case can be made that they are not natural monopolies and therefore should not be a regulated entity by default.  Conversely, interconnectors may possess market power
	Given there is some uncertainty about the market 
	
	
	Queensland ( New South Wales interconnector



	The concerns raised by interested parties include:
	process and timing;
	whether QNI is needed; and
	if QNI is needed, whether QNI should be regulated.
	The Commission has considered each of these matters in making its assessment.
	
	
	
	Processes




	The proponents argue that they are under no obligation to follow code processes, as the code does not yet take effect, and the processes they have followed reflect those that were valid at the time.  However, the proponents also stated that they consider
	As noted in the draft decision, the Commission considers that in the transition period prior to NEM commencement, to the extent possible, the processes followed by the proponents should reflect the code processes.
	The Commission was concerned that the studies sup
	The Commission notes that the QNI process in its various configurations, has been a long process, commencing some seven years ago and that the proponents of QNI have undertaken substantial consultations.  The difficulties have arisen because the constitu
	Nevertheless, the Commission considers that interested parties have now had sufficient time to consider and comment upon the derogation.
	
	
	
	Timing




	The issue of the timing of QNI was raised in several submissions, with many interested parties claiming that the time lines set out by the proponents still allow ample time for code processes to be undertaken, or for the code requirements regarding unreg
	The proponents of QNI indicate that in order to have QNI operational by 2001, they need the economic basis for QNI to be established by early 1998.  The underlying economics will form part of the Environment Impact Statement (EIS) process which must be
	QERU has further added that the construction of the interconnector by 2001 is seen by the NCC as a necessary condition for competition payments to Queensland.  Lack of compliance with this timetable would be considered evidence of a lack of completion of
	Based on the information provided by NEMMCO and the proponents of QNI, the Commission accepts that the proponents of QNI must derogate to have QNI deemed a regulated interconnector.  The Commission accepts the statement from the proponents that a decisio
	In their supplementary submission the proponents claim that a derogation from the code processes is required because the code processes are unavailable to the proponents of QNI.  The Commission has received confirmation from NEMMCO that this is the case.
	it will not be in a position to formally conduct 
	while transitional arrangements are in place, the
	the transitional arrangements are not as detailed as those set out in the code and do not extend to the level of consultation envisaged under the code.
	NEMMCO also comment that it is aware of the processes followed for QNI including:
	the determination of the costs and technical capabilities of various interconnection options;
	the economic evaluation of interconnection options versus alternative generation expansion programs; and
	consultations with interested parties.
	NEMMCO concludes that “this evaluation process fo
	
	
	
	Is QNI necessary




	Several submissions from interested parties raise concerns regarding the assessment of the benefits stemming from QNI, as put forward in the London Economics report.  The Commission is not in a position to determine the veracity or otherwise of the detai
	
	
	
	Should QNI be regulated




	The Commission sees considerable merit in the code requirements as they set down clear processes and criteria for establishing regulated interconnectors.  Moreover, these processes establish an ex-ante discipline on the investment decisions for regulated
	Boral, the EUG, Westcoast Energy, BCA/EWG, ACA, A
	The proponents note that the incidence of benefits is not clear cut, and it is expected that there will be considerable flows across QNI in both directions.  Therefore, they reject the contention that the benefits will be limited to Queensland customers
	The Commission accepts the proponents view that flows may be north or south, depending upon market conditions in both states.  With regard to the incidence of TUOS the Commission notes that the effect of this derogation is not to guarantee the proponents
	As discussed in chapter 3 of this report, the Com
	Further, the Commission, as regulator of transmission assets in New South Wales from 1999, will have responsibility for assessing the asset base of TransGrid, including assets associated with QNI.
	The regulated income stream that TransGrid earns 
	The Commission considers that the regulatory process, in particular the process of an independent regulator optimising the assets of the transmission network, provides sufficient protection to all market participants regarding the allocation of network c
	
	5.5.6The Commission’s findings


	Given the uncertainty that surrounds the market p
	With respect to the Queensland to New South Wales interconnector, the Commission considers that there are public benefits arising from its development.  These benefits include competition benefits arising from an increased efficiency in the use of reserv
	In terms of the derogation to deem QNI as a regulated interconnector, the Commission believes that it will have benefits in the form of providing the proponents with certainty regarding the cost recovery methodology that will apply to the assets (althou
	With respect to the concerns of interested parties relating to the incidence of costs and benefits flowing from QNI, the Commission contends that this issue will be dealt with in the context of optimising the asset bases of the proponents within the exis
	In its draft decision the Commission agreed with the concerns raised by interested parties regarding the decision making processes followed by the proponents of QNI.  The Commission also indicated a preference for the code processes to be followed to the
	Therefore the Commission has decided to accept as part of the access code the derogations to deem as regulated the proposed Queensland to New South Wales interconnector.  This gives the proponents of QNI sufficient certainty regarding the regulatory fram
	The Commission has not based its decision upon the economic merits or otherwise of QNI or alternatives to QNI.  It has noted both the London Economics report and the proponents submission regarding the benefits arising from QNI and has also noted the def
	5.6Information requirements
	5.6.1Issue for the Commission


	Effective planning of the network will be reliant on the quality and extent of information available on past and expected future use.  The gathering of information has to be balanced with the knowledge that some of the information will be commercially se
	Given the need for participants to provide forecast information in relation to their future use of the network the issue arises as to what modifications should the relevant NSP be able to make to the information if it believes it is incorrect?  The probl
	
	5.6.2What the applicant says


	Clause 5.6 outlines the planning and development�
	Clause 5.6.1 \(d\) allows the NSP to modify th
	
	5.6.3What the participants say


	TransGrid \(sub. pp. 7–8\) believe the forecas
	The submission from the Victorian distributors \�
	
	5.6.4The consultant’s views


	Western Power’s review of the technical aspects o
	While Western Power consider that the requirement for code participants to provide forecast information does not pose a barrier to entry, it may be a burden to smaller participants with generation or load of less than 10MW and as such could be relaxed in
	On the issue of NSPs modifying forecast information, Western Power state that it is reasonable that the NSP not take responsibility for information it does not alter.  However, Western Power consider that NSPs should take responsibility for any modificat
	
	5.6.5The Commission’s considerations


	The requirement on code participants to provide information, including information about prospective new generation and load, has clear benefit.  For those providing access it enables them to effectively plan their network and ensure access is available.
	It is reasonable that NSPs are not responsible for any adverse consequences if they fail to modify forecast information supplied to them by code participants.  On many occasions they may not be in a position to determine the accuracy of the information.
	In the draft decision the Commission stated that in order to accept the access code, it was seeking a commitment from the applicant that amendments would be made to:
	ensure that network service providers are only able to modify forecast information to their own financial advantage provided it is consistent with guidelines.
	In a submission following the Pre-Decision Confer
	TransGrid argues that distribution NSPs may have an incentive to over-state load forecasts to justify their planned network investments.  The New South Wales distribution businesses reject this claim and argue that they have no incentive to inflate their
	The Commission acknowledges the need for transmission NSPs to modify forecast information in certain instances and the requirement stated in the draft decision does not alter the ability of the transmission NSP to do this.  The Commission is only request
	
	5.6.6The applicant’s response


	The applicant’s response to the range of matters 
	
	5.6.7The Commission’s findings


	The Commission accepts the requirements on code participants to provide information to the relevant NSP in relation to the transmission network as acceptable as part of the access code.  The Commission maintains its view that clause 5.6.1(d) of the cod
	6.Power system security and metering
	Access to electricity networks is not simply about a contract to connect and a price for that connection and use of the network.  Electricity is a good that in its supply and transportation through the power system requires continual balancing to ensure
	To assist the Commission’s assessment of the acce
	This chapter commences with a summary of the issu
	6.1Issues for the Commission

	The Commission’s approach to examining the power 
	Entry barriers in the form of technical expertise or financial resources can exist in any industry and generally are of little concern to the contestability of a market when they apply equally to incumbents and new entrants.  However, they may be a conce
	In terms of the technical metering procedures, the Commission considers it important that they facilitate a competitive metering industry which will encourage innovation and drive down metering costs.  The Commission has therefore focussed on whether the
	The Commission has also considered whether the current metering requirements for non-host retailers will hinder competition in the retail market by imposing extra costs, which the host retailer does not have to face.  The Commission has considered whethe
	Consistent with these objectives, the main issues
	promote the public interest by not unnecessarily adding entry barriers which would reduce contestability in other markets;
	protect the legitimate business interests of:
	existing network owners and users from potential spillover effects from the operation of new connections; and
	future network owners and users from potential spillover effects from the operations of existing network owners and users; and
	protect the public interest in terms of increased competition, social welfare and the health and safety of the community.
	To assist the Commission assess the code’s techni
	imposes any unnecessary barriers to those seeking entry to either the market or the network service;
	is consistent with international and Australian practices and, where differences occur, whether they could be considered improvements;
	places a burden on new network providers and new network investments;
	advantages or disadvantages current network providers; and
	allows for future development of the market including introducing retail competition and changes in the size, structure and technology of the industry.
	6.2Power system security
	6.2.1What the applicant says


	Chapter 4 of the code provides a framework for a�
	As far as practicable, the power system should be
	Box 6.1:Technical requirements of a satisfactory�
	Chapter 4 of the code details a number of the re�
	the frequency at all energised busbars must be within the normal frequency operating band of 49.9Hz to 50.1Hz, with minor exceptions;
	voltage magnitudes at all energised busbars at an
	current flows on all transmission lines of the power system and all other plant forming part of or impacting on the power system must be within the ratings (accounting for time dependency in the case of emergency ratings) as defined by the relevant NSP
	the configuration of the power system must be such that the severity of any potential fault is within the capability of circuit breakers to disconnect the faulted circuit or equipment; and
	the conditions of the power system must be stable
	The access code \(schedule 5.1\) defines the p
	If a credible contingency event occurs, or there is a significant change in power system conditions, the code requires NEMMCO to attempt to return the power system to its secure operating state as soon as practical, and in any event, within thirty minute
	monitor the power system’s operating status;
	assess technical and operational constraints and the adequacy of reserves;
	advise code participants of situations which could significantly affect power system security;
	direct code participants to take action to ensure the power system is in a satisfactory operating state;
	conduct reviews of significant operating incidents or deviations from normal operating conditions;
	manage power system contingency events and electricity supply shortfalls;
	control power system frequency and voltage and ensure there are sufficient reactive power reserves; to assist in this role, NEMMCO has the authority to procure ancillary services and to control and direct the output of scheduled generating units and sche
	protect power system equipment by: determining power system fault levels (in consultation with NSPs); coordinating the protection of transmission system plant and equipment; coordinating inspections and testing; and taking action following the outage o
	coordinate and ensure that NSPs perform the calculations necessary for the stable operation of the power system and to determine the settings of equipment used to maintain power system stability;
	arrange and endorse the installation of power system devices necessary to assist the stability of the power system as well as coordinate and supervise appropriate inspections and testing of any such devices;
	publish details of circumstances which could have a materially adverse affect on the supply to, or from, code participants and declarations of low reserve or lack of reserve conditions (or cancellations thereof); and
	produce regional load forecasts for certain periods, to give an indication of the total generation capacity required to meet the forecast load and the supply required to be delivered to the transmission network.
	If NEMMCO publishes a declaration of low reserve 
	If there is a projected violation of power system security, NEMMCO may authorise a person, or authorise a person to require a code participant, to comply with s.76(1) of the National Electricity Law, and to:
	switch off or re-route a generator;
	call equipment into service;
	take equipment out of service;
	commence operation, maintain, increase or reduce active or reactive power output;
	shut down or vary operation;
	shed or restore customer load; and
	do any other act or thing necessary to be done for reasons of public safety or the security of the electricity system.
	The applicant \(p.143–144\) states that NEMMCO 
	Black start up facilities should be available to restore power system security and, if necessary, restart generating units.  Generators providing black start-up facilities under an ancillary services agreement must arrange for such facilities to be teste
	Where prior arrangements have been made, NEMMCO may give a distribution system operator directions relating to its reactive facilities in order to maintain power system security.  NEMMCO may engage system operators to perform some of its responsibilities
	To further ensure the security of the power system, the code requires:
	market customers with a certain level of expected peak demand to provide automatic interruptible load to be automatically disconnected following a power system under-frequency condition (as described in the power system security and reliability standard
	NSPs must ensure that interruptible loads are provided and must arrange appropriate systems to facilitate a load shedding and restoration process which may be necessary in the event of a prolonged major supply shortage or extreme power system disruption.
	scheduled generators to:
	ensure their generating units have responsive speed governor systems;
	ensure their scheduled generating units comply with the latest dispatch offer;
	comply with the conditions for sending out energy and committing and de-committing scheduled generating units;
	comply with other dispatch related restrictions; and
	notify NEMMCO of any events impacting on the operational availability of its scheduled generating units.
	code participants to:
	advise NEMMCO, or the relevant system operator, of circumstances which may adversely affect the secure operation of the power system or any equipment owned or controlled by the code participant or an NSP;
	provide and maintain voice and data operational communication facilities for nominated persons; and
	ensure that each of its facilities can comply with relevant dispatch bids.
	Code participants and NEMMCO are required to act 
	Table 6.1Operating Procedures Derogations
	Jurisdiction
	Expiry date
	Details
	Victoria
	not specified
	The Victorian System Operating Procedures are the regional specific power system operating procedures to apply to the Victorian transmission network.
	New South Wales
	not specified
	Network Operating Standards (New South Wales) and the System Operating Procedures (New South Wales) in force under the New South Wales Electricity Market Code are the regional specific power system operating procedures to apply to the New South Wales
	The applicant states that the Network Operating Standards (New South Wales) and the System Operating Procedures (New South Wales) are designed to ensure that the interconnected New South Wales network operates in a safe and reliable manner.  They sta
	The code requires that NSPs and code participants comply with the nomenclature standards, as agreed with or determined by NEMMCO.  Given that these standards are yet to be developed, the applicant has submitted a derogation which states that the nomencla
	NEMMCO and distribution system operators are required to communicate concerns about the conditions of the distribution and transmission networks and give prior notice of switching operations.  NEMMCO and the system operator are also required to maintain
	Chapter 4 of the code also includes provisions f�
	In supporting the code’s power system security re
	... the operation of an integrated power system is complex and therefore it is essential that the accountabilities and responsibilities for maintaining the system quality of supply attributes of frequency and voltage to all users and the integrity of equ
	The applicant \(sub. p. 105\) argued that the�
	The applicant \(sub. p. 64\) also considers t�
	
	6.2.2The consultants’ views


	The Western Power review did not raise any signif
	does not impose any unnecessary requirements on those seeking entry;
	imposes requirements which are consistent with reasonable industry practice;
	imposes a reasonable degree of responsibility on all network providers;
	does not advantage or disadvantage current network providers; and
	will not impede future development of the market.
	Western Power did, however, make a number of comm
	Second, Western Power suggested that NEMMCO be required to monitor load forecasts and inform market participants of inaccuracies and deviations from predictions.  This would prevent over or under commitment of generating plant in the short term and ineff
	Third, the Reliability Panel, on advice from NEMM
	Fourth, three phase faults may be considered a cr
	Other suggestions made by Western Power in their 
	In reviewing the jurisdiction’s technical derogat
	Colin Taylor’s review of the Western Power report
	NEMMCO could be required to publish details of any intervention in the market, including the reasons for the intervention;
	the provision requiring code participants to provide voice and data communications equipment should only apply to participants with connections above 10MW because it may be a barrier for small participants; and
	it may need to be recognised that the requirement for generating units to have governor systems is not applicable to some forms of generation.
	
	6.2.3What the participants say


	In addition to Western Power’s quite specific con
	Comments by the Snowy Mountains Hydro–Electric Au
	In a joint submission, the Victorian Distribution
	The Energy Users Group \(supplementary sub. pp.�
	The Business Council of Australia \(sub. pp. 27�
	
	6.2.4The Commission’s considerations


	The Commission accepts the applicant’s view that 
	The interests of NSPs, network users and the public are also protected by the system security requirements which promote a safe and reliable means of generating and transporting electricity, reduce the risk of a system wide disruption and which seek to r
	While system security practices are similar acros
	In the draft decision the Commission accepted Wes
	Despite these desirable features of the code, the Commission indicated in its draft decision that it would be in the interests of all parties to further improve the clarity and operation of the code by reconsidering the suggestions and recommendations ma
	requiring an audit of NEMMCO’s ability to bypass 
	requiring that NEMMCO publish the reasons for, and details of, any intervention in the market;
	requiring that NEMMCO monitor load forecasts and inform market participants of inaccuracies and deviations from predictions (this could be done by publishing statistical data on the accuracy of the load forecasts and an explanation of significant errors
	requiring that the Reliability Panel, on advice from NEMMCO and NSPs, determine a standardised method of calculating current ratings of transmission lines and other plant;
	deciding whether three phase faults should be included in the definition of a credible contingency event;
	removing the apparent conflict between clauses 4.
	changing the clause requiring code participants to provide voice and data communications equipment so that it only applies to participants with connections above 10MW;
	altering the provision requiring all generating units to have governor systems, since it may not be applicable to some forms of generation;
	clarifying the questions raised by WPC in relatio
	addressing all typographical and cross–referencin
	While it is in the interests of all participants that the code establish adequate arrangements for power system security, it will also be in their interests that these arrangements are efficient.  Opening the supply of ancillary services to competition a
	Achieving an appropriate balance between market mechanisms and intervention will not be straight forward.  Not the least of which is because the market is evolving from a set of arrangements whereby system security was provided by publicly owned utilitie
	However, it cannot be expected that market responses will be sufficient in all circumstances.  Clearly it is possible that system security could deteriorate, not in response to customer needs, but as a result of participants in the ESI using market power
	Reflecting these range of concerns, in the draft decision, the Commission indicated that in order to accept the access code, it was seeking a commitment from NECA to change the code so that:
	NEMMCO must report to NECA on the viability of market provision of ancillary services within 1 year of National Electricity Market commencement;
	the reserve trading functions in chapters 3 and �
	NECA must conduct an annual review of NEMMCO’s us
	In the draft decision, the Commission indicated that the Victorian and New South Wales derogations for operating procedures and nomenclature standards are necessary because such arrangements are yet to be developed under the code.  The Commission maintai
	The Commission was, however, concerned by the statement in the application that the Network Operating Standards (New South Wales) will prevail over the code in the event of a discrepancy between the two.  The Commission commented that this statement is
	
	6.2.5Issues arising from the draft decision


	The Commission received several submissions on the requirement that the reserve trader provisions end two years after market commencement.
	Pacific Power supports the removal of the reserve trader provisions and considers that this approach is consistent with the removal of many of the market based derogations or interventions by 2000.
	CitiPower agrees that the reserve trader provisions should be removed as soon as possible and consider that there should be a review mechanism to determine whether an earlier end date is practical.  Eastern Energy also supports the early removal of the r
	Hazelwood supports the thrust of the Commission’s
	The ACA supports the Commission’s draft decision 
	Solaris agrees with the removal of the reserve trader but would prefer an end date of the end of a financial year.
	Ecogen Energy argues against the requirement to e
	Ecogen Energy states that if historical levels of
	United Energy comments that the removal of the reserve trader function two years after market commencement will create a level of uncertainty regarding supply reliability which is socially and politically unacceptable to governments.  United Energy is co
	The Victorian Government is concerned that removing the reserve trader after two years will lead to significant system reliability problems because there may not be the necessary investment to address the capacity problems.  Also, the necessary demand si
	The Victorian Government suggests that there should be an immediate review of the NEM design to address interrelated issues such as system reliability and reserve, system security standards, ancillary services, force majeure, the level and definition of
	The Victorian Government supports NECA’s submissi
	The South Australian Government argues that there may still be a need for the reserve trader once the market has reached maturity.  This is because the current market design may not provide appropriate market mechanisms and significant refinements may be
	The EUG states that network prices should be used to signal peak capacity requirements and that such issues should be dealt with as part of the NECA pricing review.
	Several generators suggested the removal of NEMMC
	The BCA/EWG would prefer to see a market structure and rules that minimise the need for the reserve trader function.
	SMHEA rejects the suggestion that there should be capacity payments or direct intervention.  It recommends the removal of the direct intervention provisions at the same time the reserve trader provisions are deleted.  It states that the preconditions for
	TransGrid comment that several of Western Power’s
	TransGrid considers that three phase faults should not be included in the definition of a credible contingency because it will lead to an unnecessary reduction in the power transfer capabilities across interconnectors.  TransGrid also considers inappropr
	TransGrid does not support Western Power’s sugges
	
	6.2.6Applicant’s response to the draft decision


	In response to the Commission’s concerns that the
	(c)In conjunction with its obligations under clause 3.8.9(d) 3.8.1(f), NEMMCO must investigate, consult with Code Participants in accordance with the Code consultation procedures and report to NECA within 2 years of market commencement by 1 March 1
	In response to the Commission’s concerns about th
	(a)NEMMCO may enter into reserve contracts in accordance with this clause 3.14 3.12 and the relevant guidelines and procedures developed by the Reliability Panel, as described in clause 8.8.1, for any period up to the fifth anniversary of market commen
	The applicant has also amended the code by requiring that NECA complete a review of reserve trading by 30 March 2000 (ie prior to the 30 June 2000 sunset date) and that the review must consider a range of matters including:  whether NEMMCO (or anyone 
	The applicant has also amended the code by requir
	\(e\)NECA must undertake a review of and repor�
	(1)whether the exercise, and the manner of exercise, of the powers granted to NEMMCO under clause 4.8.10(a) was appropriate in the circumstances and was consistent with the Code objectives;  and
	(2)such other matters as NECA considers appropriate,
	and may make any recommendations in relation to N
	
	6.2.7Commission’s findings


	The Commission accepts that the code changes unde
	6.3Metering

	The metering chapter of the access code describes the coverage of the metering requirements; the roles and responsibilities of parties such as the metering provider, the responsible person and NEMMCO; the technical requirements for, and testing of, meter
	
	6.3.1What the applicant says
	
	Coverage of the metering requirements




	In the past, consumers have purchased electricity from retailers which were integrated with distribution networks and sometimes with transmission as well.  While recent reforms have separated some of these functions, the great majority of consumers will
	However, a number of consumers will use the acces
	The code has a general principle that all connection points must have a metering installation, however, a subsequent provision in the code only obliges participants in the wholesale market to ensure each of their market connection points has a metering i
	
	
	
	The metering provider




	The metering provider is the person who installs and maintains a metering installation and:
	is responsible for providing and maintaining the 
	is required to be registered with NECA and must satisfy the qualifications and standards requirements in schedule 7.4; and
	can be deregistered if they breach the code or behave in an unethical manner.
	The applicant \(sub. p. 168\) states that in o
	The applicant also states that the requirement for metering providers to meet knowledge and competency standards rather than complete particular courses, gives individuals more flexibility and increases the possibility of new providers entering the indus
	Any person including a NSP may apply to be registered as a metering provider.  Alternatively, a NSP may enter into an agreement for a metering provider to provide metering services.  Market participants cannot register as a metering provider for those co
	Following a request from a market participant, a local NSP must make an offer to provide, install and maintain the metering installation and notify the market participant of the terms and conditions of the offer.  If the market participant accepts the of
	Alternatively, if the market participant declines
	In either case, the code requires the responsible person to provide a metering installation for a particular connection and to:
	ensure their revenue and check metering installations comply with the type, accuracy and design requirements in schedule 7.2;
	ensure the components and testing of each metering installation complies with the requirements of the code;
	arrange for an alarm monitoring feature for certain metering installations, to alert NEMMCO or the responsible person of any failure of the critical components of the metering installation ( if the alarm alerts the responsible person, they are required 
	provide NEMMCO with the metering information in schedule 7.5 (for the metering register) for each metering installation;
	ensure that the revenue metering point is located close to the connection point;
	ensure that any instrument transformers required for check metering are located so as to achieve a mathematical correlation with the revenue metering data; and
	ensure that a communication link is installed for each of its metering installations and that it is maintained to the public telecommunications network.
	
	
	
	Technical requirements for and testing of metering installations




	To ensure the accurate recording of energy data, 
	Box 6.2:Requirements for a metering installation
	The code requires that a metering installation:
	has a visible or an equivalently accessible display of metering data;
	be accurate and secure;
	have electronic data transfer facilities between it and the metering database;
	have electronic data recording facilities so data can be collated into trading intervals;
	be capable of separately registering and recording flows in each direction where bi-directional active energy flows occur;
	have an active energy meter and, if required under schedule 7.2, a reactive energy meter, both having an internal or external data logger;
	be capable of communicating from the site of the metering installation to the metering database; and
	have facilities for storing the metering data for at least 35 days.
	Chapter 7 of the code also sets out the componen�
	The applicant \(sub. p. 166\) argues that the 
	The applicant \(sub. pp. 164–165\) argues that
	...the benefit from the development and operation of the NEM which requires confidence in the metered information far outweighs any perceived detriment to the public from a requirement to meet the metering standards of the code.
	The class of, and accuracy requirements for, a metering installation are to be determined according to the annual amount of active energy which passes through the metering point.  Check meters are not required to meet the same degree of accuracy as reven
	The code requires the responsible person to ensur
	The code also imposes testing responsibilities on NEMMCO, requiring it to:
	arrange for the testing of any metering installation if so requested by a code participant;
	check the metering register for test results for each metering installation and arrange for audit testing of metering installations;
	negotiate with the responsible person for access to the metering installation for the purpose of testing; and
	make test results available to persons NEMMCO considers have a sufficient interest in the results.
	In support of the code’s requirements for meterin
	
	
	
	Auditing, security and processing of metering data




	The code requires NEMMCO to conduct periodic random audits of metering installations to confirm compliance with the code.  A code participant may request NEMMCO to conduct an audit to determine if the metering data held in their metering installation is
	The code requires energy data to be collated in trading intervals (half hourly), unless NEMMCO, the local NSP and the market participant agree otherwise.  NEMMCO is required to use revenue metering data as the main source of metering data for billing p
	If there is a discrepancy between the revenue \(
	The code requires NEMMCO to create, maintain and administer a metering database containing information for each registered metering installation.  The market participant, the local NSP and NEMMCO must use their best endeavours to agree to adjust the data
	The code specifies which persons can obtain either remote or direct access to metering data from a metering installation, the metering database or the metering register.  There is an apparent conflict in the access code regarding the responsibilities for
	The code states that the responsible person must ensure the security of the metering installation and associated links, circuits and information storage and processing systems.  NEMMCO is required to conduct an audit of the security measures and can exer
	The code allows the use of evolving technologies or processes if they
	meet or improve the functional requirements of the metering chapter; or
	facilitate the development of the market; and
	are agreed to by the market participant, the local NSP and NEMMCO.
	NEMMCO is required to report on the application of evolving technologies and processes and the extent to which the metering chapter needs to be amended to accommodate these or the development of the market.
	In supporting the code’s metering requirements, t
	...is subject to a review to assess whether arrangements can be less prescriptive, more flexible and allow market driven responses.
	
	
	
	Derogations




	Jurisdictions have derogated from some of the cod
	
	6.3.2The consultant’s views


	The Western Power review concluded that the metering requirements of the code do not act as a barrier to entry to market participants establishing new connections above 1 GWh per annum, nor to metering providers.  Moreover, Western Power stated that the
	Table 6.2Metering Derogations
	Jurisdiction
	Expiry date
	Details
	Victoria (1)
	29/3/1999
	Metering installations are taken to be registered with NEMMCO if they are registered with VPX at market commencement and details given to NEMMCO.
	29/3/2000
	Metering installations are taken to comply with t
	29/3/2003
	Minimum level of accuracy requirements different to the code.
	not specified
	Responsible person given 6 months from market commencement to demonstrate that metering installations meet the derogated accuracy requirements.
	29/9/1998
	Holders of distribution or transmission licences at market commencement are taken to be registered metering providers.
	not specified
	It is taken as agreed that alternate technologies or processes (specified in the Wholesale Metering Code) for calculating energy consumption by non-franchise customers can be used.
	New South Wales
	29/3/1999
	Metering installations are taken to be registered with NEMMCO if they are registered with TransGrid at the code commencement date and details given to NEMMCO.
	not specified
	TransGrid may extend the period by which the mete
	ACT         South Australia (3)
	not specified
	If requested, the Local NSP is obliged to make an offer for the upgrading of an existing metering installation.
	29/3/1993
	Minimum level of accuracy requirements (similar to Victoria).
	not specified
	Various derogations on meter types and components.
	not specified
	NECA must verify compliance of NSPs with registration requirements within 2 years of code commencement.
	\(1\)Victoria’s derogations apply to metering �
	\(2\)NSW’s metering installations must comply �
	\(3\)These States’ derogations are for existin�
	Western Power state that the metering provisions encourage competition in installing and maintaining meters by allowing the market participant to choose whether a local NSP or some other metering provider provides these services.  They also argue that th
	One of the most significant concerns that Western Power raised about the metering chapter of the code is that it does not address the needs of smaller customers.  The cost of metering will continue to discourage low end users (down to households) from 
	Western Power argue that the alternative of using standard load profiles for small users has disadvantages because it precludes smaller users from taking advantage of demand side initiatives and it introduces extra risk because of the wide variation in d
	Another concern raised by Western Power is that the code may both advantage and disadvantage NSPs.  The requirement for participants to request a quotation from the NSP for new metering installations gives NSPs an advantage over other metering providers.
	Western Power expressed concern that competition will encourage independent metering providers with no commercial interest in meter accuracy to offer low cost, low quality installations.  They argue that it is in the long term interests of all market par
	The Western Power review also raised other concerns that:
	the code sets a low standard for metering, which 
	the responsible person’s degree of self regulatio
	the responsible person’s role in ensuring the sec
	NEMMCO’s, and its agents’, right to inspect meter
	parties, other than NEMMCO and its agents, who have a commercial interest in the metered data should be allowed to inspect and witness testing;
	NEMMCO should have unrestrained access to the metering installation for the purpose of conducting random audits;
	NECA’s role of registering metering providers is 
	agreements for providing metering installations should include a completion date;
	it is unclear whether the termination of an agree
	the market participant should, at their own cost, allow the NSP to locate check metering on their premises if the market participant opts for a metering provider, rather than a local NSP, to provide metering services;
	there is no provision for the market participant to choose a different metering provider for ongoing metering support;
	series metering should be used by medium and large market participants to improve accuracy.  In this case, there is no need for any other form of metering, however, market customers above 10 GWh may decide to install check metering;
	the connection agreement should specify the method for determining losses between the metering point and the connection point;
	it is unrealistic that there will be a mathematical correlation between check and revenue metering data if the meters have different accuracy levels;
	the code should specify the requirements and certification of data collection agencies and the technical and administrative requirements for agency databases;
	clause 7.6.1\(d\) implies that NEMMCO is respo
	the local retailer responsible for distributing power should have unrestrained access to inspect the metering installation of first tier customers because the National Standards Commission Weights and Measures Act requires that both the seller and the bu
	there are several clauses that are contradictory or unclear; errors and omissions in the schedules; and minor textual errors.
	With respect to Victoria’s metering derogations, 
	
	6.3.3What the participants say


	One of the main concerns raised in submissions was that the cost of metering will act as a barrier to small customers seeking entry to the market.
	The joint submission from the Victorian Distribut
	The EUG \(sub. p. 87\) state that metering can
	The EUG \(sub. p. 88\) accepts that while the 
	TransGrid \(sub. p. 8\) believes that the mete
	Delta Electricity \(supplementary sub. p. 4\) 
	The National Farmers’ Federation \(NFF\) also �
	... the code requires all metering installations to be capable of providing electronic transfer of data to the metering database.  This is likely to add substantial fixed cost to the metering installation, and will force customers who wish to have a choi
	Australian Paper \(sub. p. 2\) believes that o
	The Tasmanian Government \(sub. p. 9\) believe
	Integral \(sub. p. 7\) submitted that many of 
	Another area of concern raised in submissions relates to the requirements of metering providers and metering agents and whether metering provision and data collection should be contestable.
	TransGrid \(sub. p. 8\) supports contestabilit
	The New South Wales Electricity Taskforce \(sub.
	The Taskforce points out that, in relation to risk management, some risk of mal-operation of metering and data collection systems will continue and that this risk should be deployed to the market participant, rather than being spread across the market ge
	In relation to the separation of contestable and 
	The EUG \(sub. p. 88\) notes that the access c
	The Victorian Distribution Businesses \(sub. p.�
	The Victorian Distribution Businesses \(sub. pp.
	Integral \(sub. p. 7\) submitted that the code
	Other issues raised in submissions included the p
	The Victorian Distribution Businesses \(sub. p.�
	With respect to data validation and substitution,
	In relation to periodic energy metering, the Vict
	EnergyAustralia \(sub. pp. 6–7\) submits that 
	
	6.3.4The Commission’s considerations


	The Commission believes that metering is essential for the effective operation of the NEM, given its role in managing usage and determining financial settlements (ensuring generators are paid for the quantity they produce and customers pay for the quant
	Despite the public benefits that derive from an a
	However, many of these concerns have not been raised in the context of the access code and the wholesale market (ie large users), but rather the retail market and smaller users.  Indeed, the Commission has been advised by Western Power that for medium 
	It is likely that small consumers would remain with their local retailer, rather than transfer to a non-local retailer who would be required to install a half hourly meter that complies with the code.  In the draft decision, the Commission stated that th
	As Table 6.3 shows, franchise thresholds are fal�
	Table 6.3Contestability Thresholds in New South �
	Jurisdiction
	Site threshold
	Eligibility date
	New South Wales
	>40GWh pa
	1 October 1996
	>4GWh pa
	1 April 1997
	>750MWh pa
	1 July 1997
	>160MWh pa
	1 July 1998
	>25MWh pa
	1 January 2001
	>10MWh pa
	1 July 2001
	zero threshold
	1 March 2002
	Victoria
	>5 GWh pa
	December 1994
	>1 GWh pa
	July 1995
	>750MWh pa
	July 1996
	>160MWh pa
	July 1998
	zero threshold
	January 2001
	Queensland
	>40 GWh pa
	29 March 1998
	>4 GWh pa
	1 October 1998
	>200MWh pa
	1 July 1999
	zero threshold
	1 January 2001
	ACT
	>20 GWh pa
	21 December 1997
	>4 GWh pa
	1 March 1998
	>750 MWh pa
	3 May 1998
	>160 MWh pa
	28 June 1998
	To the extent that the metering provisions are not a problem for the access code, which large users will use to unbundle their electricity and transportation purchases, it is acceptable to the Commission.  However, the Commission stated in its draft deci
	The National Electricity Market access code would be improved by an investigation of the practical alternatives for smaller customers to ensure that they are not precluded from participating in the NEM.
	The Commission suggested that any new metering arrangements for the retail market should be flexible rather than the prescriptive single metering standard necessary for the wholesale market.  That is, customers should be able to benefit from retail compe
	The Commission considers that the provisions in the access code which introduce contestability in supplying and installing meters will provide a catalyst for technical innovation and will drive down the cost of metering.  This view is supported by severa
	to allow for the development of competition among metering agents (persons responsible for data collection).
	With respect to metering agents, the Commission a
	the role and qualifications of metering agents; t
	In the draft decision, the Commission also indicated that before accepting the access code, it was seeking a commitment from NECA to:
	refer the issues raised by participants and Weste
	the code sets a low standard for metering, which 
	the responsible person’s degree of self regulatio
	the responsible person’s role in ensuring the sec
	the market participant should, at their own cost, allow the NSP to locate check metering on their premises if the market participant opts for a metering provider, rather than a local NSP, to provide metering services;
	there is no provision for the market participant to choose a different metering provider for ongoing metering support; and
	there are several clauses that are contradictory or unclear; errors and omissions in the schedules; and minor textual errors.
	As indicated in the draft decision, the Commissio
	In the draft decision, the Commission indicated t
	The Commission also indicated that the time limit
	The Commission also required that the code be amended so that the South Australian and ACT derogations regarding meter types, components and alarms contain a transitional period, as it is currently not specified.
	In the draft decision, the Commission indicated i
	The Commission also suggested that Victoria and New South Wales consider including a provision, as in the South Australian and ACT derogation, that requires NECA to verify whether NSPs comply with registration requirements within 2 years of code commence
	The Commission indicated in its draft decision that it would accept the Victorian derogation which allows responsible persons in Victoria an extra six months grace to demonstrate the accuracy of metering installations since the entry advantages accruing
	
	6.3.5Issues arising from the draft decision


	In a joint submission in response to the Commissi
	EnergyAustralia argue that the data provided to NEMMCO by meter data agencies is unsuitable for network pricing because it will be grossed up by distribution loss factors.  It states that DNSPs will need to obtain data separately from the meter data agen
	At the pre-decision conference, EnergyAustralia argued that while they would like to see contestability in the provision of metering services, the code needs to be amended to ensure a continuity of data is achieved when metering facilities are changed.
	In a joint submission, the New South Wales DNSPs argue that the code should provide for the metering provider to consult with the local NSP before altering a metering installation.  They argue that this is necessary as the NSP requires this information t
	The EUG supports the suggestion that the code should include practical alternatives for smaller customers and recommends that there be effective co-ordination between jurisdictions on this issue.
	TransGrid supports the inclusion of metering requ
	CitiPower argues that the code must state that host distribution businesses should not bear any additional costs as a result of new metering requirements for smaller customers.
	Solaris argues that the Commission’s suggestion t
	United Energy argued that deemed load profiling should not be considered as a solution if the cost of metering for smaller customers is excessive.  It argued that deemed load profiling has the potential to deliver an extremely inefficient outcome by not
	Eastern Energy argued that the requirements for c
	Australian Paper stated that the ACCC should specifically mandate ways that are acceptable as alternatives to overcoming the high cost of metering as required by the code.
	
	6.3.6Applicant’s response to the draft decision


	NECA has accepted the Commission’s position that 
	
	6.3.7Commission’s findings


	The Commission finds acceptable the applicant's r
	In general, the major concern of the Commission and participants in this assessment process have been related to the cost of metering and identifying and implementing practical alternatives for metering smaller customers.  To a large extent these concern
	The Commission believes there is a danger that, if the jurisdictions and the NEM administrators are unable to address industry and public concerns, the benefits of retail competition may not be passed through to smaller customers.
	7.Disputes and code enforcement
	The approach chosen for the access code and undertakings reflects a negotiation model whereby the code and undertakings provide general guidelines which are flexible enough to cope with a broad range of circumstances over a long period of time.  The deta
	Consequently, the access code generally relies upon procedures and objectives to implement its framework for negotiating access terms and conditions.  Although technical standards are closely defined, many other outcomes are dependent on the parties foll
	However, this may lead to disputes in that even where parties abide by the code processes and negotiate in good faith they may still arrive at different judgements and interpretations.  The effect of disputes is that they stop or retard the progress of n
	Hence, when a dispute or code breach arises, effective mechanisms are needed to resolve the problem promptly and effectively so that the relationship and dealings between the parties can advance.  It is also in the interests of third parties and the publ
	This chapter commences with an overview of the co
	7.1Overview of dispute resolution and enforcement procedures

	Chapter 8 of the code deals with the responsibil�
	a participant and its NSP over connection or augmentation procedures, requirements or performance ;
	a participant and its NSP or NEMMCO over tests, inspections or commissioning;
	a participant and its NSP or NEMMCO over disconnection or reconnection; and
	participants over compliance with the code, parti
	With regard to breaches of the code, the National Electricity Law requires all participants to be registered under the access code which in turn binds all participants.  Compliance with the code will be monitored and enforced primarily by NECA and breach
	7.2Issues for the Commission

	In any regime, it is likely that disputes will arise.  In a changed environment such as the NEM, it is inevitable that disagreements, disputes and code breaches will occur over the interpretation and implementation of the code.
	Disputes and breaches are likely to affect the interests of users and providers because:
	the need for agreement and negotiation on many (often complex and technical) issues increases the probability of disagreements;
	the access code represents a new regime which is likely to have transitional problems at both the systemic and individual level, especially with new entry;
	negotiating with monopoly providers has inherent problems for users with unequal bargaining power; and
	responses to disputes and code breaches can poten
	For these reasons, and in light of its statutory 
	the interests of NSPs and users in having a fair,
	the public interest in establishing and maintaining confidence in the administration and implementation of the code not just for the benefit of code participants but all people affected by the use of electricity.
	Both the dispute management and code breach processes need to establish fair and efficient processes conducive to fair and workable outcomes which reinforce the objectives of the code, respect the interests of involved parties and take account of the wid
	The Commission will examine how adequately the arrangements provide for the explicit expression of natural justice and effective management principles in both the dispute resolution and the enforcement objectives and procedures.
	Box 7.1:Principles of dispute management and nat�
	In order for the code to operate efficiently, there needs to be an effective mechanism for resolving disputes.  Accordingly, the Commission considers the following principles to be relevant to its assessment of the dispute resolution provisions contained
	Dispute Management
	The Commonwealth’s Justice Statement recognised t
	accessible, cost-effective procedures emphasising early resolution of disputes and time limits within which each process must be utilised;
	transition from a non-interventionist to an interventionist process;
	a defined decision at the end of each process, which is binding on the parties, without foregoing legitimate avenues of appeal;
	flexibility to meet the needs of parties but sufficient certainty and completeness so that rights and obligations are protected and the outcome is enforceable; and
	accountability through examination of the criteria used to assess and resolve disputes.
	Natural Justice Principles
	Natural justice, or procedural fairness, is a well established requirement for administrative decision-making.  Its main features are:
	the hearing rule, which requires the decision-maker to give the person whose interests will be affected by the decision, an opportunity to be heard; and
	the bias rule, which requires the decision-maker to be disinterested or unbiased in the matter to be decided.
	Although the required procedures vary depending on the individual circumstances of the case, procedural fairness generally involves:
	prior notification to affected persons that a decision will be made;
	the right of people to be actively involved in decisions affecting their interests including the opportunity to present their case and respond to claims or allegations;
	uniform and impartial application of rights, duties and procedures;
	an unbiased decision-maker subject to the need for appropriate technical industry expertise; and
	the right of affected persons to know the reasons for the decision, and the public interest in publishing decisions subject to legitimate claims of confidentiality.
	Sources: Attorney-General’s Department, Justice S
	7.3Disputes
	7.3.1What the applicant says


	The applicant states \(sub, pp. 62, 257–260\) 
	The code states that the dispute management proce
	be guided by the market and code objectives in the code;
	be simple, quick and inexpensive;
	preserve or enhance the relationship between the parties to the dispute;
	take account of the skills and knowledge that are required for the relevant procedure;
	observe the rules of natural justice; and
	emphasise avoiding conflict and encouraging dispute resolution without formal legal representation or reliance on legal procedures.
	Despite these formal requirements, the code provides additional flexibility by allowing network providers and users to agree on alternative arrangements within the terms and conditions of their individual connection agreements.
	In general the code encourages the parties to resolve their disputes between themselves before invoking more formal, resource-intensive measures.  Failing resolution through internal mechanisms, disputes will be referred to the Dispute Resolution Adviser
	While needing to possess expertise in both dispute resolution and the electricity industry, the Adviser and Panel members cannot be code participants and must not have any interests which could conflict with an impartial resolution of the dispute.  A Dis
	exchange of submissions, documents and information;
	consultation with all parties affected by the dispute; and
	adequate opportunity for those parties to present their case.
	Dispute panel decisions are recorded and both the
	In particular, the code states that the dispute resolution regime applies to any dispute between any code participants (including NECA) and covers such areas as:
	the application or interpretation of the code;
	contracts adopting the code procedures;
	failure to reach agreement on a matter where the code requires agreement;
	a dispute concerning certain augmentation of a network; or
	the payment of moneys under or concerning any obligation under the code.
	Individual clauses of the code state that certain
	In addition to its decisions on code breaches \(
	The applicant indicates \(sub, pp. 175, 183, 19�
	�
	Table 7.1:Derogations from dispute resolution pr�
	State
	Transmission
	Distribution
	Date
	Derogation
	Date
	Derogation
	Victoria
	Ends 31/12/2000
	Disputes resolved according to transmission licence.
	Ends     31/12/2000.�Post 2000
	Disputes resolved according to distribution licen
	New South Wales
	Ends 30/6/1999
	Transmission access disputes arbitrated by IPART under its Act.
	Indefinite
	Ends 31/12/2000
	Post 2000
	If   Dispute is covered by s 96 of the Electricity Supply Act, it is resolved in accordance with that Act.�If dispute is not covered by s96: then it is arbitrated by IPART under its Act.  Post 2000, code dispute processes administered by IPART.
	ACT
	Ends 30/6/1999
	Disputes handled under legislation nominated by the relevant Minister.
	Ends 31/12/2000
	Disputes handled under legislation nominated by the relevant Minister.
	South Australia
	31/12/2000
	Arrangements yet to be detailed.
	Indefinite
	Regulator to regulate network pricing (not other access disputes)
	
	7.3.2What the participants say


	Many of the access concerns raised in submissions focused on the potential problems for participants in interpreting the code, users negotiating with a monopoly provider and small users in particular complying with complex technical standards.  All of th
	The capacity of participants to handle disputes effectively, simply and quickly through code processes ought to be a key way of meeting these concerns and maintaining confidence of users, providers and the public in the code.
	In this context, several submissions (eg Energy Users Group, Boral, Environment Australia) called for wider representation on code administration bodies and panels including the Dispute Resolution Panels.  They nominated such interests as small partici
	NECA and NEMMCO who will jointly be responsible for administering the NEM need to be impartial and keep their charges to a minimum, but also have adequate resources to fulfil their responsibilities.  Users must be assured of these outcomes.  The new inst
	Other participants \(eg Australian Paper, Busine
	It is worth noting that related concerns — examin
	The joint submission of Victorian distribution bu
	The consultant’s report suggested that, where neg
	
	7.3.3The Commission’s considerations


	In its draft decision, the Commission sought to e
	the interests of providers and users in having a 
	the public interest in establishing and maintaining confidence in the administration and implementation of the code not just for the benefit of code participants but all people affected by the use of electricity.
	The Commission’s analysis examined the effect on 
	coverage of appropriate parties;
	principles of natural justice;
	prompt settlement of disputes; and
	uniformity and impartiality as to:
	procedures;
	mediators/arbiters;
	publication of decisions; and
	scope for appropriate appeal.
	The Commission also examined the provisions relating to internal DMSs.
	
	
	
	Coverage




	The connection provisions and the explanations in
	In its draft decision the Commission considered t
	However, a number of participants, such as Sithe 
	Chapter 8 of the National Electricity Code must i
	Dispute resolution is important in the context of new connections because the nature of the connection process is prone to disagreements, new connection applicants are likely to have disadvantages in bargaining power and new connections may represent new
	
	
	
	Natural justice and effective dispute management




	The stated objectives of the code’s dispute provi
	However, in its draft decision the Commission exp
	The code must be amended so that the Dispute Reso
	The articulation of these principles in the guiding objectives of the dispute management provisions sends an clear signal to both users and providers that fairness, due process and transparency are the benchmarks for resolving disputes and creating effec
	The Commission concluded overall that the code acts in the interests of facility owners and network users by including, and basing the dispute management procedures on, principles of natural justice and effective dispute management.
	
	
	
	Prompt settlement of disputes




	As noted above, the emphasis in the code is on cost effective, timely resolution which is strengthened by an obligation on the disputing parties to act in good faith and use all reasonable measures to resolve the issue.  Deadlines are set for each part o
	The time lines in the code, with the distinction between more and less urgent matters, assist parties to estimate the time and resources they need to commit to each stage of the process as well as attain a reasonable idea of how quickly their dispute wil
	The Commission considered that the code acts in the interests of facility owners and network users by including provisions that emphasise the timely resolution of disputes (ie time lines and court injunctions) but which also seek to balance procedural 
	
	
	
	Uniformity and impartiality




	All code participants and NECA are bound by the dispute resolution provisions.  Moreover it is required that the Dispute Resolution Adviser and Panels should be competent but without any conflict of interest in regard to an individual dispute.
	At the same time, the provisions allow for flexibility so that appropriate decisions can be made according to the circumstances and issues involved.  The stated objectives and subsequent provisions stress the need for responsiveness and timeliness in dec
	The Commission believes this approach balances th
	Nevertheless, in its draft decision the Commission observed that the capacity for disinterested decision-making would be enhanced if the membership of panels could be drawn from a wide spectrum of relevant interests and views, thus increasing the opportu
	Accordingly the Commission considered the code co
	To improve the efficient operation of the access 
	
	
	
	Publication of decisions




	While there is no provision for publishing the results of disputes resolved through internal processes, this may be a matter which NECA will address in its guidelines on internal dispute management systems.
	The Commission considers that, to be effective, dispute mechanisms must be publicly perceived as being fair, accountable processes which result in binding and workable decisions.  Given the newness of the code in terms of access and market arrangements,
	yielding useful feedback on the adequacy or otherwise of code provisions or operations; and
	assisting participants to resolve future disputes involving similar issues based on precedents decided by the adviser or panel.
	This should also provide a useful source of information in response to a major concern of both users and providers regarding the availability of information on how the code is operating and on decisions likely to affect their interests.
	Publication of information in this context is als
	
	
	
	Rights of appeal




	Resolution of a dispute by way of agreement or determination by the Adviser or Panel will be binding on the disputing parties.  Although there are not rights of appeal as such from one stage of the dispute process to the next, failure to resolve a disput
	As noted before, parties have a standing right to apply to a court for an injunction regarding the dispute.  In addition, questions of law which arise during a dispute may be determined by a court of competent jurisdiction.  This limited right of referra
	it maintains the ability of the dispute process to produce final decisions, especially on issues of fact; and yet
	it preserves the rights of parties to have outstanding legal questions decided by an authoritative body (ie the court).
	The provision by the code of an independent forum of appeal is another means of injecting independence and impartiality into the dispute process.  The confidence of users and providers in bringing matters to the dispute process will be enhanced because l
	The only potential drawback is that, while courts may be expert on the relevant legal issues, the complexity of the code and technical matters may require additional expertise not available to the court.  However, this can be addressed by such measures a
	It is in the interests of users, providers and the public that the dispute arrangements produce clear, binding and final decisions without unduly compromising the benefit of having important legal questions determined in an authoritative manner.  The Com
	
	
	
	Internal dispute mechanisms




	The first stage of the resolution process will rely on the internal dispute management systems (DMS) adopted by individual participants, subject to the criteria and guidelines devised by NECA.  The ideal of effective resolution of disputes at an early 
	Given the importance that it places on the timely resolution of disputes, the Commission raised the issue of time lines with NECA as a feature to be included in the internal dispute guidelines.  More generally, the Commission  indicated it would assess,
	
	
	
	State and Territory derogations




	Consistent with a transitional period to adjust to the code, access dispute resolution will be regulated by jurisdictional laws and regulators over that time.  The Commission recognises that this transition is a necessary feature of reform of the access
	For the most part, the transitional phase will be
	the lack of a final date for the Victorian derogations on distribution and the continued use of Victorian (rather than code) dispute procedures;
	the content and timing of South Australian dispute regulation, including the suggestion that commitment to the code will depend on the code adjusting its access arrangements to South Australian conditions; and
	the degree of autonomy from government in the ACT regulatory arrangements.
	The Commission’s draft decision recommended that 
	The code must be amended so that, by 2001, the di
	
	7.3.4The applicant’s response


	Since the draft decision, the applicant stated th
	\(a\)The dispute resolution regime provided fo�
	(5)a dispute concerning the proposed access arrangements or connection agreements of an Intending Participant or a Connection Applicant; or
	In response to the Commission’s other concerns ab
	In addition, since the pre-decision conference, the Commission has been informed that the ACT Assembly passed legislation in October 1997 establishing access dispute arrangements to be administered by a statutory regulator, the Independent Pricing and Re
	
	7.3.5The Commission’s findings


	The Commission considers the code’s principles an
	establishing a framework for uniformly applying procedures which can accommodate the diverse interests of all parties;
	being based on natural justice principles such as due process, rights of reply and representation, and publication of decisions;
	emphasising cost effective resolution with opportunity for disputes to be resolved mutually at the appropriate level;
	arranging for independently conducted mediation/ arbitration; and
	allowing scope for appeal to a competent court.
	Because interpretation of the code can lead to di
	The Commission considers that the code amendments which make explicit the coverage of intending participants and connection applicants properly address this issue and improve the rights of network users under the dispute resolution arrangements.
	In addition the Commission has been kept informed
	Overall, the Commission considers that these guidelines� are appropriately designed to:
	be used by participants, end use customers and regulators;
	deal flexibly with a wide range of conflicts and disputes;
	emphasise the importance of mediation and conciliation;
	involve expert and other third party assistance as required;
	document clearly the progress of individual disputes;  and
	provide administrative support and facilities to the disputing parties.
	The guidelines also integrate well with the other dispute resolution procedures set out in chapter 8 and should prove to be a important resource for facility owners and network users.
	The Commission notes the applicant’s response to 
	For these reasons, the Commission believes that it is important that this aspect of the dispute resolution provisions reflects the diverse interests involved in the access arrangements and electricity market.  Accordingly, clause 8.2.2 (c) should indic
	The Commission notes the applicant’s response tha
	The Commission considers that it is important that, at the end of the transition period, the dispute regimes for both transmission and distribution need to be consistent across the electricity market and compatible with the dispute procedures set out in
	The Commission is satisfied, on consideration of the ACT legislation, that the regulatory arrangements concerning access disputes in that jurisdiction will be autonomous from government and will follow procedures which adequately accommodate the interest
	In general, the Commission is satisfied that its 
	To widen the representation on NECA and the Dispute Resolution Panels pool, with due regard for expertise in dispute resolution and industry operations.  Clause 8.2.2 (c) should indicate the areas of the industry and market from which the dispute panel
	So that the Panel procedures stipulate that the P
	So that the dispute regime administered by each j
	7.4Enforcement
	7.4.1Issues for the Commission


	While disputes focus on disagreements within the 
	Demonstrable compliance with the code by participants will strengthen confidence in the code as a workable instrument for implementing electricity industry reform, particularly in the initial stages of the market.  Due to the impact breaches of the code
	deter contraventions of the code by providing:
	adequate incentives and disincentives to promote compliance;
	a prompt and efficient response to breaches; and
	a clear statement of code participants’ obligatio
	to promote confidence in, and support for, the code by providing:
	compensation for individuals suffering loss or damage arising from the breach;
	fair and transparent procedures which comply with
	consistent decisions; and
	proportionality between breaches and penalties.
	
	7.4.2What the applicant says


	The applicant indicated that the enforcement powe
	These powers are largely contained in the National Electricity Law (to be enacted in each of the participating jurisdictions), under which:
	service providers and network users must be registered with NEMMCO.  As part of being registered, participants agree to abide by the code provisions;
	penalties will be prescribed for code breaches;
	NECA has the power to investigate possible code breaches, and to impose limited penalties or apply to the National Electricity Tribunal for an order;
	questions of law are appealable to a State Supreme Court; and
	penalties imposed by the Tribunal are recoverable through debt recovery courts.
	The implementation of the code relies on section�
	Regulations will prescribe the code’s provisions 
	Provision
	Initial penalty ($) not exceeding
	Continuing penalty ($)
	Administered by
	Class A
	20 000
	No penalty
	NECA
	Class B
	50 000
	10 000 per day
	Tribunal
	Class C
	100 000
	10 000 per day
	Tribunal
	Breaches of other code provisions which are not classified by regulation, may also give rise to a civil penalty not exceeding $20 000.
	
	
	
	Enforcement proceedings:  code breaches




	NECA is primarily responsible for investigating a
	In performing this function, NECA may request information, initiate investigations and exercise rights of entry and inspection (as defined by the National Electricity Law) in respect of possible code breaches.
	If NECA receives written information alleging a b
	�
	If NECA considers that a code participant may have breached the code and that sanctions would be appropriate, NECA must notify the code participant of the alleged breach.
	If a code participant breaches a Class A provision, NECA may notify the code participant to pay the prescribed civil penalty.  The participant then has 28 days to pay the amount or apply to the National Electricity Tribunal for a review of the decision.
	If NECA considers that a code participant has breached any provision of the code, NECA may apply to the National Electricity Tribunal for an order.  The Tribunal:
	must declare whether or not the participant is in breach of the code;
	can make orders requiring the participant to pay a civil penalty;
	can impose a requirement on the code participant to:
	cease its breach of the code;
	take action to remedy a breach of the code;
	implement a specified program for compliance with the code; or
	any combination of these; and
	can suspend the registration of the code particip
	Unless the Tribunal directs otherwise, each party bears its own costs.  Parties to the proceeding can appeal questions of law to the Supreme Court.
	Either NECA or NEMMCO may direct a code participa
	Every six months NECA must publish a report summarising:
	matters referred to the Tribunal in the previous six months;
	all findings of the Tribunal during that period; and
	any demand for payment made by NECA under the Regulations or sanctions applied by the Tribunal under the National Electricity Law.
	NECA may publish additional reports on specific Tribunal matters and findings, including any sanctions imposed by NECA or the Tribunal.  A decision by NECA to publish an additional report is a reviewable decision.
	
	
	
	Other enforcement proceedings




	Where there is an alleged contravention of the co
	The code puts particular emphasis on participants
	In addition to the code’s enforcement procedures,
	In response to NECA’s application, participants d
	
	7.4.3The Commission’s considerations


	The application recognises the need to ensure that the code provisions are effective and adhered to by service providers and network users.  Consistent with this view, the Commission considers that the proposed access code and National Electricity Law pr
	use deterrents and penalties (such as fines and disconnection) as disincentives against behaviour detrimental to code and market objectives;
	require NECA to respond promptly to every allegation received;
	outline a common set of procedures and principles to be followed in gaining access;
	require compliance with definite standards to meet system security and technical obligations;
	allow the Tribunal to order the code participant to remedy the breach; and
	require NECA to publish a report summarising the 
	However, in its draft decision the Commission ide
	
	
	
	Failure to register with NEMMCO




	Section 9 of the National Electricity Law ensure�
	The penalty suggests that a contravention notice in respect of s. 9 is to be served on the defendant by NECA.  As the National Electricity Tribunal does not have the jurisdiction to hear proceedings for such contraventions, it is unclear whether NECA als
	The omission of the word ‘civil’ from the phrase �
	In its draft decision the Commission argued that the expected benefits from the NEM access code would be raised if:
	the procedure for bringing proceedings under sect
	NECA indicated that it is intended that a breach of s. 9 be prosecuted as a criminal offence and that NECA would provide the necessary information and evidence to the prosecuting authorities.  If prosecution is appropriate but the relevant DPP does not w
	
	
	
	Code contraventions




	Together, section 9 of the National Electricity �
	Due to the difference between the civil and criminal standards of proof, the imposition of civil as opposed to criminal penalties for code breaches should increase the likelihood of penalties being imposed, and thus the deterrent effect of the regulation
	In the absence of more information the Commission was concerned that:
	delay in publishing the regulations will add to the uncertainty as to how effectively the code will operate in practice;
	the range of penalties may be limited and inflexible in meeting the diverse circumstances of different breaches; and
	penalties may be inappropriately severe or lenient in response to particular breaches.
	As a result of these concerns the Commission’s dr
	the draft regulations classifying code provisions as Class A, B or C should be made available for public comment with a commitment to finalise them before the national market commences.
	
	
	
	Bringing an action




	Although NECA is intended to have primary respons
	Where NECA or a code participant has breached the
	Section 10\(1\) allows certain persons to brin
	Proceedings under section 10\(1\) may not come
	Given this range of concerns, in its draft decision the Commission stated:
	the right of code participants to bring an action against NECA and other code participants in respect of an alleged contravention of the code should be clarified.
	In its initial response, NECA advised that sectio
	NECA also stated that, since it is a non-profit b
	Without any success, the Commission, in its draft
	
	
	
	Tribunal Orders




	The range of orders which the Tribunal may make a
	The code states that the Tribunal can issue orders to disconnect a participant as the ultimate sanction for a default event as defined in the code.  However, there is no explicit provision in the National Electricity Law for the Tribunal to order disconn
	The lack of a clear power to disconnect may mean a Tribunal disconnection order could be challenged on the grounds of validity.  The Commission believes that at an appropriate time at or shortly after the commencement of the NEM, the Law should be amende
	the National Electricity Law should explicitly grant the Tribunal the power to order disconnection.
	
	
	
	Cross-vesting arrangements




	The Tribunal is empowered to adjudicate the code through a variety of orders and penalties set out in the Law and Regulations and its orders can be enforced through the Supreme Court of each jurisdiction enacting the Law.  Similarly, the Commission is em
	As a result of these concerns in the draft decision the Commission stated that:
	NECA should examine existing State and Commonwealth cross-vesting provisions to determine whether they will be sufficient to ensure the minimum amount of duplication and inconsistency in regard to the enforcement of the code, the Law and access undertaki
	
	
	
	Natural justice and efficient breach management




	The National Electricity Tribunal processes allow for:  disclosure of interests; pre-hearing conferences; representation of parties; public hearings; minimal formality of proceedings; written reasons for its decisions; and an avenue to appeal on question
	Consequently, the Commission believes that the provisions establishing the Tribunal are in the interests of facility owners, network users and the wider Australian community as they achieve an appropriate balance between an efficient response to breaches
	To a lesser extent, NECA is also accountable for its conduct.  The requirement to give feedback to informants ensures NECA promptly responds to every complaint received.  In addition, there is an avenue to appeal against a decision by NECA to impose a Cl
	However, under the code, NECA has been granted broad powers including the power to request information for investigations, and to unilaterally impose a penalty for Class A provisions.  These powers do not appear to be subject to any explicit procedural f
	Even though the code may not specify procedures w
	Consequently, the Commission indicated in its dra
	On a related issue, where NECA initiates an investigation, the costs are to be borne by the participant under investigation, even where no code breach is found and there is no subsequent enforcement action.  In its draft decision, the Commission stated t
	in those cases where an investigation by the NECA does not result in a penalty or Tribunal proceedings, then the NECA should bear the cost of the investigation.
	
	7.4.4The applicant’s response


	In response to the Commission’s concerns about th
	In relation to the Commission’s remaining concern
	
	7.4.5The Commission’s findings


	In general, the Commission believes the code’s en
	However, in assessing the code’s enforcement mech
	Nevertheless, the Commission believes that the ap
	The Commission also maintains its concerns on the
	The Commission is of the view that NECA must, usi
	In particular the Commission recommends that:
	NECA examine existing State and Commonwealth cross-vesting provisions to determine whether they will be sufficient to ensure the minimum amount of duplication and inconsistency in regard to the enforcement of the code, the Law and access undertakings.
	Procedural fairness be incorporated into NECA enf
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