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AusNet Services

About AusNet Services

AusNet Services is a major energy network business that owns and operates key regulated
electricity transmission and electricity and gas distribution assets located in Victoria, Australia.
These assets include:

1 A 6,574 kilometre electricity transmission network that services all electricity consumers
across Victoria;

1 An electricity distribution network delivering electricity to approximately 680,000 customer
connection points in an area of more than 80,000 square kilometres of eastern Victoria; and

1 A gas distribution network delivering gas to approximately 572,000 customer supply points
in an area of more than 60,000 square kilometres in central and western Victoria.

AusNetSer vi ces®6 purpose is 6to provide our cust o
solutions. 06

For more information visit: www.ausnetservices.com.au

Our AusNet Services Values are the foundation
for how we achieve our objectives

We're one
team

We deliver

Contact

This document is the responsibility of the Asset Management division of AusNet Services.
Please contact the indicated owner of the document below with any inquiries.

Charlotte Coster

AusNet Services

Level 31, 2 Southbank Boulevard
Melbourne Victoria 3006

Ph: (03) 9695 6000
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AusNet Services

Glossary
AARR Aggregate annual revenue requirement
AEMO Australian Energy Market Operator
AER Australian Energy Regulator
AMS Asset Management System
APS Anglesea Power Station
ASIC Australian Securities and Investments Commission
ASRR Annual Service Revenue Requirement
BAU Business-as-usual
BLTS Brooklyn Terminal Station
CBD Central Business District
CAM Cost Allocation Methodology
capex Capital Expenditure
CCP Consumer Challenge Panel
CESS Capital Efficiency Sharing Scheme
CGS Commonwealth Government Security
DC Direct Current
DCF Discounted Cash Flow
DGM Dividend Growth Model
DI Dispatch Intervals
DNSP Distribution Network Service Provider
EAM Enterprise Asset and Works Management
EBSS Efficiency Benefit Sharing Scheme
EGTS East Geelong Terminal Station
EGWWS Electricity, Gas, Water and Waste Services
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Glossary
EMLO Emergency Management Liaison Officer
EMV Emergency Management Victoria
EPA Environment Protection Authority
ERP Enterprise Resource Planning Platform
ESC Essential Services Commission
ESMS Electricity Safety Management Scheme
ESV Energy Safe Victoria
EUAA Energy Users Association of Australia
EWL East West Link
FBTS Fi shermanés Bend Terminal Stat.i
FMECA Failure Mode Effect Criticality Analysis
GDP Gross Domestic Product
GFC Global Financial Crisis
GIS Gas Insulated Switchgear
GST Goods and Services Tax
GTS Geelong Terminal Station
HTS Heatherton Terminal Station
HWPS Hazelwood Power Station
HYTS Heywood Terminal Station
IAP2 International Association of Public Participation
ICT Information and Communication Technology
IT Information Technology
ITOMS International Transmission Operations Maintenance Study
KPIs Key Performance Indicators
LMA Linking Melbourne Authority
MAR Maximum Allowed Revenue
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Glossary
MIC Market Impact Component
MPS Morwell Power Station
MTFP Multilateral Total Factor Productivity
MVA Mega Volt Amps
NCC Network Capability Component
NCIPAP Network Capability Incentive Parameter Action Plan
NEL National Electricity Law
NEM National Electricity Market
NEO National Electricity Objective
NER National Electricity Rules
NGO Non-Government Organisation
NIST-CSFCI National Institute of Standards and Technology Cyber Security
Framework for Critical Infrastructure
NPV Net Present Value
NSP Network Service Provider
OH&S Occupational Health and Safety
Opex Operating and Maintenance Expenditure
PCRs Protection & Control Requirements
PPIs Partial Performance Indicators
PTH Point Henry
PTRM Post Tax Revenue Model
PV Present Value
RAB Regulatory Asset Base
RCM Reliability Centred Maintenance
repex Replacement expenditure
RIN Regulatory Information Notice
RPP Revenue and Pricing Principles
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Glossary
RTS Richmond Terminal Station
ROTS Rowville Terminal Station
RWTS Ringwood Terminal Station
SAIP Smart Aerial Image Processing
SAUR Shared Asset Unregulated Revenues
SCADA Supervisory Control and Data Acquisition
SCC State Control Centre
SCO Synchronous condenser
SMTS South Morang Terminal Station
STPIS Service Target Performance Incentive Scheme
SVTS Springvale Terminal Station
TDM Transformer Dependability Model
TNIs Transmission Node Identifiers
TNSP Transmission Network Service Provider
TSTS Templestowe Terminal Station
TTS Thomastown Terminal Station
TUOS Transmission Use of System
VCR Value of Customer Reliability
WMTS West Melbourne Terminal Station
WPI Wage Price Index

REGULATORY PROPOSAL 2017-22 30 OCTOBER 2015 71332



AusNet Services

Highlights

Highlights

We will continue to provide
Victorian customers  with
efficient and low cost
transmission services

Transmission prices in Victoria will continue to be low and flat.
AusNet Services has the lowest total cost per customer of all
transmission networks in  the NEM. This reflects
AusNetSer vi ces 0 conti nuedicient cassati
management approaches.

We have reduced network
capex as an efficient
response to changing energy
market conditions

AusNet Services has re-evaluated capital projects in response to
lower network demand and the lower value placed on reliability
by consumers, as demonstrated by AEMOG6s revi se
the Value of Customer Reliability. Consumers will benefit from
these savings in the forthcoming regulatory period.

Our proposal increases inter-
generational efficiency and

equity in  response to
emerging energy market
trends

This proposal includes a modest acceleration in depreciation for
new investments. This better matches revenue recovery with
network usage and, therefore, delivers fairer and more efficient
outcomes.

Incentive regulation works

AusNet Services strongly supports incentive regulation and
welcomes the application of the stronger capital efficiency
incentive in the coming regulatory period. We will continue to
drive efficiency and perfor mance | mprovement
expenditure and service performance incentive schemes.

We have listened to
stakeholder views

We have captured and responded to feedback from our
stakeholders to develop our revenue proposal. This has helped
validate that the revenue proposal reflects the long-term
interests of consumers. We have highlighted where we have
incorporated feedback and, where we have not, we have
explained why.

Customers will benefit from
lower interest rates and debt
costs

AusNet Services is proposing a fair return on its assets, by
balancing the interests of both network users and investors. Our
proposed cost of capital is below that which has applied in the
current period.

We intend to pass on to customers the fall in interest rates
through our approach to setting the cost of debt. We have set
aside the AER@psachsta estineating the cost of
equity because, in the current environment, it does not deliver a
return to equity holders which reflects market realities.

Current trends are recent
changes are reflected in every
building block

Changing energy market trends such as declining consumption
and emerging technologies make it prudent to reduce capital
investment and accelerate depreciation. The deferral of capital
works has a consequential impact on reliability.

The interactions between the proposed building blocks have
been carefully considered to propose the lowest overall present
value cost for consumers.

REGULATORY PROPOSAL 2017-22
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Executive Summary

Executive Summary

AusNet Services' (formerly SPAus Ne't ) owns and operates Victo
transmission network.

This proposal sets out AusNetS e r v i experdidure plans for the electricity transmission
network for the five years from 1 April 2017, and the associated revenue requirements. The
proposal excludes augmentation plans for the shared network, which are the responsibility of
AEMO.

Some of the key features of the proposal are set out below.

AusNet Services will Continue to Deliver Low Cost Transmission Services

Over the next five years AusNet Services will continue to provide a reliable, low cost electricity
supply for Victorian consumers. AusNet Services has the lowest cost per customer of all
transmission networks in the NEM and this is not expected to change over the next regulatory
period.

We have the lowest cost per customer of all transmission networks in the NEM

Revenue per customer ($s, real 2015) Totex per customer ($, real 2015)
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Source: Benchmarking data, 2014 Electricity Transmission Benchmarking Report Excludes Easement Land Tax for
AusNet Services.

This revenue proposal has been developed with the price impact in mind. AusNet Services has
responded to stakeholder feedback by focusing on keeping prices low. However, given our
reliability and safety compliance obligations, we have balanced cost reductions with the need to
replace and maintain ageing assets.

Transmission prices are forecast to increase by an average of 1.8% per annum in real terms
over the 2017-22 regulatory period. Easing price pressure as a result of a reduction in capital
expenditure and relatively low and stable financing costs are offset by:

1 An increase in forecast depreciation (an additional $30m per annum, or 5% of average
annual revenues) driven by asset base growth and a modest acceleration in the rate of
depreciation for new investments;

i Asset base growth driven by new investments together with AEMOG® s augment a
decisions in the current period, providing an additional $27m per annum return on capital
invested, or 5% of average annual revenues;

The relevant licenced entity is AusNet Services Transmission Group Pty Ltd (ABN 78 079 798 173).
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Executive Summary

1 A modest increase in opex (an additional $19m per annum, or 3% of average annual
revenues); and

1 Anincrease in the proposed tax allowance as a result of a decline in the value of imputation
credits (an additional $19m per annum, or 3% of average annual revenues).

Despite this, Victorian transmission prices w
Price growth since privatisation (Index) Revenue per GWh delivered ($, real 2015)
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Source: Huegin Consulting, AER RIN data, AusNet Services

In recent regulatory reviews, many network service providers have proposed real price
reductions, following a period of particularly high growth in electricity prices in some
jurisdictions. The proposed reductions are partly due to lower financing costs as the impact of

the Global Financial Crisis (GFC) dissipates. In contrast to other network companies,
AusNetSer vi cesd® current determination was made | es
the benefits of the reduction in financing costs post-GFC are already reflected in current prices.

Therefore, much of the impact of the GFC is already reflected in the transmission prices

charged by AusNet Services, and there is less flexibility to further reduce Victorian transmission

prices as a consequence.

AusNetServicesd financing c¢ oGRCsondiionseady refl e
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Source: AER, AusNet Services analysis
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Executive Summary

AusNet Services is Efficiently Responding to Change

Since AusNetSer vi cesd® previous transmission revenue
exogenous changes that have required AusNet Services to revisit its capital expenditure plans.

These changes are reduced growth in network dem
estimated Value of Customer Reliability (VCR).

Forecast demand and the Value of Customer Reliability (VCR) have declined
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Source: AEMO

The need for investment in new and replacement transmission infrastructure is reduced as the
energy sector embarks on a period of potentially significant transformation. This is apparent
from a reduction in forecast demand seen over the last few years (except for a slight reversal in
2015). Customers do not place as high a value on reliability as previously, as evidenced in the

| ower value ascribed to VCR in AEMGGEreasedtevelst r e
of uncertainty in relation to the longer term need for some transmission assets, means that
AusNetServicesd6 | atest <capital wor ks program i s re€

Similarly augmentation programs planned by AEMO are reduced for the next regulatory period.
As already noted, AEMO-directed augmentation of the shared network is outside of the scope of
these capex forecasts.

This reduction in capital investment means that existing assets will remain in place for longer
than originally planned. This will result in an overall cost saving to customers. However, as
there is a trade-off between price and reliability, there will be a gradual decline in reliability. This
has been reflected in AusNetSer vi c e s 6 pneentiveoschemaerpmpmosal, which includes
adjustments to targets measuring the number of loss of supply events.

In addition to expected savings due to major project deferrals, the planned rebuild of West
Melbourne Terminal Station has been re-scoped following the increase in land availability at the
site. This has enabled a significantly cheaper Air Insulated Switchgear replacement project to
proceed, saving customers approximately $90m.

Improving the Sustainability of our Network Investment

Technological advancements are transforming the energy industry, changing the generation mix
and creating opportunities for customer participation in producing and consuming electricity.
These changes have begun to impact the transmission network but, at this time, the longer-term
impacts of these developments are unclear.

AusNetServicesd6 revenue proposal addresses these ¢
current and future network users. Given that network utilisation per customer is likely to reduce
in the future, it is both efficient and equitable to recover a slightly higher proportion of
investment costs from current, rather than future, network users. For this reason a small
acceleration in the depreciation of new network assets is proposed. The current environment of
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Executive Summary

low financing costs and reduced capital expenditure provide an opportunity for this approach to
have minimal impact on transmission prices.

RAB per customer and transmission prices are forecast to decline, in line with expected
utilisation trends

Real opening RAB per customer (3, real 2016-17) Long-term price trends (cents per kWh)

1100 0.85

1050 0.80

0.75
1000

0.70

930 = Current
0.65 Approach

——Proposed
900 0.60 Approach

850 0.55

0.50
D B o a O s
ORCTOR R TR TN T IR RO

800
2014-15 201516 201617 2017-18 2018-19 2018-20 2020-21 2021-22

Source: AusNet Services analysis

The majority of stakeholder feedback received strongly opposed accelerated depreciation. This
has been factored into the development of our proposal, as AusNet Services has limited the
application of accelerated depreciation to new investments.

Whi |l e st akeedbacH isl &cknewbedgéd, AusNet Services remains convinced there is

mer it to this approach. -t Blhend NEQ t € orgessita ke f t tal
considered. Engagement has been conducted with stakeholders substantially representing

current consumers, rather than future consumers. It is therefore necessary for a network

service provider to extrapolate to some degree, to provide a reasonable assessment of the

long-term interests of future consumers (including the future interests of existing consumers).

AusNet Services considers that it will be neither equitable nor efficient for future consumers to
pay the same capital costs as current customers if future network utilisation is substantially
lower. As noted above, it is likely that future network utilisation will decrease over time and,
therefore, the proposal to accelerate depreciation is retained as a reasonable approach to
addressing this asymmetry. For this reason, we have retained our proposal to accelerate
depreciation but moderated it to address stakeholder concerns.

We have Listened to Stakeholder Preferences

The strong reliance of the Value of Customer Reliability (determined by AEMO) in our capital
expenditure forecasting methodology ensures that
in this revenue proposal. In relation to the price-reliability trade-off, we have implemented what
consumers have decided, reaching the highest level of engagement under the International
Association of Public Participationdés Engagement

AusNet Services has also undertaken a stakeholder engagement program which has centred
around three sequential forums, through which we have captured stakeholder feedback on key
aspects of the revenue proposal. We have modified our plans where appropriate and where we
have chosen to depart from stakeholder views we explain why we have done so.
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Executive Summary

More Detail on our Revenue Proposal

Forecast Revenue and Prices

As a result of significant efforts to identify and implement strategies to reduce its required
revenue, AusNet Services is able to propose a lower forecast than a piece-by-piece approach to
addressing the key drivers outlined above would support. The revenue proposal manages the
price impact on consumers without compromising investment incentives or the quality, safety,
security or reliability of AusNetSer vi cesd el ectricity esteercanfliatings .
objectives of the National Electricity Objective in a way that AusNet Services considers is
equitable and reasonable.

AusNetSer vi cesd tot al revenue-22rregglaioryrperiotein®2,946.3mer t h e
(smoothed, real 2016-17). This represents an 8% increase compared to average allowed
revenue for the 2014-17 regulatory period.

Figure ES1: Total Revenue Requirement ($m, real 2016-17)

700

600
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400
300
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2014-15 201516 2016-17 2017-18 2018-19 2019-20 2020-21 2021-22

mActual revenue  mExpected revenue = Forecast revenue

The proposed price path represents an average increase of 1.8% per annum in real terms over
the forecast period. The proposed price path is calculated as proposed revenue, divided by
forecast Victorian electricity consumption. As there is a small increase in proposed revenues,
and growth in forecast electricity consumption is very low, the resulting price path is relatively
flat.
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Figure ES2: Indicative Price Path ($ per MWh)
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Source:Aus Ne t Servicesd PTRM

This price outcome is considered to be in the long term interests of electricity consumers, given
that the individual components of the revenue proposal have been developed with the interests
of current and future consumers in mind, including through the use of the VCR in forecasting the
capital expenditure requirement and by incorporating feedback received through the
stakeholder engagement process. Benchmarking metrics confirm that AusNet Services has
delivered low-cost and efficient transmission services and the proposed price path is a
continuation of that trend.

A high-level overview of the components of forecast revenue is provided below. More detail on
each is contained in the following chapters of this revenue proposal.

Capital Expenditure Requirements

AusNetServicesd6 capex forecast i s dr i vsednon hsget
condition. AusNetSer vi ces® rigorous asset management
cycle cost. Through this approach, an optimal balance is struck between the costs of asset
replacement and maintenance on the one hand, and the risk and cost of deteriorating asset
performance on the other. Changing utilisation patterns are also taken into consideration.

AusNetSer vi ces 6 t ot a xperfditure 0281522 i<$d4d.6n (sehl 2086-17). This
forecast represents an 8% reduction in total capex compared to current period actual and
forecast expenditure.

REGULATORY PROPOSAL 2017-22 30 OCTOBER 2015 147332
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Executive Summary

Figure ES3: Actual and forecast capex ($m, real 2016-17)
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CBD rebuilds Regulatory Allowance

As already noted, the decline in forecast demand and the VCR have resulted in significant
deferrals to the economic timing of major projects, with approximately $145m (or 19% of capex
proposed) deferred beyond the 2017-22 regulatory period. The latest expected timing of major
station replacement projects to be delivered is shown below.

Figure ES4: Indicative Major Projects Timing

Forecast Period

Regional Dederang H3
Stations Heywood 500kV
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e Templestowe B2 66k\ I

> Templestowe B1 B3
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South Morang t > Brooklyn (St2)
Fisherman's Bend (St1) Fisherman's Bend (St:

Stations

2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030

Note: Projects that were previously expected to be undertaken before 2030 but have been deferred beyond this date are not
represented in the above figure.
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Executive Summary

AusNet Services welcomes the introduction of the capex incentive schemes in the forthcoming
period. AusNetSer vi ces wi | | be the first net work to
review, as an efficiency assessment of its capital expenditure for the 2014-15 year will be part of

this review.

Operating Expenditure Requirements

Forecast operating expenditure is based on current expenditure levels and expected increases
for network growth and labour costs. These are slightly offset by a reduction to account for
expected productivity improvements over the period.

AusNet Services has also identified a small number of step changes driven by asset
retirements, capex-opex trade-offs and regulatory changes.

Figure ES5: Actual and forecast controllable opex ($m, real 2106-17)
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Performance under the opex efficiency incentive scheme has continued to be strong over the
current period and AusNet Services will continue to respond to efficiency incentives in the next
regulatory period.

Return of Capital (Depreciation)

AusNet Services is proposing to accelerate depreciation for new investment in the forthcoming
regul atory period. To manage the price impact
acceleration is proposed. This moderate increase is shown in the figure below.
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Figure ES6: Accelerated vs Straight Line Depreciation ($m, real 2016-17)
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Current allowance

This proposal does not change the present value of the investment costs recovered from
consumers. However, it does change the profile of cost recovery. A higher proportion of the
cost of new investments will be recovered from current consumers, and a lower proportion of
cost will be recovered from future consumers. This is consistent with the expected trend in
network utilisation, which is likely to fall over time.

This acceleration in the depreciation allowance is an appropriate means to address the
increased utilisation risk that networks are currently facing. This is a risk that is not
compensated for elsewhere in the regulatory framework, including through the rate of return.

Return on Capital

It is essential that the rate of return is set at an adequate level to allow the level of financing
required to enable networks to undertake investment.

AusNet Services is proposing a fair return on its assets from both the perspective of customers
and investors, thus balancing the objectives reflected in the National Electricity Objective. In
particular, the relatively significant fall in interest rates and debt costs experienced in worldwide
markets are being passed back to customers. However, AusNet Services considers that, in a

|l ow i nterest rate environment, the AERO6s Gui

holders which is reflective of market realities. This, therefore, distorts the balance between an
equitable return to customers, on the one hand, and to investors, on the other hand. Despite
proposingtosetasi de t he AERO6s &dSpprvozelsd AuodpPotsed
than that in the current period.

The industry has presented substantive evidence that cost of equity does not fluctuate in line
with the underlying interest rate; rather, it is counter-cyclical. This was best illustrated in the
fallout from the GFC, where central banks around the world cut interest rates to protect their
economies while a simultaneous reassessment of risk by investors sent equity premiums
upwards.
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Executive Summary

AusNet Services has submitted alternative cost of equity models which better reflect this reality
than the AERGO6s c¢ h defequityimodelri dhe siinplenbut targedy superseded
Sharpe-Lintner CAPM. AusNet Services considers that the use of models that better reflect the
observed real life outcomes in equity markets actually leads to less volatile price outcomes for
customers as well as businesses as equity premiums fall when interest rates are above their
long term averages. In short, it is submitted that the inclusion of alternative models better
achieve the outcomes of the national electricity objective.

Service Standards Proposal

AusNet Services and AEMO have agreed to close the Availability Incentive Scheme (AIS). This
legacy scheme provided incentives which duplicated or conflicted with those provided by the
AERO&6s Service Target Per f or maTlheeffectivendate of tlaswresof
the AIS has not yet been confirmed; however AusNet Services has proposed that it ceases from
1 April 2016. This will enable AusNet Services to pass back $2.3m to customers in the 2016-17
regulatory year. We are currently awaiting a decision from AEMO on whether it supports this
timing.

AusNet Services was the first network to participate in Network Capability Component of the
STPIS. This has delivered consumer benefits in the current regulatory period and will continue
to do so beyond the end of the period.

AusNet Services will be the first TNSP to be subject to the new version of the STPIS (v5) and
proposes targets which will appropriately drive and reward service performance improvements
at a level consistent with the signals provided by the reduction in the VCR.

Conclusion

AusNet S e r v iregelatody proposal properly serves the long-term interests of its customers.
The proposal meets the immediate needs of the network and delivers a longer term vision for
the network that sees the network continuing to provide efficient transmission services in a safe
and reliable manner.

AusNet Services has carefully balanced curre nt and future consu
addressing the need to attract and retain long-term investment to provide assurance that its
electricity transmission business remains viable and sustainable, and capable of delivering safe
and reliable transmission network services, into the future.
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Chapter 171 Introduction

1 Introduction

11 Purpose of this Document

AusNetSer vi ces owns and operates VictorTharesvorke!| ect |
serves Victoria, covering an area of approximately 227,600 square kilometres and serving a

population of over 5.9 million people, or more than 2.1 million households and businesses.
AusNetSer vi ces®6 organisational structur e, internal
are all focused on delivering safe and reliable network services to transmission customers at an

efficient cost, consistent with the NEO.

This Revenue Proposal sets out the expenditure plans and revenue requirements for the
Victorian electricity transmission system owned and operated by AusNet Services (formerly
SP AusNet). It covers the five year period from 1 April 2017 to 31 March 2022, and relates to
the following transmission services:

1 Prescribed transmission use of system services and prescribed common services, both of
whi ch ar e pr o vAustralidn Efiergp Maokat IOpetatort(AEMO). These services
refer to the use of the transmission network for the supply of electricity;

1 Prescribed entry (connection) services, which are provided to generators. These services
enable generators to export electricity into the transmission network; and

1 Prescribed exit (connection) services, which are provided to distributors and directly
connected customers. These services enable distributors and directly connected
customers to draw electricity from the transmission network.

Under the Victorian transmission planning arrangements, AusNet Services does not have
responsibility for planning augmentations to the Victorian transmission system. In contrast to
other Transmission Network Service Providers (TNSPs) which participate in the NEM, therefore,
this Revenue Proposal does not consider future transmission network and transmission
connection augmentations. This is discussed further in section 1.3 below.

The revenue proposal has been developed in accordance with AusNet S e r v iappeoged Cost
Allocation Methodology (Appendix 1A) and Related Party Arrangements (Appendix 1B).
Accordingly, the expenditure forecastsr ef | ect ar mod s doeohcgritam arty eelateds a n d
party margins.

The Introduction is structured as follows:

1 Section 1.2 outlines the regulatory developments that have occurred since AusNet
S e r v ipewossidetermination;

i Section 1.3 describes the responsibilities of different parties in relation to the Victorian
transmission network;

i  Section 1.4 provides an overview of AusNetSer vi ces 6 transmission net
1 Section 1.5 sets out the structure of this regulatory proposal.

The Revenue Proposal must address all of the relevant matters set out in the NER and the
Reset RIN. In this regard, Compliance Checklists have been provided to identify the location
within the Revenue Proposal and supporting documents of information provided in accordance
with each relevant clause of the NER and the Reset RIN.
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12 Regulatory Developments i Better Regulation

At the time of AusNet Services62014 transmission determination, important changes to the NER
were beingi mpl ement ed t hr cttegRegutatior refékre Rrédgsam. BTo facilitate a
quicker transition to the new arrangements, the current determination applies for three years,
instead of the typical five year duration.

In broad terms, the Better Regulation reform program focused on the following changes to
regulatory process:

1 Consumer engagement 7 to ensure that consumers have genuine input to the regulatory
process.

AER guidelinesit o expl ain the AEROGs approachk. to regul

Benchmarking 7 to provide an appropriate role for benchmarking in regulatory decision-
making.

AusNet Services supports the new regulatory arrangements, including the increased focus on
consumer engagement and benchmarking. Price-service-risk preferences are best understood
by engaging with consumers on the available options.

Some useful observations on the drivers of relative efficiency can be made from the
benchmarking measures. However, it is important to recognise that benchmarking is less
informative for transmission companies compared to distributors. This is driven partly by the
comparatively small number of TNSPs and the diversity in their operating environments and
network design.  Therefore, benchmarking is better suited to assessing productivity
performance over time rather than relative efficiency.

In the context of the Better Regulation reform program, the key objective for this Revenue
Proposal is to satisfy the regulatory requirements and objectives set out in the NER and the
AERO®s Gu.i AusNetiSandcss recognises that the AER® approval of a revenue proposal
is contingent upon, amongst other things, the AER being satisfied that consumer input has been
properly taken into account in the companyds exp

1.3  Transmission Arrangements in Victoria

After the disaggregation and privatisation of the Victorian electricity industry during the 1990s,

responsibility for Victoriabés transmission netwo

1 AEMO (then the Victorian Power Exchange) i responsible for planning the shared network
and procuring network support and shared network augmentations;

1 AusNet Services (then PowerNet Victoria) i the asset owner, responsible for operating and
maintaining the network; and

1 Transmission customers i responsible for planning and directing the augmentation of their
respective transmission connection facilities.

The formal responsibilities of the parties are set out in Victorian legislation, the licences,
guidelines and codes administered by the Essential Services Commission (ESC) and the
National Electricity Law (NEL). Together these instruments describe the model for the planning,
procurement and provision of electricity transmission services in Victoria.

As noted previously, the transmission network planning functions in Victoria are separated from
network ownership and operation. These arrangements differ from those in other NEM
jurisdictions, where planning and responsibility for augmentation is not separated from the
incumbent transmission company (although independent planning oversight occurs in South
Australia).
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The relationships between the parties listed above and the regulators are shown in the figure
below. These arrangements have implications for the definition of AusNetSer vi ces 0
transmission services, which are subject to the revenue cap proposed in this document.

Figure 1.1: Institutional Arrangements for Victorian Transmission

Regulators

Licence and
Revenue
Determination

Licence and Access

Bevenug . Undertaking
Determination

Access
Undertaking

Network Services Network Services

Non-contestable Network Services Victorian Contestable
Supplier of Network Services
Connection Network Services AusNet Services
Assets Owner Other Network Owners

AEMO

AusNet Services AusNet Services

Network Charge Network Charge

Connection
Connection
Agreements

Agreements
Connection Services

Connection Services

Network Services

TUOS Charges
TUoS Agreements

Connection Charges
Connection Charges

Network Users
Distributors, Generators

Source: AusNet Services

Further details of the Victorian arrangements, including the planning roles of AEMO and
connected parties, are summarised below.

1.3.1 Australian Energy Market Operator (AEMO)

AEMO is a non-profit organisation responsible for planning and procuring augmentation of the
Victorian shared transmission network under applicable Victorian regulatory instruments, as well
as derogations in the NER.

A E MO 6 anning lobjective for Victoria is to ensure that the network will, over the long term,
optimise the total delivered cost of electricity to consumers, while maintaining a safe a reliable
supply of electricity. To achieve this objective, AEMO adopts a probabilistic planning approach
in which the transmission network is augmented when the economic benefits of the
augmentation, arising through avoidance of unserved energy or congestion, equal or exceed
the costs of implementing the augmentation.

The value of avoided unserved energy is estimated using the Value of Customer Reliability
(VCR). The VCR values are derived from surveys of consumers, which are undertaken every 5
years and indexed annually. AEMO accepts that some level of network congestion or unserved
energy is economic.

Urgent or unforeseen circumstances may necessitate augmentation of the Victorian
transmission network without AEMO conducting a probabilistic cost-benefit analysis. AEMO
notes that these circumstances may include®:

2 AEMO, Economic Planning Criteria i Victoria, October 2011, p. 4.
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1 A change in government policy requiring or directing an urgent augmentation;
1 Actual demand is found to be significantly different to forecast; and
1 Natural disaster or other emergencies.

In accordance with section 50F of the NEL, AusNet Services must not augment the Victorian
shared network, unless:

1 AEMO authorises or directs it to carry out the augmentation; or

T AusNet Services is selected through a competitive tender conducted by AEMO to carry out
the augmentation; or

1 The augmentation is authorised by the Rules.

AEMOdet er mi nes whet her an augmentation is to
competitive tender, even if it is an augmentation to the shared network. It is important to note
that contestable network services are excluded from this Revenue Proposal, as the revenues
are determined by competition rather than regulation.

AEMO defines a transmission network augmentation as contestable if the capital cost is
reasonably expected to exceed $10m and it can be constructed as a separate augmentation
(i.e. the assets forming that augmentation are distinct and definable)®. The Rules provide for
AEMO to classify an augmentation as non-contestable if*:

1 The delay in implementation as a contestable augmentation would unduly prejudice system
security; or

9 Itis not economical or practicable to treat the augmentation as a contestable augmentation.

Non-cont establ e augmentations are Orolledd i
section 1.3.3.

Asset Retirement Decisions

Recently it has become apparent that the Victorian split in responsibilities does not
comprehensively deal with the situation where network assets are no longer required. While
Section 50F of the NEL clearly states that AEMO can direct the augmentation of the
transmission network, there are no equivalent provisions for network contraction, through asset
retirement and potentially removal.

The assessment process and supporting information required to make decisions to augment the
network is very similar to that to reduce the capacity of the network. It may be logical that
AEMO, as network planner, is able to both direct capacity increases and make decisions on
capacity reductions, with input from AusNet Services.

AusNet Services and AEMO are working together to consider the appropriate regulatory
arrangements for network contraction decisions. Going forward, there may be an increased
need to retire shared network assets compared to previous years, due to softening network
demand.

1.3.2 Connected Parties

In Victoria, parties connected to the transmission network are responsible for the planning and
augmentation of their connection assets. Therefore, the five Victorian distribution businesses
are responsible for planning and directing the augmentation of those facilities that connect their
distribution systems to the shared transmission network. The Victorian distributors plan and

3 AEMO, 2014 Victorian Annual Planning Report, June 2014, p. 86.

Clause 8.11.6(b).
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direct the augmentation in a way that minimises costs to customers, taking into account
distribution losses and losses that occur within the transmission connection facilities.

Other connected parties (major consumers or generators) are responsible for their own
connection planning, although they can choose to delegate this task to a distributor.

In the event that a new connection or an augmentation of an existing connection is required, the
connected parties must consult with and meet the reasonable technical requirements of AEMO,
AusNet Services and other affected parties. Each year the Victorian distributors publish the
Transmission Connection Planning Report, which sets out their planning criteria, and assesses
the risks of lost load and options for meeting forecast demand.

In planning network replacements, AusNet Services consults with AEMO and the Victorian
distributors in relation to future network and transmission connection augmentations. This
ensures that asset replacement and capacity augmentation works are optimised, and all
opportunities for cost synergies are identified and, where possible, network augmentation is
avoided using alternative solutions, including the adoption of innovative technology.

1.3.3  Augmentation of the Shared Network : Group 3 assets

During any regulatory control period, AEMO or a distribution business may request
AusNet Services to augment the transmission network or distribution connection services.
These capital expenditure works are not contestable and AusNet Services undertakes them at
the direction of the responsible planner (AEMO for transmission, and the Distribution Network
Service Provider (DNSP) for distribution-transmission connection). Although these assets
provide prescribed transmission services, they sit outside the regulatory asset base and are
governed by commercial contracts until the subsequent revenue determination, when they are
rolled into the regulatory asset base if they satisfy the relevant criteria for being included in the
regulatory asset base. AusNet Services and AEMO refer to the assets that provide these
services as 6Group 3 assetsb.

At each revenue reset, a number of Group 3 assets commissioned since the last revenue reset
are rolled into the regulatory asset base for the first time. The purpose of this process is to
recognise those investments undertaken in the previous regulatory control period, and ensure
that AusNet Services earns an appropriate regulated return in respect of these assets. These
new additions to the regulatory asset base are subject to the same rules regarding depreciation
and escalation as other assets that provide prescribed transmission services. The regulatory
arrangements governing the roll-in of these assets are set out in NER 11.6.21(c).

Given the roll-in process, the forthcoming Revenue Proposal will relate only to the provision of
prescribed services as at 31 December 2014, being the practical cut-off date for the roll-in of
existing Group 3 assets. Accordingly, the expected costs and revenues associated with the
provision of any prescribed services commissioned after 31 December 2014 will be excluded
from the forthcoming revenue cap.

The figure below shows the different regulatory approach to replacement capital expenditure

and Group 3 assets. Specifically, AusNetSer vi cesd® forecast replacemen

included in the regulatory asset base and remunerated through the revenue cap. As explained
above, however, Group 3 assets are remunerated through commercial contracts initially and
then can be rolled into the regulatory asset base at the next revenue reset.
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Figure 1.2: Replacement and Group 3 assets

Replacement Group 3
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Source: AusNet Services

The peri-obdécobr @Glrloup 3 assets i ncreases the v
consequence, the operating expenditure allowance must increase to manage the higher volume
of assets that must be inspected, condition assessed and maintained. Details of
AusNetServices6 operating expendituréd requirements

In addition to replacing network assets, AusNet Services also incurs non-network capital
expenditure associated with the new network assets, relating to buildings and property,

vehicles, and IT. These assets provide essential support to the business, and AusNetSer vi ces 0
expenditure plans therefore also include non-network requirements. AusNetSer vi ces b6 c afj
expenditure requirements for the forthcoming regulatory period are explained in chapter 4.

14  Overview of AusNet S e r v iTrams®ission System

AusNetSer vi ces 6 tsystam gpenates atiS@kV, 330 kV, 275 kV, 220 kV and 66 kV,
and generally i ncl udes those assets bet weengenerators andpoi nt
distribution companies, as illustrated in the figure below.

Figure 1.3: Facilities and Assets in the Victorian Electricity System

JONVNILNIVIW TVNNNY

,000 Transmissi ion 49 Terminal stations
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RATION > TRANSMISSION < DISTRIBUTION

AUSNET SERVICES ELECTRICITY NETWORK

Source: AusNet Services
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AusNetSer vi ces 6 electricity transmission net wor k
transmission lines that transport electricity from power stations to electricity distributors and

large customers. The highest recorded operational demand during summer 20137 14 was

10, 313 MW, which was significantly higher than
demand (9,774 MW).°

The network is centrally | ocated among Australi.i
Energy Market (NEM), and provides key connections between South Australia, New South

Wal es and Tasmani ads electricity transmission
AusNet S e r v itranensis8ion network include:

T Two 330 kV lines from Dederang Terminal Station, to the Murray Switching Station (NSW);
T One 330 kV line from Wodonga Terminal Station to Jindera (NSW);

T One 220 kV line from Red Cliffs Terminal Station to Buronga (NSW);

T Two 275 kV lines from Heywood Terminal Station to South East Substation (SA);

T One 220 kV circuit from Red Cliffs Terminal Station to Berri (SA); and

1

One 500 kV circuit from Loy Yang Power Station to the 400 kV HVDC circuit between Loy
Yang and Bell Bay (TAS).

The transmission network consists of a 500 kV backbone, running from the Latrobe Valley,
through Melbourne and across south-west Victoria to Heywood. The backbone serves the
major load centres and is reinforced by:

1 A 220 kV ring around Melbourne supplying 220 kV / 66 kV / 22 kV terminal stations;

T Inner and outer rings of 220 kV / 66 kV / 22 kV terminal stations in country Victoria
supplying the regional centres; and

9 Interconnections with New South Wales, South Australia and Tasmania.

The transmission system location, configuration and voltages are illustrated in the figure below.

° AEMO, 2014 Victorian Annual Planning Report 2014, June 2014, p. 3.
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Figure 1.4: Victorian Electricity Transmission System
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Metropolitan Melbourne is served by 500 kV and 220 kV networks which receive power from

major generators in the Latrobe Valley, the Victorian hydro-electric power stations, the gas-fired
Newport power station and the interstate links.

The configuration of the metropolitan transmission system is shown in the figure below.

Figure 1.5: Metropolitan Melbourne Electricity Transmission System
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