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Decision-making mechanisms for transition to Stand-alone

Power Systems Introduction

1. Introduction

This paper summarises the outcomes of the workshop held on 29 November 2017 on the decision-making
mechanisms for customers transitioning from being supplied from the interconnected grid to being supplied
via a stand-alone power systems (SAPS). The workshop was attended by representatives from the Energy
Market Transformation Project Team (EMTPT), as well as the Australian Energy Market Commission
(AEMC) and the Australian Energy Regulator (AER).

In particular, this paper sets out the key elements of two decision-making mechanisms:

1 the first applying where the transition to a SAPS is led by a Distribution Network Service Provider
(DNSP)%, and is used to provide regulated standard control services (at a lower cost than traditional
network solutions); and

1 asecond decision-making framework, that would apply where the transition to a SAPS is customer-led
as a contestable service.

This mechanism could apply, for example, in instances where the transition to a SAPS was led by a
council, a community group, a developer (in the case of a brown-fields development involving
premises that are currently grid-connected), or by a DNSP-affiliated company as a ring-fenced,
contestable service.

The workshop agreed that these mechanisms should be developed as two separate workstreams, albeit
that commonalities between the two in terms of the issues addressed should be taken into account.

In particular, as discussed below, the decision-making mechanism for a DNSP-led transition may be
developed ahead of the customer-led mechanism, given the need to have a mechanism in place to avoid
regulated expenditure on more costly alternatives (particularly ahead of the next Victorian DNSP regulatory
review in 20192). The issues raised in the DNSP-led mechanism also appear more tractable.

The paper identifies key issues that would need to be addressed in fleshing out and implementing both of
these mechanisms, and therefore also serves as a forward work program.

1.1 Focus of the decision -making mechanisms

The focus of this EMTPT workstream is the appropriate transition process and providing certainty as to the
regulatory arrangements that will apply (eg, customer protections), for customers that are currently supplied
electricity via the interconnected National Energy Market (NEM) network to transition to a non-connected
SAPS.

Separate EMTPT workstreams are considering:
i1 the development of a consistent, best-practice approach to the jurisdictional regulation of SAPS through
a jurisdictional Regulators Working Group; and

9 ensuring the regulatory arrangements for thinly connected microgrids and SAPS do not result in
outcomes contrary to consumer interests and the National Electricity Objective (NEO). The EMTPT will
consider the outcomes of the AEMC6 embedded networks review,? in this regard.

Whilst the development of an appropriate decision-making mechanism will need to remain cognisant of
developments in these other workstreams, they are separate to the current exercise.

'Or a Transmission Network Service Provider (TNSP). { % _o¥a_ o JSG. s aMlL o1's
that may be more efficiently served using a SAPS. However, the majority of cases are likely to involve a DNSP.

2 A key driver for DNSP-led SAPS in Victoria is where they represent a lower cost solution in terms of lowering bushfire risk.
3 AEMC, Review of regulatory arrangements for embedded networks, Final Report, 28 November 2017.
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The focus of the mechanism is on groups of customers transitioning to a SAPS. However, in the case of
DNSP-led transition, arrangements for the transition of single customers should also be covered by the
mechanism (which may be simplified in this case, as discussed in section 3.2).

The arrangements for individual customers who choose to exit from the grid (unrelated to any DNSP-led
transition) are separate to this exercise. Similarly, the arrangements for customers who are already in a
SAPS, or for greenfield developments of SAPS, are outside of the scope of this exercise.

The decision-making mechanisms presented in this paper build on the analysis and consultation that has
already been undertaken by the EMTPT,* as well as that undertaken by the AEMC in the context of its
December 2017 Rule change determination on alternatives to grid-supplied network services.

4 This includes the August 2016 Consultation Paper on Stand-alone Systems in the Electricity Market, as well as the July 2017 Policy
Paper on Stand-alone Power Systems.

HoustonKemp.com




Decision-making mechanisms for transition to Stand-alone

Power Systems Context

2. Context

21What i s meant bnyaka nogd enteicshiaonn s mo ?
The decision-making mechanism should cover:

1 the steps through which a group of customers® would transition to a SAPS. This includes identifying:
the decisions that need to be made,
the party making those decision,
the criteria/assessment framework that is applied in making the decision; and
any rights of appeal/dispute resolution.

1 the consequential changes following a decision to transition to a SAPS, in terms of (for example):
the entity who is providing the SAPS (either in whole, or in part);
any arrangements for transferring assets from the DNSP to the SAPS (where required);

the prices charged and the reliability standards and customer protections applying to customers
within the SAPS; and

the consequent impacts on the prices charged by the DNSP to those customers that remain
connected to the grid.

2.2 Policy positions to date
The policy positions relevant to developing the transition mechanisms are:

i the decision-making mechanism should facilitate the transition to SAPS where it represents an efficient
outcome and/or when it reflects customer choice:

for DNSP-led SAPS, the extent to which transitioning customers are required to agree to the
transition is an issue that remains open, although as a general principle it is considered that consent
by a certain proportion of transitioning customers should be required;

for customer-led SAPS, it is recognised that there is a potential tension between the enabling of
customer choice to leave the grid, and the resulting efficiency impact (including the impact on other
customers) from the exercise of that choice. The development of the decision-making mechanism
therefore needs to be cognisant of the extent to which appropriate signals can be provided such that
customer-led decisions to adopt SAPS also further efficiency.

1 SAPS should be provided on a contestable basis where possible:

this includes DNSP-led transitions, where the DNSP should as a default position seek to procure
SAPS solutions on a contestable basis (as it would with other non-network solutions), with the costs
associated with the SAPS then being included as part of the DNSP& regulated opex;

however, it is recognised that for DNSP-led transitions there are circumstances in which regulated
SAPS solutions that directly involve the DNSP providing some or all elements of the SAPS may be
necessary. However, even in these circumstances, there may be scope for the contestable
procurement of individual elements of the SAPS solution;

this policy position potentially gontestabilitywofretelger t han
services rule change,® in that it implies that in-front of the meter assets which form part of the SAPS

5 Or an individual customer, in the case of a DNSP-led transition.
5 AEMC, National Electricity Amendment (Contestability of energy services) Rule 2017, Rule Determination, 12 December 2017.
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solution should as a default be procured on a contestable basis, rather than being owned by the
regulated DNSP.

1 anear-term driver for DNSP-led SAPS is the avoidance of the costs and risks associated with bushfire
mitigation measures, which is particularly relevant for the 2019 Victorian DNSPs regulatory review:

there is therefore a benefit in progressing the DNSP-led mechanism as a separate workstream,
ahead of the customer-led mechanism, where this appears practical; and

i1 the general presumption for customer-led SAPS is that jurisdictional regulation (of price, reliability,
service quality, customer protection) would apply to SAPS rather than the National Electricity Rules
(NER) or National Energy Retail Rules (NERR):

in the case of a DNSP-led transition, the workshop concluded that there are good reasons for
consumer protections in a DNSP-led transition to mirror those in the National Energy Retail Law
(NERL)/NERR as far as possible (see section 3.1).

The decision-making framework also needs to be cognisant of other policy and regulatory developments.
These include:

T t he AERféreingrguidelgpes,whi ch | i mit a DNSP&és ability to provi
distribution services, unless via a separate, ring-fenced entity or unless a waiver has been granted by the
AER; and

T t he AEHiNCdeasiononthe COAGEner gy Cowaorct ¢é dtsabi | F The AEMChab e chang
drawn a distinction between:

6behi nd tassas, whieh itecondiders should be subject to contestable provision and (subject
to certain limited exceptions) shouldn ot be el i gi ble to be included in &
( RAB) as par t standard pontmhsied ivirand ead 06

6i n ofr otnhte me twhich cauld lseaiged t6 provide standard control services, and would
then be included inthe D N S P RAS.

2.3 Issues to be addressed in transition depends on the driver

Figure 2-1 below highlights the different drivers for a transition to a SAPS, and whether they are expected to
lead to a contestable or regulated solution.

In short, there are two main alternative drivers:

1 A DNSP, where it identified that a SAPS is a lower cost way to provide regulated standard control
services (DNSP-led transition); and

1 A decision by a group of consumers, or a representative body (such as a council, developer or
community group) to meet their electricity needs via a SAPS, rather than the NEM-connected grid
(customer-led transition).

It is possible that a jurisdictional government may decide that customers should be transitioned to a SAPS in
some circumstances (for example, where there are substantial bushfire risks from grid-connected supply).
Such a policy would be given effect through a jurisdictional requirement, which would then need to be taken
into account by the DNSP in proposing its efficient capex and opex proposals to the AER to meet those
requirements.® As a consequence, a government policy driver would in practice be reflected in a consequent
DNSP-led transition.

For completeness, the figure shows that a DNSP-led SAPS transition could in principle lead to the affected
community deciding to move to a contestable SAPS solution (rather than one provided by the DNSP). In
effect, this would be a situation in which the transition, whilst initiated by a DNSP, ultimately becomes
customer-driven. In this event, the decision-making mechanism for the transition should then be the same as

" AEMC, National Electricity Amendment (Contestability of energy services) Rule 2017, Rule Determination, 12 December 2017.
8 Consistent with NER 6.5.6(a)(2) and 6.5.7(a)(2).
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for any other customer-led transition to a SAPS. In practice, we consider that this is unlikely to occur, given
that customers targeted for DNSP-led transition are likely to be those with a current high cost to serve via the
interconnected grid, and for which the price of a stand-alone contestable SAPS solution is therefore likely to
be above their current grid charges.

Figure 2-1 also highlights some of the issues raised by the transition of customers from grid-supply to a
SAPS. ltis clear from the figure that, whilst there is a large degree of overlap in the issues raised, there are
also key differences depending on the driver behind the transition to a SAPS.

Figure 2-1: The issues raised by transition to SAPS depend on who is driving the transition

Opex:

DNSP-led
* Replacement
*  Manage bushfire risk
*  Improved reliability

Regulated SAPS

DNSP-owned SAPS

Confestable confract

with separate non-
regulated SAPS

+ opex
+ capex (RAB)

provider*®

Contestable SAPS

Customer-led
Community SAPS
Council SAPS
Developerled inset SAPS
(brownfields)
Contestable DNSP SAPS
{ring-fenced)

Contestable SAPS

.

.

Issues to be addressed:

Test that SAPS meets the NEO: efficient
Customer protections: same as grid
connected or off-gride

Is unanimous consent required?

Can SAPS assets be owned by the NSP2
Untangling existing assefs (fransmission and
distribution)

Ability to retain postage stamp grid charges
Charges for SAPS customers/retail
competition

Issues to be addressed:

No explicit NEO fest?2

Customer protections: jurisdictional off-
grid?

Is unanimous consent required?
Untangling existing assets (transmission
and distribution)

Stranded grid assets: who pays?
Implication for grid charges —locational
signals?

Charges within the SAPS/retal competition

*Variants are possible, see figure 2

= Existing SAPS
« Developer-led
greenfields SAPS

« Jurisdictional regulation
of prices and customer
protections

« Location specific
charges

Out of scope: existing
arrangements

Given the different issues raised, the appropriate decision mechanism and the resulting steps to facilitate
transition are also likely to differ depending on the driver.

Consistent with this, in the following two sections we present two separate decision mechanisms i the first
for DNSP-led provision of SAPS as a standard control service, and the second for customer-led transition to
a SAPS as a contestable service.
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3. Proposed decision -making mechanism for
DNSPled SAPS

A key outcome of the workshop was that development of a decision-making mechanism for a DNSP-led
SAPS should proceed as a separate workstream.

Before setting out the proposed decision-ma ki ng mechani sm, it is [IBBIl p@al
SAPS solution could look like, as there are several potential variants under which the DNSP would have a
greater or lesser role in the operation of the SAPS as well as the direct ownership of the assets (network,
generation and storage) forming the SAPS.

Figure 3-1 sets out alternative models for a DNSP-led SAPS solution.

Figure 3-1: Alternative models for DNSPled SAPS provision

DNSP operates &
owns SAPS:

DNSP contracts for

entire SAPS solution: DNSP provides

network for SAPS:

DNSP operates SAPS:

*  DNSP contracts for

Confract contestably
awarded

SAPS provider

SAPS confract
contestability awarded

SAPS provider

elements of SAPS
provision (e.g.
batteries, local
generation), which are

DNSP owns all SAPS
assels (e.g. network,
batteries, local
generation): enters
DNSP RAB

manages both asset
provision (networks,
generation, storage) &
operation of SAPS

manages both asset freated as regulated
provision (except opex

network) & operation
of SAPS

Opex freated as

DNSP continues o own regulated opex

network elements:
remain in DNSP's RAB

DNSP seeks
contestable
consiruction of assets

DNSP pays SAPS
provider under
confract: included in
DNSP’s regulated opex

DNSP pays SAPS
provider under
confract: regulated
opex

DNSP operates SAPS:
freated as regulated
opex

Network stays in DNSP's

RAB

Consistent with treatment
of other non-network
options

Consistent with treatment
of network options

Degree of contestability

Consistent with the policy direction that SAPS should be contestable where possible, the decision-making
framework enables transition to a SAPS which is provided as a separate complete solution under a network
support contract with the DNSP. That is, it would facilitate the provision of a SAPS on as contestable basis

as possible, as shown on the left hand side of Figure 3-1. Under this model, the DNSP would not own any of
the assets associated with the SAPS (including any network elements). The costs associated with the
network support agreementwouldbe r ecovered as part of t°he DNSPoOs

Aspects of the mechanism could then be relaxed or modified as needed. This could include an outcome
where the network element of the SAPS continues to be provided by the DNSP, but where the SAPS

9 The recovery of these costs would be smeared across all customers, not just those in the SAPS.
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provider operates the SAPS under a network support agreement with the DNSP and provides all other SAPS
elements (eg, local generation and storage), as shown in the second box in Figure 3-1.

1 In this circumstance there would be a contract between the regulated DNSP and the SAPS provider in
relation to the availability and performance of the network,° but the network assets would remain in the
DNSP6s RAB and would not .be transferred to the SAPS

1 The DNSP would continue to recover the costs associated with the SAPS network through its regulated
revenue allowance, as well as the operating costs associated with its contract with the SAPS provider.11

Where full contestable provision is not considered possible due to a lack of contestable proponents, the
framework could be further relaxed to enable the DNSP to play a greater role in SAPS provision (as shown
in the two right hand columns of Figure 3-1), either through:

1 the DNSP undertaking the SAPS operator role and continuing to own the network, and contracting for
other individual SAPS elements (eg, local generation and storage); or

1 the DNSP directly owning and operating all of the SAPS assets (eg, network, local generation and
storage), but contracting for their construction on a contestable basis.

These less contestable outcomes are discussed in section 3.3.

3.1 Decision -making mechanism for a DNSP -led SAPS

Figure 3-2 presents the high-level decision-making mechanism for DNSP-led SAPS as a standard control
service. The decision-making mechanism sets out the steps involved in the transition, and the decision-
maker at each point.

The mechanism in Figure 3-2 set outs (at a high level) a comprehensive mechanism:

i that assumes that the SAPS provider would also be the retailer to customers in the SAPS (ie, those
customers would no longer be subject to retail competition);

i that would be suitable to apply to DNSP-led SAPS involving more than one customer, and where the
SAPS solution is provided and managed by a completely separate, contestable SAPS provider under a
network support contract with the DNSP; and

i that includes provisions for the SAPS provider to purchase network assets from the DNSP, where these
assets could then be used in the SAPS.

In section 3.2 we describe how elements of the mechanism could be modified in less complex situations,
including where there is only a single customer.

Figure 3-2 provides commentary on specific steps in the process (on the left hand side of the figure) and
highlights key issues that would need to be resolved in order to apply the mechanism (on the right hand
side).

®Consideration would need to be given to whether this isitia 6distrib
consistent with the ring-fencing provisions.

1 Again, the recovery of these costs would continue to be smeared across all users.
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Figure 3-2: DNSPled decision -making mechanism (standard control service)

Jurisdiction opts-in toa DMSP-led
SAPS framework

DNSP applies the RIT-D
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explicit informed consent from [90
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y
Yes @ No @

DMSP obtains formal approval from
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agreament with SAPS proponent
Treated as opex under regulatory
framework (covers costs of all
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generation, storage, operation)

NER regulatary incentive framework
continues to apply:
« STPIS, EBSS, CESS

Enables existing uniform tariffs to be
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smeared over all customers.
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The following features of the mechanism are worth highlighting:

1 There would be an initial, once-off 6t ri gger &8 deci s i -nnoalbywingdDNGPded 5AAP8i ct i on
transition.

This trigger is considered necessary, as each jurisdiction will need to be confident that their
jurisdictional arrangements for network reliability,'? customer protection,!? safety (including the rights
of access to premises for the SAPS provider), environmental protections# and the licensing of
SAPS?®5 are appropriate.

Il ncl udi nignédns toeooptal l ows jurisdictions to adopt the
their own jurisdictional arrangements are appropriate, rather than waiting for all jurisdictions to be
ready.

1 The steps to identifying a SAPS as a potential solution encompass both application of the existing
Regulatory Investment Test - Distribution (RIT-D) by the DNSP, and also obtaining explicit informed
consent from more than a set proportion of consumers that would be transitioned.

This recognises that the value to consumers of grid-connection may differ from the economic costs
and benefits included in the RIT-D assessment.

1 The RIT-D is an existing process that allows the identification of the most efficient solution for network
investment (and covers both augmentation and replacement expenditure).1® This is the solution that is
considered to have the greatest net market benefit (ie, benefits minus costs) compared to other
solutions, where benefits are the benefits to all NEM participants.

The existing arrangements require DNSPs to consider non-network options as well as network
options. A SAPS would therefore be treated essentially as any other non-network option as part of
the RIT-D evaluation.

The existing RIT-D guidance would need to be reviewed to ensure that it is fit-for-purpose to be
applied to SAPS solutions. In particular, although under the RIT-D all costs and benefits accruing to
parties across the NEM should be included (which would capture differences in wholesale market
costs, where relevant), to date the guidance provided has not made the inclusion of wholesale
market costs clear.

The RIT-D consultation process facilitates the DNSP receiving indications of interest and indicative
pricing from potential proponents of SAPS solutions. The DNSP would seek interest from potential
SAPS proponents who are prepared to commit to a long-term contract.

The RIT-D assessment would be based on the indicative prices of the solutions submitted by the
SAPS proponent(s). This could include a set-up cost,'” any on-going operating and maintenance
cost and (potentially) a pass-through of any fuel costs associated with the SAPS. The RIT-D
assessment would also include an estimate of the price at which the DNSP would expect to re-
contract with the SAPS provider at the end of the proposed contract (in situations where the contract
was for less than the typical RIT-D assessment period of 15-20 years).

Where the RIT-D assessment found that the SAPS solution was the option with the greatest net
benefit, then the DNSP would run a formal, contestable tender process for the long-term contract to
provide the SAPS solution.

12 Reliability obligations are currently imposed on DNSPs on a jurisdictional basis, as a result of jurisdictional legislation (typically as a
licence condition).

13 Either jurisdictional arrangements or new NERR based protections (discussed further below).

1 Since SAPS are likely to involve back-up generation powered by diesel or LPG, which raises emissions concerns in residential areas
that may not be sufficiently covered by existing jurisdictional regulations.

15 Which may be as one entity, or in relation to the individual activities (eg, generation, network, retailing) being provided by the SAPS.

®¥TheRIT-D applies wherever a DNSP is undertaking a project to address :
5.10.2), which exceeds a certain cost threshold (currently $6m). Consideration of a SAPS to replace an existing distribution line would
automatically be captured by the NER requirements to apply the RIT-D, and would not require an additional trigger to be added to the
NER. Section 3.3 sets out a simplified mechanism that could be applied to investments below the RIT-D threshold.

1" Where the SAPS proponent would purchase assets from the DNSP in order to deliver the SAPS, then the expected cost of
purchasing the network assets would be reflected in the price offered by the SAPS proponent.
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Where there was no submissions to the RIT-D from potential SAPS proponents, then the DNSP can
include an indicative SAPS solution as part of the RIT-D assessment, under which the DNSP
provides part or all of the SAPS. Where this option was found to pass the RIT-D, this could then
result in the DNSP itself providing the SAPS solution i discussed further in section 3.3 below.

1 The proposed mechanism includes a requirement to obtain explicit, informed consent from more than a
set percentage of customers that would be transitioned to the SAPS:

As noted above, a requirement to obtain explicit, informed consent from customers takes account of
concerns that customers value their connection to the grid for non-economic reasons.

The proportion of consenting customers required is for determination (90% has been used as an
indicator). Relevant considerations include:

Where the reliability, customer protections and service standards provided by the SAPS are very
similar (or even superior) to those offered to those same customers where they are grid-
connected, a lower consenting percentage would potentially be justified than if the customer
protections and service standards differ (for example, as a consequence of being based on
jurisdictional arrangements).

Where customers are giving up access to retail competition, it is important that they realise the
implications of this. This would support requiring a higher percentage threshold.

Conversely, if a way was found to allow SAPS customers to access prices that were linked to
competitive outcomes, then the percentage consenting could be lowered. Similarly, in areas
where there are limited prospects?® for effective retail competition (such as Tasmania, and parts
of regional Queensland) a lower consenting threshold may be justified.

1 Under the proposed mechanism, the DNSP would continue to face the same reliability obligations for
customers being supplied via the SAPS as it does for grid-connected customers:19 20

The jurisdictional reliability obligations imposed on DNSPs would need to be reviewed to ensure that
they are fit-for-purpose to apply to customers that are supplied via a SAPS.?!

The same reliability obligations could continue to apply to customers who are transitioned to a SAPS,
although there may be circumstances where it is appropriate to amend the jurisdictional reliability
standard for those customers.??

DNSPs would reflect the reliability obligations in the network support contract with the SAPS
provider, and would continue to be incentivised to outperform these obligations (where it is efficient to
do so) via the application of the Service Target Performance Incentive Scheme (STPIS).

1 The proposed mechanism is based on SAPS customers continuing to receive the same level of customer
protections as grid-connected customers:

Where the transition is DNSP-led, the workshop agreed that as far as possible it would be desirable
to retain the same protections, as currently reflected in the NERL and NERR (recognising that in
some areas these protections may need to be modified through Rule changes to make them fit-for-
purpose for a SAPS).

18 1t would be relevant to consider both the current state of retail competition, and also whether this is expected to persist in future, as
once customers transition to a SAPS they would not be able to access benefits from any future retail competition.

19 Reliability obligations are currently imposed on DNSPs on a jurisdictional basis, as a result of jurisdictional legislation (typically as a
licence condition).

20 Where a process which begins as a DNSP-led transition leads, in practice, to a customer-led SAPS transition (as discussed earlier in
section 2.3), then the reliability standard provided by the SAPS need no longer be the same as for a regulated outcome. This may lead
to the need t o edidbiitpstandards indhemcustomertiechGase. This is discussed further in section 4.

ZFor example, current jurisdictional reliability obl i goéautriboanns faereed eorfs
which pre-supposes a grid connection.

2 This may be the case, for example, where the cost of a SAPS solution to meet the existing standard far exceeds the cost of a SAPS
solution to provide a lesser, but still acceptable, reliability standard. Any decision as to vary the existing DNSP reliability obligations
would need to have the relevant jurisdictional approval. Such circumstances are not expected to occur frequently.
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If this proves difficult to achieve in practice (due to the extent and nature of the changes to
jurisdictional legislationt hat may be requi-bed) d sbkuntbobdswoohd be
jurisdictional SAPS protections.

1 The proposed mechanism contains a formal approval role for the AER in relation to the SAPS transition.
The workshop came to the view that this approval role was important to signal independent oversight of
thetransiton. The AERG6s appr bevagely focasedeon somplidnck with the NER and
NERR, and therefore would fall within the current AER staff skill set. The approval role would cover:

confirmation that the RIT-D had been applied correctly;23

confirmation that the process under which the DNSP has obtained explicit and informed consent is
consistent with the relevant provisions in the NER and/or NERR,;

confirmation that any value agreed between the DNSP and the SAPS proponent has been agreed on
a commercial, armsé | ength basis (which is particul
fenced affiliate of the DNSP);

confirmation that the DNSP has appropriately considered the impact on existing customers, affected
generators and affected retailers. The workshop came to the view that the impact on these parties
was an aspect of market risk, and did not require special protections.

1 The mechanism assumes that a SAPS would be provided as a non-network solution to the DNSP, and
would therefore be treated as opex:2*

The opex cost would cover all of the costs to the proponent of providing the SAPS, ie, network
(including any assets purchased from the DNSP), generation (capital and operating costs), storage,
as well as the operating costs associated with managing the SAPS.

The costs of any network assets that become stranded as a result of the transition of customers to
the SAPS would continue to be recovered from all remaining grid-connected customers, as these
assets would remain in the RAB. This could include both stranded transmission and distribution
assets.

9 All other aspects of the regulatory framework would be retained i in particular the existing incentive
mechanisms (STPIS, Efficiency Benefit Sharing Scheme (EBSS), Capital Expenditure Sharing Scheme
(CESS)),as wel | as existing approh&Roddstermining network tariffs (as set out in its Tariff
Structure Statement (TSS)):

The continuation of the incentive mechanisms addresses potential concerns that the reliability of the
service provided by the SAPS might deteriorate over time. As noted above, the DNSP would have an
incentive to agree performance standards with the SAPS proponent as part of its network support
agreement that meet or exceed its jurisdictional reliability obligations, as any change in performance
would impact the amount the DNSP receives under the STPIS.

Existing postage stamp grid pricing could be retained, as the costs of the SAPS would feed into the
DNSP6s overall regulated revenue requirement, and t
di fferent customers in |ine with the DNSPO&6s current

1 The mechanism would facilitate discounts being offered to customers being transitioned to a SAPS:

Under a uniform tariff policy, customers in areas with a low cost to serve are effectively subsidising
customers in areas with a higher cost to serve.

Where the overall costs of providing supply to high cost customers is reduced through the adoption
of a SAPS, this benefits all of the customers of the DNSP, as the overall revenue requirement falls.

Providing a discount to those customers being transitioned would provide an incentive for them to
consent to being moved to a SAPS, and would still benefit all other customers, as the extent of the
cross subsidy would fall.

2 There are currently provisions under the NER to enable interested parties (other than the AER) to lodge a formal dispute in relation to
the outcome of the RIT-D. The AER approval step proposed here is in addition to this existing dispute provision.

24 An extension of the mechanism to enable the SAPS to be directly provided by the DNSP as a regulated service in some
circumstances, and for costs to enter the RAB, is discussed below.
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The extent of required discounts will be linked to the threshold set for the proportion of consenting
customers required for transition. The lower the proportion of consenting customers required, the
lesser the need to offer discounts to incentivise transition.

The mechanism setout in Figure 3-2makes provision for assets to be O6soloc
proponent, where those assets can be used in the SAPS:

1 The DNSP and a potential proponent for a SAPS would need to undertake preliminary negotiation on the
value of any network assets to be transferred, during the RIT-D process, to feed into the network support
price offered by the SAPS.

Thiscoul d be an &éin pr i nc iDpstagefo be frmged tipitcaatcomoniitedgrice t he RI T
following success at achieving sufficient consent from affected customers.

1 There would then be a formal finalisation of these negotiations, once the RIT-D and customer consent
stages have been passed.

1 The framework includes an arbitration framework, if commercial agreement cannot be reached:

commercial negotiations should be the preferred solutions, rather than an administrative value being
imposed on the transaction

However the NER should include principles which an arbitrator would take into account in the event
that commercial agreement cannot be reached. These principles could reflect:

An O6bupper bound6, being the cost irvdsannewassets, SAPS pr
adjusted to reflect the age of the existing network assets (ie, a Depreciated Optimised
Replacement Cost (DORC) valuation); and

A 6l ower boundd, being the opportunity cost to th
include the value of the foregone regulated revenue stream associated with the assets, minus the
on-going operating and maintenance costs of the assets.

T The DNSP6s RAB would be adjusted as a result of the
in line with the existing provisions for asset disposals.

N

1T Where the SAPS provider does not require the network
SAPS solution. The assets wandthedostwouldacontinudtmbet he DNSPO s
recovered froma | | customers as part of the DRSP6s regul ated

As flagged in section 2, there may be circumstances in which the DNSP could continue to own the assets
used in the SAPS (and where these assets would therefore remain in the RAB), and where the SAPS
proponent would provide and operate all other elements of the SAPS solution, under contract to the DNSP.
In this scenario, the elements of the decision-making framework relating to the transfer of network assets
(shown in the three boxes with brown shading in Figure 3-2) would not need to be applied.

25 Even though customers are continuing to pay for these stranded assets, overall the cost of supplying the customers transitioning to
the SAPS would be lower, and therefore the total costs paid by all customers would be lower with the SAPS than if the transitioning
customers remained grid-connected.
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3.2 Application to a single customer or where network investment would be
below the RIT -D threshold

The mechanism set out in Figure 3-2 is a comprehensive mechanism suitable for the transition of groups of
customers to a SAPS, when the cost of maintaining the connection to the grid is above the RIT-D threshold
(currently $5m). However, there are circumstances in which single customers may be the focus of a DNSP-
led transition to a SAPS, or where the cost of the grid-connected alternative is less than the RIT-D threshold.

In this situation, some of the complexity of the comprehensive mechanism would not be required. In this
case:

1 The formal RIT-D process could be replaced by a Net Present Value (NPV) assessment that
demonstrates that the SAPS is the option with the greatest net market benefit (least net cost).

Thiscouldbepr ovi ded as p arannuaglantingrepo@ NS P 6 s

The NPV assessment would continue to include all the costs and benefits applicable to the wider
market (just as with the RIT-D assessment), but would not require the same consultation process as
the RIT-D.

1 The formal approval process from the AER may be unnecessary, given that fewer issues are likely to
arise for single-customer and smaller-scale transitions.

1 There would be no transfer of DNSP assets in the case of single-customer transition.

Figure 3-3 shows the simplified decision-making mechanism that would apply in this circumstance, as a
result of these changes.

The key policy issue is whether the DNSP would be required to contract for provision of a single-person
SAPS on a contestable basis, via a network support agreement, or whether it would be able to own the
SAPS assets directly as part of its regulated activities.

As noted above, the broader policy position is that SAPS assets would be contestably provided where
possible. This implies that in this situation, the DNSP should still be seeking contestable provision where
possible, under a network support agreement.
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Figure 3-3: Simplified DNSP-led decision -making mechanism for transitions below the RIT  -D threshold
(including single -customer)

Issues to resolve

Are incentives sufficient to ensure DNSP
makes efficient choica?

+ To develop package of NERR
provisions that would apply to SAPS,

» Customer protection; consistent DNSF & SAPS propanent seek including night to supply
with NERR provisions explicit informed consent from [90%)] » Changes to jurisdictional legislation to
« Reliability outcomes to be clearly of affected customers allow transitional S.P.-.F'S to be regulated
ctated for SAPS under NERR provisicns
s Indicative price based on current + To develop guidance on information to
TSS prinCi:pleE enahble effective consent
DNSP enters into netwaork support
agreement with SAPS proponent Policy decision: is the ONSP required to
« Treated as opex under regulatory seek contestable provision?
framework (covers costs of all
cts of SAPS: network,
generation, storage, operation)
Medifications to STPIS, EBSS & CESS
MER regulatory incentive framewark guidelines to accommodate SAPS
continues to apply:
« STPIS, EBSS, CESS DNSP reliability standard applicable to
SAPS
Enables existing uniform tariffs to be Costs of SAPS included in DNSP's
easily retained. Could consider tariff MAR and reflected in netwaork
reductions to customers transitioning to charges, consistent with DNSP's TSS

General: NER/NEL changes required to
implement mechanism (including
definitional changes)

a SAPS (to provide an incentive).
Cost of any sranded network assets
smeared over all customers.
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3.3 Provision of a SAPS on a non -contestable basis

As flagged in section 3, there are circumstances in which the contestable provision of a SAPS may not be
possible, due to lack of potential proponents.

In some circumstances, a SAPS may be identified as the potential least cost solution under the RIT-D
analysis conducted by the DNSP, but there may be no proponent to provide it as a network support service:

1 in this circumstance, a waiver or exemption2® could be provided (determined by the AER) to enable the
DNSP to provide the SAPS directly (rather than via a contract with an affiliated ring-fenced entity), and
for the assets to then enter the RAB.

1 The waiver orexemptonc oul d be provided on a case by case basis
theRIT-D, or <coul d be oa &6bbllaannkkeet whewaitieViEpt tonsiderdthat there is
not a viable market for contestable SAPS provision (eg, in remote areas):

the RIT-D process would highlight to the market that there was an opportunity to provide a SAPS.
Where no submissions from proponents are received, this would be a good indication of lack of
market interest.

1 Even if contestable provision is not possible, the DNSP could be required to contract with a separate
entity to build the SAPS, but would then be responsible for operation.

This is similar to network development, where the DNSP contracts out construction. Arguably no
special provisions are required, as the DNSP is incentivised to minimise its capital costs under the
regulatory framework (including the CESS).

However, the implications of permitting such waivers or exemptions for the development of the market for
non-network support and for contestable SAPS should be carefully considered. This is particularly the case
for blanket waivers or exemptions.

%A 6waivero6 would be redgfentinggdiidel i nes¢asvdi bF tbe iequired imdegthept i ond woul d
Contestability Rul e change where the NSP wanted to own 6restrictedo6 behind
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4. Proposed decision -making mechanism for
customer -led SAPS

Figure 4-1 presents the decision-making mechanism for a contestable, customer-led SAPS.

Many of the features of the mechanism are common to the DNSP-led mechanism discussed in the preceding
section. In particular:

1 The SAPS proponent is required to seek explicit informed consent from a certain proportion of the
customers that would transition to the SAPS.

We have suggested that this proportion is set above that required for a DNSP-led transition, given
that the transition will not benefit all remaining grid-connected customers, and that it will be important
for customers to understand that the proposed jurisdictional reliability and consumer protection
arrangements applying to the SAPS will differ from the arrangements when they are grid-connected.

1 There is a negotiation and arbitration framework applying to the transfer of any network assets to the
SAPS. Following the transfer of these assets, the value of the assets agreed in this negotiation would be
removed from the DNSP&és RAB.

For the customer-led SAPS, it is important that there is an independent arbitration arrangement that

actstopreve nt t he DNSP seeking to 6blockdé the transiti

the sale of any network assets to the SAPS.
1 There is a formal consent role for the AER before customers can transition.

In the case of a customer-lead transition, this would include over-sight of both the price agreed for
any transfer of assets, and the exit fee paid for any stranded assets (see below).

There are however some key differences between the two mechanisms, as a result of the different issues
arising under a customer-led transition:

1 The mechanism requires the SAPS proponent to gauge indicative customer support as a first step, in
order to ensure that negotiations between the SAPS and the DNSP on the transfer of assets reflect a
real prospect that the customer transition may occur;

The SAPS proponent would then need to seek the required licences/authorisations from the jurisdiction;

T Consideration should be given to est eabtdmerded BAP§, a
that jurisdictions could sign-up to adopt:

This recognises that the existing jurisdictional reliability obligations on DNSPs will no longer apply to
customer-led SAPS customers.?’

Introducing a minimum reliability obligation would protect customers who transition to a customer-led
SAPS from ending up in a situation where they receive poor service standards. Previous consultation
has highlighted that customers are not well-equipped to understand and provide informed consent to
different reliability outcomes.

1 Regulation of charges and customer protections in the SAPS would be under jurisdictional regulation:

This differs from the DNSP-led mechanism, as in this case customers are electing to move to a
SAPS, and so there is no presumption that existing protections/charges should be maintained.

Supplier of Last Resort (SOLR) arrangements may need to be reflected in the arrangements for
customer-led SAPS.28

27 Existing DNSP reliability obligations would apply to DNSP-led SAPS, as discussed in section 3.

28 For DNSP-led SAPS, the DNSP would remain the SOLR, and so there would be no need for additional arrangements to be put in
pl ace. The DNSPO&6s cpooviderwaudttakenhistrate into laceour8. A P S
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1 The mechanismallowsf or an ¢ e XNevied orf cestofnerd transitioaing to the SAPS, covering the
cost of any assets that are stranded as a consequence of the transition:

These would include assets that are dedicated to the customers in the SAPS, but which the SAPS is
not proposing to use.

It could also include assets that have been sized to supply the customers who are now choosing to
transition to the SAPS, and where expected future load-growth does not justify remaining customers
continuing to pay for the additional capacity. This may include both transmission and distribution
assets.

The objective of the exit fee would be to avoid remaining grid-connected customers being required to
pay for assets which have been stranded as a result of the move by some customers to a SAPS.

Revenue from the exit fee would netted off the Network Service Provider (NSPs) regulated revenue
requirement (in the same manner as a customer contribution), for both affected TNSPs and DNSPs.

Under the proposed mechanism, customers in the SAPS would no longer have access to the same uniform
network tariff as grid-connected customers. Given that those customers have chosen to leave the grid
(where the uniform tariff is available to them), then this does not appear problematic. Moreover, in practice, it
is unlikely that customers would move to a SAPS unless their charges fell. However, where jurisdictional
governments did want to maintain some form of uniform tariff for customers in SAPS, then this would need to
be done via Community Service Obligation (CSO) arrangements.

One of the key policy areas to consider is the potential for customer-led transition to a SAPS to lead to
inefficient outcomes. In particular, customers with a low cost to serve, who are currently cross-subsidising
customers with a high cost to serve under uniform network tariff policies, may be targeted by contestable
SAPS providers who may be able to offer those customers a more attractive price. As those customers
leave the network, the extent of cross-subsidy between the remaining customers would increase, further
exacerbating the risk of more customers transitioning to a SAPS.

Although one solution to this issue would be to introduce locational network prices, this is unlikely to be
palatable in practice.

Levying an exit fee (as discussed above) can help to address some of this concern, as it exposes customers
to the costs associated with their decision to transition to a SAPS (and avoids the remaining grid-connected
customers having to also wear the costs of these stranded assets). However the underlying issue of the
current cross-subsidy remains.

For customers that remain grid-connected, their distribution charges would change following other customers
transitioning to a SAPS, as a result of a combination of any exit fees levied, any transfer of assets to the
SAPS, and the reduction in the overall number of grid-connected customers across which network costs are
shared. The first two factors will reduce overall charges for grid-connected customers, whilst the last factor
will increase charges per customer.
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Figure 4-1: Customer -led SAPS
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