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Request for submissions

This document sets out the Australian Energy Reégusa(AER) draft decision for
Envestra Ltd’s (Envestra) access arrangement pabpasthe period 1 July 2011 to
30 June 2016.

The AER will hold a forum on its draft decision fénvestra on 2 March 2011 in
Adelaide. At this forum the AER will outline theasons for its draft decision and
provide an opportunity for questions or commentgfinterested parties.

This draft decision requires Envestra to revisadsess arrangement proposal.
Envestra must submit a revised access arrangemmpugal responding to the AER’s
draft decision by 23 March 2011.

Interested parties are invited to make written sgbions on issues regarding the draft
decision, consultants’ reports and revised acagaagement proposal to the AER by
21 April 2011. The AER will consider all informatiat receives in the access
arrangement review process in accordance with b€@/AER information policy.

The policy is available at www.aer.gov.au.

Submissions can be sent electronically to gldsaga&s@ov.au.
Alternatively, submissions can be mailed to:

Mr Warwick Anderson
General Manager
Australian Energy Regulator
GPO Box 3131

Canberra ACT 2601

The AER prefers that all submissions be publiclgilable to facilitate an informed
and transparent consultative process. Submissidhisentreated as public documents
unless otherwise requested. Parties wishing to gwdamfidential information are
requested to:

= clearly identify the information that is the suljjef the confidentiality claim

= provide a non—confidential version of the submissio

All non-confidential submissions will be placed thie AER website. Copies of
Envestra’s access arrangement proposal, relevastiitant reports and other relevant
material are available on the AER’s website.

Inquiries about this draft decision or how to makémissions can be made by email
to gldsagas@aer.gov.au.
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Draft decision

The AER does not propose to approve Envestra’ssa@eangement proposal as it
not satisfied that it meets the requirements sigetif the NGR. The draft decision
sets out the reasons for this decision.

This decision also outlines the amendments (oreatfiamendmentsyequired to be
made to the access arrangement propasalccess arrangement informatiéor the
AER to approve the access arrangement proposal.

Elements of the access arrangement proposal thastdequire amendment are
consistent with the national gas objecfive.

NGR, r. 41 and r. 100.

NGR, r. 59(4).

NGR, r. 43(3) and r. 59(2).

EnvestraAccess arrangement for the South Australian gasiloligion system1 October 2010.
EnvestraSouth Australian access arrangement informatibctober 2010.

NGR, r. 100.
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Shortened forms

Shortened form

Extended form

access arrangement information

EnvesSmayth Australian access
arrangement informatignl October 2010

access arrangement period

1 July 2011 to 30 Jutee 20

access arrangement proposal

Envestcaess arrangement for the Sol
Australian gas distribution system
1 October 2010

AER Australian Energy Regulator

capex capital expenditure

Code National Third Party Access Code for
Natural Gas Pipeline Systems

CPI consumer price index

earlier access arrangement

Access arrangementlidy 2006 to
30 June 2011 inclusive

earlier access arrangement period

1 July 2006 tuB8 2011

ESCOSA

Essential Services Commission of South
Australia

NGL National Gas Law
NGR National Gas Rules
opex operating expenditure
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Overview

Envestra owns and operates gas distribution pigelim South Australia that supply
natural gas to customers in and around Adelaideaamgmber of regional centres
including Port Pirie and Whyalla to the north, antdGambier in the State’s
southeast. In total around 386 000 residentiaDA®small business and 147 large
commercial and industrial customers are servicethbyetwork. The network is a
natural monopoly and is regulated by the AER taenshat Envestra does not charge
excessive prices or impose unduly onerous termganditions on customers.

Under the regulatory framework, which is set outeigislation, Envestra first lodges
with the AER a proposed access arrangement trebsetts proposed tariffs and
terms and conditions. The AER then reviews the gsapand decides whether it is
acceptable, or whether amendments are requirecike the proposal acceptable in
accordance with the National Gas Rules (NGR) anibNal Gas Law (NGL).

Envestra’s proposal includes a significant levetapital expenditure on mains
replacement to address the safety risk, inadeqagigcity and deteriorating condition
of the distribution network. The primary safety cem is the leakage of gas from the
old cast iron and unprotected steel pipes whichemgkjust under one fifth of
Envestra’s network.

Concerns over the rising level of leaking gas deddeteriorating state of the network
are not new to this access arrangement proposatsiia was funded in the earlier
access arrangement period to undertake mains egpéat of 500 km of the network
in South Australia. It is not expected that thid i completed. Envestra made a
commercial decision during the earlier access gaarent period to minimise
expenditure due to the prevailing financial corudtis.

Overall, the AER has come to the view that Envéstiacess arrangement proposal is
not acceptable because the proposed tariffs areighoand the terms and conditions
are too much in favour of Envestra. As a resuét,AlER is requiring Envestra to

lower its proposed prices and amend its terms anditions. However, the AER is of
the view that some price increases are warrantédagdnvestra can provide a
reliable and safe service. The main elements oAtIR’s draft decision are set out
below. More detail can be found in the relevaniptlies. The draft decision should be
read in conjunction with Envestra’s access arramggmproposal and the AER’s
consultants’ reports, which are available on th&rABEwvebsite.

Proposed tariffs

Envestra’s proposed tariffs (indexed) are showfigure 1 along with the tariffs that
the AER has calculated in this draft decision. Tdrédfs are calculated based on
forecasts of required capital expenditure for ngreline assets as the network grows,
the replacement of existing assets as neededo#te af capital and the cost of
operating Envestra’s business. In addition, thé&saeflect forecasts of demand on
the network over the next five years. This draftisien sets out the AER’s
considerations and own forecast of each of theseammmponents.




Figure 1: Real price index — haulage tariffs (indexrice starts at $1 for 2005—-06)
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The tariff increases proposed by Envestra for toess arrangement period are
clearly higher than applied over the earlier aceesmngement period. According to
Envestra these increases are driven by severak$aetith the main causes being
higher financing costs and the need to urgentiiacepthe majority of cast iron and
unprotected steel pipelines to reduce gas leak&ge®stra has also revised its
remaining asset lives, leading to higher depremmaths well, Envestra has proposed
increases in operating costs of around 20 pera@npared to costs over the current
period due to higher labour costs and other factdrsse issues are discussed in more
detail below and in the relevant chapters of théftdlecision.

Cost of capital

The higher cost of capital proposed by EnvestrBE0o per cent, compared with its
cost of capital in the earlier access arrangemenbg of 8.6 per cent, increases the
revenue requirement estimated by Envestra by 18grover the access
arrangement period. The AER does not accept theo€oapital proposed by
Envestra and has instead estimated it to be 9.196epé. This estimate would account
for an increase in the revenue requirement of T @et over the access arrangement
period. The higher cost of capital is the most ificgmt driver of real tariff increases
over the access arrangement period. Figure 2 skowesstra’s revenue (including
ancillary services revenue) in the access arrangepsgiod under a number of cost
of capital scenarios.




Figure 2: Envestra’s forecast revenue under diffenat cost of capital scenarios
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Source: AER analysis

The AER’s estimated cost of capital has been caledlin a different manner to that
calculated by Envestra. The parameters used talatéche cost of capital by
Envestra and the AER are shown in table 1.

Table 1:  Envestra’s proposed and AER’s allowed cogif capital parameters

Parameters Envestra proposal AER draft decision

Nominal risk free rate 5.30 5.68
Inflation forecast 2.57 2.52
Real risk free rate 2.66 3.08
Cost of debt 8.69 9.61

Debt risk premium 3.39 3.93
Cost of equity 13.02 10.48

Equity beta 0.8-1.1 0.8

Market risk premium 6.5-8.0 6.0

Gearing 55 60
Nominal cost of capital 10.64 9.96

The AER considers that the parameters estimatéthlgstra do not meet the
requirements of the NGR. In addition, the AER doetsconsider the proposed
approach of calculating the cost of equity meetsréguirements of the NGR.

Envestra did not specify a complying averagingqekfor calculation of the risk free
rate. The AER has set out criteria for setting fasod and defined a period it
considers meets these criteria in confidential agpeA.
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Capital expenditure

Envestra has forecast capital expenditure of $5@mover the access arrangement
period, representing a real increase of 157 pdramesr the earlier access arrangement
period. The major components of the forecast stpkenditure are mains replacement
(45 per cent), network growth (31 per cent) andvoet augmentation (6 per cent).

Figure 3: Envestra’s forecast capex by purpose — 26-07 to 2015-16

Capital expenditure by purpose
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Mains replacement

Envestra has forecast $232 million for mains regiaent over the access
arrangement period compared with expenditures 6friflion over the current
access arrangement period, an increase of arouhge3tent. This sharp increase is
justified, according to Envestra, by the need tgeutly replace the vast majority of its
cast iron and unprotected steel mains over thesa@®angement period. Envestra
submitted a business case that lends support todies replacement program as
proposed. The program was also recommended by idswok, which was engaged
by the AER to provide expert technical advice ondstra’s expenditure proposals.
The AER also notes support for reductions in unactad for gas (leakages) from the
South Australian Minister for Energy in his subnossand directions from the South
Australian Technical Regulator along the same lines

The AER has considered Envestra’s proposed maptscement in the context of the
NGR, which requires that the AER accept this progod expenditure where it is
prudent and efficient. The AER has been mindfithefcost impact on customers.
The AER has also considered submissions whichdaakety concerns over the
current high levels of gas leakage.
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Figure 4: Envestra’s mains replacement rates (km)
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The AER is also mindful that despite the evidemcsupport of the mains
replacement program, there are risks that Envesisachoose for commercial or
other reasons not to pursue the program as endsagn if the AER accepts the
associated forecast costs. However, if Envestra doeproceed with the program as
proposed, it will be possible to recover a portdthe allowance as the AER has
required Envestra to roll forward its capital baséhe next reset using forecast
depreciation. This would recover a significant pdon of any capex under
expenditure.

On balance, given the weight of evidence suppottiegoroposed mains replacement
program, the AER considers the program should bepded.

Other capital expenditure

The AER has accepted the forecast increases inentgtion and growth capex
proposed by Envestra. The forecasts reflect amatiegpexpansion of the network to
accommodate an increasing number of connectionsogmivide the necessary
upgrades to the network to accommodate increase@ibeustomer load (in
particular, in 2011-12).

However, Envestra included a 20 per cent contingenth respect to elements of its
forecast capital expenditure. This amount was ohetito allow for any potential cost
overruns that may occur from time to time. The Adides not accept that a general
allowance for contingencies is required as thedasts have been prepared based on
historical expenditure trends and anticipated iases in unit costs which would
smooth out estimation errors over time. Consequgethié AER has removed the
contingency from all forecast capital expenditures.

The adjustment made by the AER to Envestra’s fatecapex results in a real
increase in expenditure of 125 per cent over tlhesxcarrangement period, compared
to the 182 per cent increase forecast by Envestrahown in figure 5.
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Figure 5: Total capex - Envestra proposed and AERIBwed
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Operating expenditure

Envestra has forecast operating expenditure of §3#ibn over the access
arrangement period, representing a real increa0 pér cent over the earlier access
arrangement period. According to Envestra, thedmngxpenditure stems from
increases in real material and wage costs, thegrisdst of gas needed to replace
unaccounted for gas, a sharp increase in netwarddoj@ment expenditure and the
need for various one off costs and step changs éamstircumstances that are not
reflected in its base year costs.

The AER does not consider Envestra’s forecast tipgraosts are prudent and
efficient and the lowest sustainable cost of mamags network, as the NGR
requires. The AER has estimated real labour anénmbtost escalators that are
lower than those forecast by Envestra, based awitsanalysis and advice from
Access Economics. The AER considers that the qyarftgas leakages estimated by
Envestra is incorrect and does not fully accountlie impact of its mains
replacement program reducing gas leakage oveptbedst period. Further, the AER
considers that the gas price used to forecast onated for gas costs has not been
adequately substantiated.

The AER has either amended or has not acceptethherwf Envestra’s non base
year costs on the basis that these are not comisigith the NGR.

The adjustment made by the AER to Envestra’s fatemaerating costs results in a
real decrease of 9 per cent on actual expenditteetbe earlier access arrangement
period, compared to the 20 per cent increase fetdgaEnvestra. The lower levels of
opex accepted by the AER are shown in figure 6.
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Figure 6: Total opex - Envestra proposed and AER &wed
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Revenue requirement

Once the capital base on 1 July 2011 has beemueta, the revenue requirement
for the access arrangement period can be calculBtedAER identified that Envestra
had incorrectly rolled forward its capital baseltduly 2011 as it had used actual
depreciation instead of forecast depreciation. ABR also found Envestra used
inflation rates to roll forward the capital basattivere inconsistent with the control
mechanism. After adjusting for these issues, th& ARs determined the capital base
to be $1018 million on 1 July 2011.

The AER has calculated Envestra’s revenue requmme(mecluding ancillary services
revenues) over the forecast period to be $985anillnominal), a real increase of
27.5 per cent over the earlier access arrangeneeiodp This compares to Envestra
forecast revenue requirement of $1165 million (n@af)i a real increase of

50 per cent. The forecast revenue requirementoisin figure 7.

Figure 7: AER’s approved revenue requirement for Eivestra (including ancillary
services)
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The AER’s forecast revenue requirement is basdomcast capital and operating
expenditure considered to be prudent and efficfenécast depreciation, forecast
inflation, a provision for tax, the carryover ofiefencies from the earlier period and
the return on capital. The apparent reduction pregation, and (part of) the
apparent increase in return of capital, for theeas@rrangement period compared to
the earlier access arrangement period reflect mgehim regulatory approach.
ESCOSA used a real revenue approach to regulatioereas the AER uses a
nominal revenue approach. Compared to a real revapproach, a nominal revenue
approach includes inflationary gains in the retomrcapital (based on a nominal cost
of capital and indexed regulatory asset base) wikicfffset by a negative
depreciation adjustment (based on the inflatiomackease in the regulatory asset
base). Overall, the two approaches achieve equivedéal revenue outcomes, even
though the building blocks are calculated in deferways.

The AER has accepted adjustments to the remaiivieg of existing assets that
Envestra considered should be shortened to beftect their effective useful lives.
These changes are a significant driver of the am@en total revenues over the access
arrangement period.

The AER recalculated the forecast tax allowancelferaccess arrangement period
due to the various changes affecting overall regsnu

Other issues

Envestra proposed an alternative incentive mechataoghat accepted by ESCOSA
for the earlier access arrangement. The revisedhamesm applied only to operating
costs and did not allow for negative carry over ants. The AER has not accepted
the mechanism as proposed. In order to be accepeAER requires that the
mechanism operate symmetrically and include cergporting requirements to
ensure that any efficiencies made can be verified.

The AER did not accept the network management &k lpy Envestra to
APA Group, the network operator. The AER considikesincentive mechanism in
Envestra’s earlier access arrangement providedfiaisnt offset against these costs.

Envestra proposed a number of specific eventsstiaild qualify for cost pass
through and considered that if these events weoedor a materiality threshold of
$100 000 should apply. The AER has not accepte@$ira/s approach to cost pass
through and has proposed an alternative it considanore in line with the
requirements of the NGR. In particular, the AER iuetified certain events that
could be considered for pass through subject tat@mal threshold of 1 per cent of
revenue per event.

The AER did not accept Envestra’s demand forec¥gtsle demand has been less
than forecast in recent years, Envestra’s propcseddf decline in average
residential consumption and economic growth assiemgBppear unrealistic in the
circumstances. The AER'’s draft decision provideddoecast total demand which is,
on average, eight per cent higher than forecag&nwestra.
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Terms and conditions

Envestra’s access arrangement sets out the propersesland conditions that are not
directly related to the nature or level of tarii@id by users. Some of the terms and
conditions vary from those included in the earfiecess arrangement. The AER has
not accepted a number of the terms and conditibEseestra’s access arrangement
proposal and requires them to be amended. The ABBiders that amended
provisions for these terms and conditions bettemate the national gas objective in
s. 23 of the NGL, which the AER considers requités balance the interests of the
service provider and users.

Background

The AER is responsible for the economic regulatboovered natural gas
distribution pipelines in all states and territgriexcept WA). The AER’s functions
and powers are set out in the NGL and the NGR.NG&E and NGR came into effect
on 1 July 2008. Prior to this, the National Thiraty Access Code for Natural Gas
Pipeline Systems provided the relevant regulat@mnéwork for gas distribution
pipelines.

On 1 October 2010, Envestra submitted an accessgament proposal for its South
Australian gas distribution network for the peribduly 2011 to 30 June 2016. In
accordance with the NGR, the AER published Envissttecess arrangement
proposal on 21 October 2010. Interested parties werted to make submissions on
the proposal and four submissions were receivede&ira also presented its access
arrangement proposal at a public forum held in Aidiel on 29 October 2010.
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1 Introduction

1.1 Background

Envestra Ltd (Envestra) is a publicly listed comp&armed in 1997 when it acquired
natural gas distribution networks in South Aust&rafpueensland and the Northern
Territory.”

Envestra has contracted the operation of its SAugtralian gas distribution network
to the APA Group under an operating and manageameement (OMAY.

1.2 Envestra’s network

Envestra’s South Australian network comprises 7A8#%f pipeline delivering gas to
approximately 396 000 customers in seven main esn&delaide, Mt Gambier,
Whyalla, Port Pirie, Barossa Valley, Murray Bridged Berri. The assets used to
service metropolitan Adelaide constitute the majant (93 per cent) of the netwotk.

1.3 Regulatory requirements

The Australian Energy Regulator (AER) is resporestbl the economic regulation of
covered natural gas distribution pipelines in &tes and territories (except WA).
Envestra’s South Australian gas distribution netwisra covered pipelin€. The
AER'’s functions and powers are set out in the Netié&sas Law (NGL) and the
National Gas Rules (NGR).

1.3.1 National Gas Law

The NGL states that when performing or exercisimgeonomic regulatory function
or power, the AER must do so in a manner thatavilk likely to contribute to the
achievement of the national gas objective. Theonatigas objective %

... to promote efficient investment in, and effiti@peration and use of,
natural gas services for the long term interestoasumers of natural gas
with respect to price, quality, safety, reliabilapd security of supply of
natural gas.

The AER must take into account the revenue andngrigrinciples when exercising
its discretion in approving or making those paftamaccess arrangement relating to
a reference tariff. The AER may also take the reeesnd pricing principles into
consideration in its performance or exercise of @mgr economic regulatory
function or power where it considers this appraprta

EnvestraSAaccess arrangement informatio@ctober 2010, p. 47.
EnvestraSAaccess arrangement informatio@ctober 2010, p. 45.
EnvestraSAaccess arrangement informatio@ctober 2010, pp. 8-9 and 204.
AEMC, List of natural gas pipelineviewed 9 December 2010,
<http://lwww.aemc.gov.au/Gas/Scheme-Register/Pigdigt-summary.htmi>.
11

NGL, s. 23.
12 NGL, s. 28. The revenue and pricing principlesset out in NGL, s. 24.
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1.3.2 National Gas Rules

The NGR sets out the provisions the AER must appéxercising its regulatory
functions and powers, including prescribing the A&Edscretion in making the draft
decision on Envestra’s access arrangement proposal.

In assessing Envestra’s access arrangement propuesaER:

® has no discretion in respect of r. 50(2) (revieWrsission and revision
commencement dates)

® has limited discretion in respect of r. 79 (capg&gbenditure criteria),
r. 89 (depreciation criteria), r. 91 (operating exgiture criteria) and r. 94 (tariffs)

= has full discretion in all other cases.

Envestra’s access arrangement for 1 July 2006 thuB6 2011 inclusive is a
transitional access arrangement in accordanceseitbdule 1 of the NGR. The
transitional arrangements set out in clause 5loédgle 1 of the NGR apply to the
review of Envestra’s access arrangement proposé#héoperiod 1 July 2011 to

30 June 2016.

1.4  Structure of draft decision

The AER’s consideration of Envestra’s access agaregt proposal and
accompanying access arrangement information isuteds follows:

= Introductory chapters outline the regulatory enmiment, network description and
pipeline services.

= Part A outlines the key components of the totaérexe building blocks including
the capital base, depreciation, the rate of retasgtion, the incentive
mechanism, operating expenditure and a summawtafrevenue.

= Part B outlines the demand forecasts, referendéstand tariff variation
mechanisms.

= Part C outlines the non-tariff components of theeas arrangement proposal.

1.5 Next steps

The AER has scheduled a forum on the draft decigin@ March 2011 in Adelaide.
The AER will use this forum to explain the drafcdson to interested parties and to
obtain comments from interested parties.

Envestra may submit a revised access arrangemgmgal and updated access
arrangement information to the AER by 23 March 2@ubmissions on the AER’s
draft decision and Envestra’s revised access agraagt proposal from interested
parties are due by 21 April 2011.

The AER expects to make a final decision in lateyMiaearly June 2011.




2 Pipeline services

Envestra’s access arrangement describes the tygenature of services to be
provided. This includes those services likely tadugght by a significant part of the
market (reference services) and non-reference cesvi

The AER is satisfied that Envestra has identifieddipeline to which the access
arrangement relates and described the proposedipgservices in accordance with
the requirements of the NGR. Further discussiamefspecified reference services
and tariffs proposed by Envestra is provided inatka 11 of this draft decision.

2.1 Introduction

This chapter considers the pipeline services seindanvestra’s access arrangement
proposal.

2.2 Regulatory requirements

Rule 48(1) of the NGR provides that a full accasargement must specify certain
information for pipeline services, including refece services. Pipeline services
include haulage services, interconnection senacesancillary service.Reference
services are defined as pipeline services thdtlaly to be sought by a significant
part of the market* An access arrangement must:

= identify the pipeline to which the access arranggmelates and a website at
which a description of the pipeline can be insp#tte

= describe the pipeline services the service proydeposes to offer to provide by
means of the pipelirté

= specify the reference services, and the refereiféfor each reference serviceé.

Rule 109(1) of the NGR provides that a pipelineszeer provider must not make it a
condition of the provision of a service that thegpective user also accept another
non-gratuitous service, unless the bundling ofisesvis reasonably necessary.

2.3  Access arrangement proposal

Envestra has proposed to offer three haulage refergervices, three ancillary
reference services, and non-reference negotiateteg in the access arrangement
period’® The proposed services are substantially the sartteae provided in the
earlier access arrangement period, with the exaephiat the definition of the

¥ NGL, s. 2.

4 NGR, r. 101(2).

15 NGR, r. 48(1)(a).

% NGR, r. 48(1)(b).

" NGR, r. 48(1)(c) and r. 48(1)(d).

18 EnvestraSA access arrangement propggattober 2010, p. 5.




demand haulage service includes customers withlyadkmand of 50 GJ in addition
to customers with an annual demand of 10 TJ per'yea

The pipeline services proposed by Envestra arewden table 1 below.

Table 1:  Envestra’s proposed pipeline services

Type of service Title Description

Domestic haulage service Del_lvery of_gas through an existing domestic
delivery point

Delivery of gas to existing delivery points with an

Demand haulage service annual consumption that exceeds 10TJ or a daily

consumption exceeding 50GJ

Haulage reference
services

Commercial haulage Delivery of gas to all delivery points which are
service not domestic or demand delivery points

A meter reading and provision of the associated
meter reading data, where this is in addition o th
scheduled meter readings which form part of the
haulage reference service

Special meter reading

Ancillary reference

. The installation of locks or plugs at the metering
services

Disconnection installation of a domestic or commercial delivery
point to prevent the withdrawal of gas

Action to restore the ability to withdraw gas at a

Reconnection . i
delivery point

All services requested by users or potential users
Negotiated services of the network which are different from the
reference services

Non-reference
services

Source: Envestr&A access arrangement propqsattober 2010, pp. 5-7; and
EnvestraSA access arrangement informati@ctober 2010, pp. 41-42.

2.4  Submissions

The AER received submissions from AGL and Originwithe definitions of the
specified haulage reference serviteshe issues raised in these submissions are
considered in chapter 11 of this draft decision.

2.5 AER'’s consideration

Envestra has correctly identified the pipeline tuck the access arrangement relates.
Envestra has included a reference to a websitdiahva description of the pipeline
can be inspected. The AER therefore considers that Envestra’s acagasgement
proposal meets the requirements of r. 48(1)(ah@MNGR.

19
20

EnvestraSA access arrangement informati@ctober 2010, p. 41.
AGL, Envestra’s SA access arrangement proposavember 2010; Origirknvestra’s SA gas
access arrangemerilovember 2010.

2L EnvestraSA access arrangement propggattober 2010, p. 4.




Envestra has described the services which it pexptusoffer to provide by means of
the pipeline in section two of its proposed ac@ssngement, and section four of its
access arrangement informatfSihe AER therefore considers that Envestra’s
access arrangement proposal meets the requirenfan®3(1)(b) of the NGR.

The AER is satisfied that the haulage referenceé@es and ancillary reference
services proposed by Envestra are likely to belsoloig a significant part of the
market. These are essentially the same as thessisought by users in the earlier
access arrangement period. The issue of the apgti®ppecification of reference
services and tariffs is further considered in cbafttl of this draft decision.

The AER has no information before it to suggest tha proposed non-reference
negotiated services are likely to be sought byaicant part of the market. The
AER therefore considers that Envestra’s accessgeraent proposal is consistent
with the requirements of r. 101(2) of the NGR.

The AER notes that, consistent with the earlieeas@arrangement, Envestra has
proposed that meter reading data will be providedat of each haulage reference
service”® However, the AER further notes that to the expeatticable and
reasonablé®

® users and prospective users may obtain a servimwitludes only those
elements that the user wishes to be included isé¢héce

= Envestra will provide a separate tariff for an edenof a service if requested to
do so.

The AER therefore considers that Envestra’s acagasgement proposal meets the
requirements of r. 109(1) of the NGR.

2.6  Conclusion

Based on Envestra’s access arrangement proposataass arrangement
information, the AER is satisfied that Envestra tistified the pipeline to which the
access arrangement relates and described the pobpgeline services in accordance
with the requirements of the NGR.

2 EnvestraSA access arrangement propggattober 2010, pp. 5-7; and Enves8A,access

arrangement informatignOctober 2010, pp. 41-44.
EnvestraSA access arrangement propq<attober 2010, p. 6.
EnvestraSA access arrangement propq<attober 2010, p. 5.
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Part A — Total revenue (building block
components)




3 Capital base

Envestra proposed an opening capital base on 1201 of $1030 million

($ nominal). The AER considers that most elemdriEneestra’s proposed opening
capital base were in accordance with the NGR. Hanahe AER requires Envestra
to make changes to the amounts calculated for degren and consequently accepts
an opening capital base value of $1018 million ¢imal).

Envestra has forecast $520 million ($2010-11) ipecaover the access arrangement
period. The AER accepts that most of this forechsapex complies with the NGR.
However, the AER considers amounts in relatiorot@tingency allowances,
overheads and real cost escalation are not reaskendthe AER considers that
Envestra must amend its forecast of capex oveadhess arrangement period to
$415 million ($2010-11), a reduction of 20 per centhat proposed by Envestra.

The largest component of forecast capex in Envegr@posal was for mains
replacement. Envestra proposed to spend $232 mi{$ia010-11) to replace some
1072km of mains (predominantly cast iron and urgrted steel) over the access
arrangement period. The AER considers the majofityis expenditure is justified
owing to concerns about excessive levels of unatedudor gas and associated safety
issues. However, the AER has adjusted the foreoasto reflect its view of the
efficient costs for contingency amounts, overhemtiscand real cost escalation. The
AER accepts a forecast cost of $182 million ($2Q19for mains replacement over
the access arrangement period.

The AER considers that most of the remaining ansoaffiorecast capex comply with
the NGR. However, as with Envestra’s mains replacgrmprogram, the AER
considers adjustments should be made for contingaltmwvances, overheads and
real cost escalation. In addition, the AER hasamtepted the forecast expenditure
for a number of specific projects proposed by Emmadsas been adequately justified.

The AER has calculated a closing capital base odw® 2016 of $1420 million
($ nominal).

3.1 Introduction

This chapter sets out the AER’s consideration efdapital base and forecast capex
proposed by Envestra for the access arrangemantiper

3.2 Regulatory requirements

In assessing Envestra’s opening capital base, B i8 required to consider the
transitional provisions of the NGR (Clause 3(2soliedule 1 of the NGR). This
relates to actual or forecast capex (new facilitiegstment) under s. 8.21 of the
Code.

In relation to the opening and projected capitaihghe NGR requires Envestra to
demonstrate:

= capex (by asset class) over the earlier accessgamaent period (72(1)(a)(i) of
the NGR)




= how the capital base is arrived at including a destration of how it is increased
or diminished over the previous access arrangepeiad (r. 72(1)(b) of the
NGR)

= the opening capital base is derived in accordanterw77(2). Rule 77(2)
specifies the components that contribute to thevaléon of the opening capital
base including conforming capex, depreciation aaidindant and disposed of
assets

= aforecast of conforming capex (r. 72(1)(c)(i) ¢ tNGR) and depreciation over
the access arrangement period, including a denatiwstrof how it is derived
(r. 72(1)(c)(ii) of the NGR)

= the projected capital base is derived using thefibe (opening capital base plus
forecast conforming capex less forecast depreciaim disposed pipeline assets)
inr. 78 of the NGR

= forecast capex is such as would be incurred byidgmt service provider
(r. 79(1)(a) of the NGR)

= forecast capex is justifiable on a ground stated #9(2) of the NGR. Such as,
where the overall economic value is positive, at #ither the expenditure is
necessary to maintain and improve the safety efcEs or to comply with a
regulatory obligation or meet levels of demanddenvices existing at the time the
capex is incurred.

Rule 90 of the NGR requires that the access arraagemust contain provisions
governing the calculation of depreciation for ebthiing the opening capital base for
the next access arrangement period. The provisiuss resolve whether depreciation
of the capital base is to be based on forecasttaabcapex.

Rule 85(1) of the NGR allows an access arrangetodntiude a capital redundancy
mechanism. The AER may also require such a meahanighe access arrangement.

The NGR also requires Envestra to show the keyrekpee performance indicators
to be used to support the expenditure to be indwwer the access arrangement
period (r. 72(1)(f) of the NGR).

3.3 Access arrangement proposal

3.3.1 Opening capital base

Envestra has proposed an opening capital based80illion ($ nominal). The
calculation of this opening capital base is showtable 3.1.




Table 3.1:  Envestra’s proposed opening capital bag&m, nominal)

2006-07 2007-08 2008-09 2009-10 2010-11 2011-12

Opening capital base 828.6 872.8 904.6 962.4 983.4 1030.3
Add gross capéx 32.2 36.1 35.1 32.6 45.3

Add indexation 32.9 16.6 45.4 12.3 26.9

Less depreciation 18.9 20.1 21.7 22.7 24.0

tgﬁtsr igi%gi's 2.0 0.7 1.0 1.2 1.2

Less redundant assets 0.0- 0.0 0.0 0.0 0.0

Less disposals 0.0- 0.0 0.0 0.0 0.0

Closing capital base 872.8 904.6 962.4 983.4 1030.3

Source: Envestr&A access arrangement informati@ctober 2010, pp. 115 and 120.
(a) Includes capital contributions.

3.3.1.1 Capital expenditure in the earlier access arrangenm period

Envestra has included actual capex of $185 mi(&2010-11) incurred in the earlier
access arrangement period, in the opening capita for the access arrangement
period.lTabIe 3.2 sets out the actual capex indurréhe earlier access arrangement
period.

Table 3.2:  Forecast and actual/estimated capital eenditure for 2006—11
($m, 2010-11

2006-07  2007-08  2008-09  2009-10 2010-11 Total
Forecast (ESCOSA 485 50.9 485 45.4 45.8 239.0
approved)
Actual 34.0 38.3 36.0 322 44.7 184.6
Difference 14.5 12.6 12.5 13.2 1.7 54.4

Source: Envestr&A access arrangement informati@rctober 2010, pp. 35-36;
Envestra, Email responseA&R.EN.14revised table 3.5, 13 December 2010.

(a) The AER has converted 2009-10 real dollar9i®0211 real dollars.

(b) This figure is estimated.

Envestra has submitted an audit report to supfsostibmission that expenditure on
past capex projects in the earlier access arranggmeeod was prudent and
efficient? The audit report concluded that, overall, Envésiapital project
processes in the earlier access arrangement geaibd reasonable level of rigour.
Envestra has also submitted a benchmarking regdvtdsksman Consulting Services

EnvestraSA access arrangement informati@ctober 2010, p. 120.
EnvestraSA access arrangement informati@ctober 2010, attachment 8-1.

®  EnvestraSA access arrangement informati@ctober 2010, attachment 8-1, p. 3.




(Marksman) to support its capex for the earlierasarrangement peridd-he
benchmarking report concluded that over a rangeditators, Envestra’s levels of
capeg< in the earlier access arrangement periotkasenable from a cost perspective
only.

Envestra’s proposed capex for the earlier acceaaggment period, including

approved pass throughs, was $54 million ($2010e1 2B per cent less than that
approved by ESCOSA (see figure F1).

Figure 3.1: Comparison of approved and actual/estiaed capital expenditure by
Envestra for the earlier access arrangement perioffbm, 2010-11)

]
50
40 -
30 A
20

10 A

200607 2007-08 2008-09 2009-10 2010-11

M Approved 1 Actual lEstimate

Source: Envestr&A access arrangement informati@ctober 2010; Email response to
AER.EN.14revised tables 3.5 and 3.6, 13 December 2010.

Table 3.3 shows Envestra’s approved and incurrpdxctor the major capex
categories for the earlier access arrangementgddiaring this period there has been
under-expenditure in all three capex categorieg/{st-business, growth and major
projects). However, total mains replacement exgargliwas $8.1 million ($2010-11)
or 21 per cent above the amount approved by ESC@&8¥estra indicated the overall
higher level of mains replacement was in responsecreasing levels of unaccounted
for gas (UAG)’ Envestra submitted that it expects to completeltdbf the 500 km

of mains replacement, the largest component ofistéyisiness expenditure in the
earlier access arrangement peflod.

EnvestraSA access arrangement informati@ctober 2010, attachment 5-8.
EnvestraSA access arrangement informati@ctober 2010, attachment 5-8, p. 1.
EnvestraSA access arrangement informati@ctober 2010, p. 36.

EnvestraSA access arrangement informati@ctober 2010, pp. 37-38.
EnvestraSA access arrangement informati@ctober 2010, p. 99.
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Table 3.3:

Envestra allowed and incurred capital egenditure for the earlier access
arrangement period ($m, 2010-11)

2006-07 2007-08 2008-09 2009-10 2010-11 Total
Stay-in-business Allowed 20.9 215 22.3 15.1 18.2 97.9
Incurred 12.4 17.5 12.6 12.5 19.3 74.2
Variance (%) -40.7 -18.6 -43.5 -17.2 6.0 -24.2
Growth Allowed 27.6 29.3 21.0 26.0 23.3 127.1
Incurred 21.5 21.2 20.2 18.2 22.8 103.9
Variance (%) -22.1 -27.6 -3.8 -30.0 2.1 -18.3
Major projects Allowed 0.0 0.0 5.2 4.4 4.4 14.0
Incurred 0.0 0.0 3.1 15 2.0 6.6
Variance (%) 0.0 0.0 -40.4 -65.9 -54.5 -52.9
Total capital 6 48.5 50.9 48.5 45.4 458 2390
expenditure
Incurred 33.9 38.8 35.8 32.2 44.1 184.6
Variance (%) -30.1 -23.8 -26.2 -29.1 -3.7 -22.8
Source: Envestr&A access arrangement informati@ctober 2010; Email response to
AER.EN.14revised tables 3.5 and 3.6, 13 December 2010.
€)) The AER has converted 2009-10 real dollar9i®0211 real dollars.
3.3.1.2 Adjustment to the capital base for inflation in theearlier access arrangement
period
Envestra has proposed that the adjustment to fhitathase for inflation in the
earlier access arrangement period be estimategglyiag the year-on-year change
in the consumer price index (CPI) for the Marchreerd For 201611, Envestra has
proposed a forecast annual inflation rate of 2 &2cent:® Envestra’s proposed
inflation rates for adjusting the capital basesirewn in table 3.4.
Table 3.4: Inflation rates for adjusting the capitd base (per cent)
2006-07 2007-08 2008-09 2009-10 2010-11
Inflation rates 2.44 4.24 2.47 2.89 2.52

Source: Envestr&A access arrangement informati@rctober 2010, p. 119.

9
10

EnvestraSA access arrangement informati@gtober 2010, p. 119.
EnvestraSAaccess arrangement informatio@ctober 2010, attachment 1-3 (confidential).
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3.3.1.3 Depreciation in the earlier access arrangement pesd

Envestra stated that it proposed to roll forwasctapital base to 1 July 2011 using the
forecast depreciation amounts (adjusted for aatdiation) that were approved by
ESCOSA at the earlier access arrangement relielowever, Envestra has used
actual depreciation to roll forward the capitald¥s™ Envestra stated that neither its
Queensland or South Australian access arrangemenise forecast depreciation be
used to roll forward the capital base to 1 JulyRtIrable 3.5 sets out the actual
depreciation amounts for the earlier access arraageperiod as proposed by
Envestra.

Table 3.5:  Envestra’s proposed depreciation for thearlier access arrangement
period ($m, nominal)

2006-07 2007-08 2008-09 2009-10 2010-11

Straight-line

. 18.9 20.1 21.7 22.7 24.0
depreciation

Source: Envestr&A access arrangement informati@ctober 2010, p. 117.
(a) These depreciation figures do not include #gative depreciation adjustment
associated with the inflation of the capital base.

3.3.2 Projected capital base

Envestra has proposed a projected closing caita bf $1595 million ($ nominal)
for the access arrangement period. The calculafidime projected capital base is
shown in table 3.6.

Table 3.6:  Envestra's projected capital base ($m,aminal)

2011-12 2012-13 2013-14 2014-15 2015-16

Opening capital base 1030.3 1137.8 1252.2 1359.9 78.44
E)'(‘;)Zﬁgirt‘fﬁrergmg capital 110.0 117.7 112.1 123.0 122.0
Less depreciation 28.9 32.6 36.6 394 43.1
Inflation adjustment 26.5 29.2 32.2 34.9 38.0
Closing capital base 1137.8 1252.2 1359.9 1478.4 95.45

Source: Envestr&Aaccess arrangement informatioBctober 2010, p. 125.
€) These are end of year values.

' EnvestraSAaccess arrangement informatioBctober 2010, p. 117.

12 Envestra, RFM in email to the AERER.EN.3 - Depreciation modelling ertc@5 October 2010.

13 Envestra, Email to the AERW: AER.EN.16 - remaining asset lives and roll fary 10
December 2010.

14 Envestra, Email to the AERW: AER.EN.16 - remaining asset lives and roll farsy 10
December 2010.
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3.3.2.1 Forecast capital expenditure for the access arrangeent period
Envestra has proposed forecast capex of $520 m{#2010-11) for the access

arrangement period. The proposed forecast capmet ut in table 3.7.

Table 3.7:  Proposed forecast capital expenditure fdhe access arrangement period

($m, 201011}

2010-11 2011-12 2012-13 2013-14 2014-15 Total
Mains replacement 20.3 51.5 52.8 53.6 54.0 232.2
Meter replacement 3.0 3.2 4.4 5.3 5.6 215
Augmentation 16.7 6.2 1.4 5.7 0.1 30.0
Telemetry 0.4 0.4 0.8 0.4 0.4 2.4
Regulators and valves 0.8 0.8 0.8 0.8 0.8 4.2
IT 3.9 21 2.8 21 0.4 11.2
Growth assets 44.8 30.4 25.9 28.4 315 161.1
S;Qgrgismb”“ons 10.5 11.6 9.2 9.3 9.4 49.9
S;Qtirr:o”'dismb““o” 2.6 1.3 1.4 0.9 0.9 7.1
Total 102.8 107.3 99.8 106.6 103.1 519.7

Source: Envestr&gAaccess arrangement informatio@ctober 2010, p. 92.
(a) The AER has converted 2009-10 real dollar9i®0211 real dollars.

Figure 3.2 below shows Envestra’s capex from thikeeaccess arrangement period
and the proposed capex for the next access arramjgrariod. There is a 157 per

cent increase in capex for the next access arragngjgoeriod, due largely to
Envestra’s proposed expansion of its mains replacéprogram.

13



Figure 3.2: Envestra’s capital expenditure ($2010-1)
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Source: Envestr&Aaccess arrangement informatio@ctober 2010, pp. 92, 114-115.
ESCOSAProposed Revisions to the Access Arrangement éogtuth
Australian Gas Distribution System: Draft Decisidviarch 2006, p. 113.
Worley ParsonfRReview of Gas Access Arrangement for South Australi
September 2005, p. 24.

ESCOSAProposed Revisions to the Access Arrangement éoBttuth
Australian Gas Distribution System: Final Decisjdiine 2006, p. 117.

Envestra engaged a consultant, Zincara Pty Ltdu@w its forecast capex for the
access arrangement periincara noted that Envestra’s capex activities and
projects were what would be expected of a prudemieo/operator and that its costs
were efficient'®

3.3.2.2 Adjustment of the capital base for inflation in theaccess arrangement period

Envestra has proposed an actual percentage chatige ¢onsumer price index (CPI)
for the purposes of rolling forward the capital é@&sEnvestra has proposed a forecast
annual inflation rate of 2.57 per céfit.

3.3.2.3 Forecast depreciation allowance in the access arrgament period

Envestra’s proposed allowance for depreciatioménaccess arrangement period is
discussed in chapter 4.
3.4 Consultant review

The AER engaged Wilson Cook & Co Limited, enginegrand management
consultants, to review Envestra’s proposed capels¢W Cook)'® The review

15
16
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EnvestraSA access arrangement informatio@ctober 2010, p. 95 and attachmnet 6-6.
EnvestraSA access arrangement informati@ctober 2010, attachmnet 6-6.

EnvestraSA accesarrangement informationOctober 2010, p. 119 and EnvesBa, access
arrangement proposaDctober 2010, p. 18.

EnvestraSAaccess arrangement information, October 201G tattaet 1-3 (confidential).
Wilson CookReview of expenditure of Queensland & South Auatrajas distributors: Envestra
Ltd (South Australiapecember 2010 (Wilson CooReport — Envestra (SApecember, 2010).
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examined capex for the earlier access arrangeneeioidp as well as Envestra’s
forecast capex for the access arrangement period.

For the earlier access arrangement period, Wilsmyk@oncluded that the full
amount of actual capex (including an estimate @r®11), may be accepted as being
prudent and efficierft? Wilson Cook noted the following:

= Envestra’s Asset Management Plan and associatgdring documentation was
suitable, in a general sense, for the prudent meamagt of its assets

= Envestra awarded new three year contracts for nmapiacement and other
capital work commencing July 2010 which have reslit increases in contract
labour costs and mains replacement unit rates.€Tineseases affect Envestra’s
capex estimated for 2010-11 compared with thateyggr by the ESCOSA

= average new connection costs were lower than fet@saEnvestra sought to
make new connections involving the least amoumahs extension or
augmentation work

= Envestra under-spent stay-in-business capex althexjgenditure on the largest
component of this capex expenditure category, majpiacement, increased

® variances in individual capex categories were §icant, but Envestra appeared to
have managed its expenditure carefully, makingetdus in discretionary
expenditure during the earlier access arrangenesiadg Wilson Cook considered
this was a reasonable and appropriate response exttermal factors (such as the
global financial crisis) imposed financial pressure

®  pecause the nature and timing of asset replacemeést between businesses,
benchmarking of capex was not vafid

= the capital project’s audit report submitted by &stva provided an independent
opinion and that the capital projects were prudent efficient®

For the access arrangement period, Wilson Cookleded that most of Envestra’s
proposed forecast capex may be accepted as beidgnirand efficient? In
particular it recommended:

= the forecast expenditure on mains replacement wakept and efficient but the
expenditure should be adjusted to remove the 18gm@rcontingency allowance.
Wilson Cook recommended the application of a gdruenatingency allowance
was not justified (refer discussion in section 3.4)

20 wilson CookReport — Envestra (SAPecember, 2010, p. 17.

2L wilson CookReport — Envestra (SADecember, 2010, pp. 9-17.

22 EnvestraSA access arrangement informati@gtober 2010, attachment 5-8.
% EnvestraSA access arrangement informati@gtober 2010, attachment 8-1.
2 Wilson CookReport — Envestra (SADecember, 2010.
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= the planned expenditure on growth assets was prugdenope and timing but the
expenditure should be adjusted to remove the 1@g@rcontingency allowance

= the proposed augmentation expenditure was prudestiope and timing but the
expenditure should be adjusted to remove the 2@grdrcontingency allowance

= the proposed meter replacement expenditure wasdewed to be reasonable but
should be adjusted to remove the 10 per cent agerticy allowance

= the expenditure on refurbishment of valves shoelddmoved from the projected
capital base

® in regards to other distribution capex:

3.5

recommended the removal of forecast expenditurdpmrove Engineering
Investigations (AEI) remedial work from the projedtcapital base and the
removal of the 20 per cent contingency allowancétfe replacement of
hazardous services (inlets) and sleeved railwagsuongs

suggested reducing the amount of expenditure peapfas reinstatement of
major road®’

Submissions

The following submissions regarding the capitalbasre received from interested
parties:

= QOrigin Energy (Origin) submitted:

work by Envestra on the mains replacement prograthd earlier access
arrangement period has been insufficient to reviegeasing levels of
leakage®® Origin also noted that the decision by ESCOSAmeilad the South
Australian Gas Distribution Code will impose a riegory obligation on
Envestra to carry out its planned mains replacemgset out in the Mains
Replacement Pl&h

Envestra had underspent on mains replacement loeearlier access
arrangement periét

a significant portion of the capex program propdeedhe access
arrangement period seeks to address the issuakafidepipes and to ensure
Envestra’s compliance with the new obligafibn

% Wilson CookReport — Envestra (SAPecember, 2010, pp. 34-35.

26
27
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29

Origin, Envestra’s SA gas access arrangemsiovember, 2010, p. 3.
Origin, Envestra’s SA gas access arrangemslavember, 2010, p. 3.
Origin, Envestra’s SA gas access arrangemslavember, 2010, p. 3.
Origin, Envestra’s SA gas access arrangemslavember, 2010, p. 3.
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the proposed amount of mains replacement for tbesscarrangement period
may not be feasible given Envestra’s underspenditige earlier access
arrangement perid

the assumption by Envestra that new domestic cug®mould use less gas
on average than existing customers was of coritern.

The Energy Consumers Coalition of South Austr&i@CSA) submitted:

that the planned increase in the capex is unwauaantd unsubstantiaféd

thereﬁ a risk of Envestra underspending in the aecess arrangement
perio

questioned whether Envestra’s asset base has Ogested to reflect the
removal of cast iron mains that were not fully degpated. Also it questioned
whether Envestra is still receiving a benefit froomsumers who are paying
for deéereciation on the old removed mains in addito the replacement
main

raised concerns about why Envestra’s mains replaceprogram during the
earlier access arrangement period has not redua&ltbl the levels predicted
by Envestr®

that the cost per new customer connection duriagethlier access
arrangement period was higher than that alloweH®ZOSA, and in an
environment of declining gas consumption recommeridat the AER
examine whether the capex for new connections watept®

that Envestra had not proposed to replace the nrathe Adelaide CBD
during the earlier access arrangement period ana cansequence, the
500 km of mains approved by ESCOSA for the eadt®ess arrangement
period was achievabie

that Envestra could maintain the planned progranmfains replacement that
was initiated for the earlier access arrangemembgand achieve many of
the benefits sought with much less impact on futariéfs®®

expressed concerns regarding the ability of Enadstimplement such a large
capital program given the potential supply constsafor skilled labour and

30
31
32

33
34
35
36
37
38

Origin, Envestra’s SA gas access arrangemBiaivember, 2010, p. 4.

Origin, Envestra’s SA gas access arrangemsinvember 2010, pp. 1-2.

ECCSA SA gas distribution revenue reset, Envestra appibn a responselNovember 2010,
p. 38.

ECCSA Envestra applicatiora responselNovember 2010, pp. 31-32.

ECCSA Envestra applicationa responselNovember 2010, p. 25.

ECCSA Envestra applicationa responselNovember 2010, p. 25.

ECCSA Envestra applicationa responselNovember 2010, p. 26.

ECCSA Envestra application, a responddovember 2010, p. 32.

ECCSA Envestra application, a responddovember 2010, p. 31.
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materials facing the energy and transport industrieSouth Australid’ These
constraints are further compounded by the effefcksrge capital programs in
other regions that have already been approvedéopER as well as the
resources boort.

=  AGL Energy (AGL) submitted:

= expressed concerns on whether the proposed ca@22dfmillion on the
mains renewal program is achievable from a praopiesspective”

= guestioned whether Envestra’s proposed capex omsmeplacement is the
most efficient approach to control gas leakageiamgtonomically
responsibl&

= expressed concerns that if the program is not ceteglas planned, and there
is unqgrspending, there will be five years of higihan necessary network
tariffs

= expressed concern about the implication of new dgtimeustomers using less
gas on average than existing custorftérs.

®=  The SA Minister for Energy submitted that the AB®uSId ensure that Envestra
receives sufficient funding to reduce the levelgas leakage and meet its
regulatory obligations. The SA Minister for Ene@go submitted that any
requests by Envestra to provide funding for pr@jelcat were funded during the
earlier access arrangement period but are incom@et the associated
efficiency gains by expenditure savings, requinefta deliberatiorf

3.6 AER'’s consideration

The AER has undertaken an assessment of the caggahditure in the earlier access
arrangement period that Envestra has proposedittoatie opening capital ba$e.
Whilst the AER is satisfied with the majority otlkomponents of Envestra’s
opening capital base, the AER requires Envestaartend the depreciation amounts
used to roll forward its capital base to 1 July20Ihe AER has also undertaken an
assessment of Envestra’s proposed capex for tlessiecrangement peridtThe

AER assessed Envestra’s projected mains replacesmpanditure, growth assets
capex and other capex activities. The AER’s assesssof Envestra’s proposed capex
included a consideration of other cost factors itmgiact on Envestra’s projected
capital base including contingency allowances, logads and cost escalators. Other
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ECCSA Envestra application, a respondd¢ovember 2010, p. 16.
ECCSA Envestra application, a responddovember 2010, p. 16.
AGL, Envestra’s SA gas access arrangemBbiavember 2010, p. 3.
AGL, Envestra’s SA gas access arrangemBbiavember 2010, p. 3.
AGL, Envestra’s SA gas access arrangemsiavember 2010, p. 3.
AGL, Envestra’s SA gas access arrangemBbiavember 2010, p. 3.
%> SA Energy MinisterSubmission to the AERIovember 2010.

*® NGR, 1. 77.

" NGR,r. 72 andr. 79.
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elements that will affect Envestra’s revenue indheess arrangement period such as
capital contributions, disposals and depreciatienenalso reviewed by the AER.

3.6.1 Opening capital base

Two steps are required to calculate the openingatdgase at 1 July 2011:

= first, the value of the capital base at 1 July 2i30@btained from the previous
access arrangement determination and a true-upde for any difference
between actual and estimated capex in 2005-06r @thestments may be
necessary as circumstances require;

= second, the opening capital base at 1 July 2068lexl forward to 30 June 2011.
This involves:

» adding conforming capex over the earlier accessmgament period

removing regulatory depreciation

removing any redundant capital and disposals

indexing the capital base and other componentseofdll forward for actual
inflation.

The following sections provide details on the isstiet emerge during these steps.

While the AER is satisfied with the majority of Egstra’s opening capital base, the
AER does not agree with the adjustment Envestrat@sosed to make for
depreciation as it does not comply with the relévaguirements of the NGR and as
such is not consistent with the national gas objeaf the NGL. The AER requires
Envestra to make the amendments set out in se®#oof this draft decision.

3.6.1.1 Opening capital base for the earlier access arrangeent period

The AER accepts that Envestra updated the opemipigat base as at 1 July 2006
correctly for the difference between actual an@dast capex. Envestra also included
an adjustment for assets that ESCOSA had deprddatgnd zero, resulting in some
negative depreciatioff. The adjustment proposed by Envestra was accegted b
ESCOSA following the resolution of Envestra’s agpgedhe Australian Competition
Tribunal in 2007. Consequently, the AER considkis adjustment to the opening
asset base as at 1 July 2006 should be accepted.

As discussed in section 3.6.1.3, to maintain coescy with the control mechanism,
the AER has adjusted the way the capital baselexigd in Envestra’s revenue model
from real values (December 2005) to nominal val@sisequently, the AER has
determined an opening capital base as at 1 Jul§y @b$827 million (nominal).
Envestra had proposed an opening capital base salael July 2006 of $829 million

8 EnvestraSA access arrangement informati@ctober 2010, p. 114.
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(nominal)?® The adjustments to the opening capital base Adaly 2006 are
summarised in table 3.8.

Table 3.8: AER approved opening capital based as atJuly 2006 ($m, nominal)

As at 1 July 2006

ESCOSA final decision (p.128) 827.1
Envestra’s adjustment for actual capex -1.3
Envestra’s reversal of negative depreciation 2.8
AER inflation adjustment -1.3
AER approved opening capital base 827.3

3.6.1.2 Conforming capital expenditure in the earlier acces arrangement period

The AER is required to consider whether the capeke earlier access arrangement
period is conforming. The relevant test is whetherexpenditure was justified and
would have been incurred by a prudent service pesacting efficiently, in
accordance with accepted good industry practicachieve the lowest sustainable
cost of providing services. The AER considers thatcapex incurred by Envestra
over the earlier access arrangement period wasl@nhprherefore, a total of
$185 million ($2010-11) has been added to the owgecapital base at 1 July 2006.

In reaching this view, the AER has considered dtleing factors.

= Envestra’s capex increased significantly in théieaaccess arrangement period
(see figure 3.2). Between 2006 and 2011 Envestraried $185 million ($2010—
11) in capex, an increase of $60 million ($2010-drid 48 per cent over the
previous access arrangement perfbdowever, this expenditure was well below
the capex allowed by ESCOSA of $239 million ($201D);- a difference of some
23 per cent. It was also well below Envestra’s darecast of $285 million
($2010-11)*

= Envestra has stated that its underspend was phynb@cause of the Global
Financial Crisis (GFCY* As Envestra was capital constrained during the @FC
has been cautious in expending capital. As a restittis caution, Envestra stated
that it had to critically examine what items of tapexpenditure had to be
maintained in order to ensure the level of expemditid not fall below that
considered to be prudent. In particular, Envestiged that it was unable to fully

%9 EnvestraSA access arrangement informati@ctober 2010, p. 113.

0  ESCOSAProposed Revisions to the Access Arrangement éoBtuth Australia Gas Distribution
System — Final Decisiomp. 88.

®l  ESCOSAProposed Revisions to the Access ArrangementéoBtuth Australia Gas Distribution
System — Final Decisigmp. 105.

2 EnvestraSA access arrangement informati@ctober 2010, pp. 37-38.
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achieve the investments it forecast, thereby @stg customer benefits from
network improvements and expansions in the short.t

Most of Envestra’s capex in the earlier accessngament period relates to
growth and stay-in-business capex (see figure 3.3).

» Envestra has little discretion in respect of itsvgth capex because of the
requirement to connect new customers and accoutitédampact that new
customers will have on its network. New connectifamdarge customers did
not reach the forecast level because of prevadoanomic conditions

= aslightly greater number of new customer connasttban forecast indicates
a lower than forecast average connection cost

» Stay-in-business capex was curtailed in responeet&FC but by the end of
the period will almost equal the regulatory allowar{ Mains renewal capex
will be almost 30 per cent more than allowed. THeRAconsiders the scope of
the mains replacement work completed by Envestsaparopriate.

Envestra used competitively contracted labourt®mains replacement work and
growth capex

A below forecast level of expenditure on major potg capex of $7.4 million
($2010-11) during the earlier access arrangemeittdoean be attributed to the
deferral and/or changes to three of the major ptsfe

The second largest component of stay-in-busingssxcaomestic meter
replacement, is regulated by the Office of the Tewdd Regulator (Technical
Regulator). The Technical Regulator stipulatesreodes change-over for
domestic meters of 10 years, except for the twot mvakely used meter models
for which a 15 year interval has been approvecheyTechnical RegulataP.
Envestra submitted that meters returned from #ld &re repaired for re-use or
disposed if the meter is uneconomic to repair otspare no longer availabté.

The AER also considers that Envestra’s domestienreplacement program was
prudent and efficient and in-line with the techhieguirements

Aside from mains and meter replacement, the vagsbetween the actual and
allowed other stay-in-business expenditure categarere relatively minor

Growth capex showed an under expenditure of $2Bomi($2010-11) or
18 per cent, due largely to less expenditure tbegchst on mains reinforcement
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EnvestraSA access arrangement informati@ctober 2010, p. 16.

EnvestraSA access arrangement informati@ctober 2010, p. 37.

Wilson CookReport — Envestra (SApecember, 2010, p. 14.

South Australian Department for Transport, Enexggt Infrastructure website
(http://technicalrequlator.sa.gov.au/office_of tleehnical requlator/gas_industry regulation/gm
mp), viewed 7 December 2010.

EnvestraSA access arrangement informati@ctober 2010, attachment 7-2, p. 107.
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and major extensions, even though Envestra repgdedric growth and higher
costs than those approved by ESC&SA

= Wilson Cook agreed that the capex incurred in Hréex access arrangement was
compliant®

Figure 3.3: Capital expenditure by category over th earlier access arrangement
period ($2010-11)

4%

40%

O Stay-in-business
E Growth
O Major projects

Source: AER analysis

In its proposal, Envestra provided an estimate0df0211 capex. This estimate will be
updated in its revised access arrangement proposal.

3.6.1.2 Depreciation used in the roll forward model

The calculation of the opening capital base reguilepreciation to be removed from
the capital base. The depreciation is typicalliesit

= forecast depreciation - as it was forecast atithe the earlier access arrangement
was approved, or

= actual deprecation - recalculated to reflect thiaacapex over the earlier access
arrangement period.

Envestra’s proposal contains a discrepancy in cetgaits approach to the adjustment
for depreciation. Envestra indicated in its propdisat forecast depreciation had been
used to roll forward the capital base. However,dstra had calculated its opening
capital base using actual deprecation. The AERsatigrification and Envestra

8 EnvestraSA access arrangement informati@ctober 2010, p. 39.

¥ Wilson CookReport — Envestra (SApecember, 2010, pp. 10-15.
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stated that it had incorrectly described its apginaas forecast depreciation. Instead,
Envestra stated that it proposed to apply actuadedéation®®

The AER does not agree with Envestra’s revisedtiposiESCOSA (and the QCA
with respect to Envestra’s network in Queenslanal alear the Code required the
opening capital base to be calculated using fotetsgweciation (adjusted for actual
inflatictl)sg) from the previous access arrangemeriogéf For example, ESCOSA
stated?

The Code requires that the roll-forward of the @a@ase be made using
forecast depreciation figures included in the 2B01tal Decision, adjusted for
inflation, as these represent the funds notionallyrned to Envestra through
Reference Tariffs over the first Access Arrangeni&eriod.

Based on these regulatory decisions, at the comensert of the earlier access
arrangement, all parties should have reasonablgateg that the regulator would
again roll forward the capital to 30 June 2011 gdorecast depreciation.

Section 24(4) of the NGL requires the AER to haagard to the capital base adopted
by the previous regulator.

The AER considers that regard should also extetidetgeneral approach adopted by
the relevant regulator to the roll forward of tfapital base. It would be consistent
with the earlier access arrangement for the capétsaé to be adjusted using forecast
depreciation. In addition, the AER prefers and valjuire forecast depreciation to be
used at the next revision of the access arrangefredat section 3.6.3). Consequently
the AER considers it is appropriate to maintainftrecast depreciation approach
through the transition of regulatory responsitaitirom ESCOSA to the AER.
Accordingly, the AER has recalculated Envestrajsitedbase as at 1 July 2011 using
forecast depreciation from the earlier access gement period.

Based on this adjustment, the AER has determiredethised depreciation amounts
for the earlier access arrangement period to beetsbhown, in nominal terms, in table
3.9. Compared to the depreciation amounts propogéthvestra, the impact on
Envestra’s opening capital base of the AER’s appdalepreciation is a reduction of
$9.5 million ($ nominal).

€ Envestra, email to the AERW: AER.EN.16 — remaining asset lives and roll famly

10 December 2010.

ESCOSAProposed revisions to the access arrangement &6tbuth Australian gas distribution
system, Final decisigrdune 2006, pp. 91-93.

QCA, Final Decision, Revised Access Arrangement for Biaribution Networks: Envestra
May 2006, pp. 66 and 72.

ESCOSAProposed revisions to the access arrangement 6tbuth Australian gas distribution
system, Final decisigdune 2006, p. 92.
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Table 3.9: AER approved depreciation for the earlieaccess arrangement period
($m, nominal)

2006-07 2007-08 2008-09 2009-10 2010-11
AER approved 19.0 21.0 23.8 25.7 275
straight-line
depreciation
Envestra 18.9 20.1 21.7 22.7 24.0
proposed
depreciation
& RFM contained in Envestra, Email to the AERY: AER.EN.16 - remaining

asset lives and roll forwardlO December 2010.

3.6.1.3 Adjustment to the capital base for inflatia

The AER considers that Envestra’s proposal to lisdévtarch to March CPI to adjust
the capital base for inflation is appropriate gitleat such an indexation approach is
consistent with the control mechanism. However AE® has found that Envestra’s
modelling used the September to September CPIAB#R has adjusted the proposed
roll forward model (RFM) so that it uses the MatoiMarch CPI to calculate
inflation. The effect of this change is to reduice bpening capital base as at

1 July 2011 in nominal terms by less than $0.3ianill The inflation rate for 2010-11
will be updated for the final decision when the @#tithe March quarter 2011 will be
available (unless the AER accepts Envestra’s revaseess arrangement proposal).

3.6.1.4 Capital redundancy

Envestra proposed not to remove any redundantsafsset the capital base during

the earlier access arrangement pefideinvestra stated that due to the low frequency
and limited value of any redundant assets that nagke, their overall value is
immaterial and it would not be efficient or produetto attempt to identify any such
assets and remove them from the asset#ase.

The AER considers there is no evidence of any sggmt number or value of
redundant assets in Envestra’s network and theofadéntifying any that may exist
is unlikely to be justified.

The AER considered an issue raised by ECCSA ah&ther Envestra’s asset base
should be adjusted to reflect the removal of qast mains that had been replaced and
were not fully depreciated. The AER did not find/avidence to suggest that
Envestra is proposing to replace its cast iron sito early. The AER considers that
Envestra’s cast iron mains are generally at theoéideir useful life and therefore

fully depreciated. Further, the AER does not manitdividual assets at the level of
cast iron mains and views asset classes in termgashge condition and age.
ESCOSA did not remove any of Envestra’s assets ftemetwork in the previous
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EnvestraSA access arrangement informati@ctober 2010, p. 117.
EnvestraSA access arrangement informati@ctober 2010, pp. 117-119.
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access arrangement perfod’he AER accepts that no adjustments for redundant
assets are required to be made by Envestra tpeéisirng capital base.

3.6.1.5 Summary on the opening capital base

The AER has considered the components of Envegirajsosed opening capital
base. The AER requires an amendment to the opeaitpl base to account for
forecast depreciation included in the earlier ac@@sangement period. As a result,
the AER considers Envestra’s proposed openingadmise is not consistent with

r. 77(2) of the NGR. Envestra is required to amigmédccess arrangement information
as outlined in amendment 3.1 in section 3.8 ofdhadt decision.

3.6.2 Projected capital base

The most prominent feature of Envestra’s forecapeg proposal is the substantial
increase over levels incurred in the earlier aceessgement period. In total,
Envestra has proposed a 182 per cent increas@ax.cii the proposed capex is
undertaken, tariffs will increase substantiallyn@ared to Envestra’s proposed
capex, the AER approved capex increases the propast#s by about 0.4 per cent
per annum. If capex were to be maintained at theedavel as over the earlier access
arrangement period, the proposed tariffs wouldaase by a further 1.1 per cent per
annum.

In view of the potentially large tariff impact onstomers, the AER has examined
Envestra’s proposed capex program closely. The A&#iders that it is important
that Envestra’s capex proposal is consistent wghréquirements of the NGR and
represents value for money for customers. In génd@AER has determined that
the majority of Envestra’s capex program is justlfiThere were, however, some
elements of the proposal that are not justifiece AER proposes to allow total capex
of $415 million ($2010-11) compared to Envestratsosal of $520 million ($2010-
11).

The AER has investigated the reasons for the lagease in capex proposed by
Envestra® Figure 3.4 shows capex from the earlier accessigement period and
proposed capex separated into three major catsgonans replacement, growth
assets and other. While there are increases inralt categories, the most notable
increase is in Envestra’s mains replacement progEamvestra has proposed
expenditure of $232 million ($2010-11) on maindaepment which is 372 per cent
higher than the $46 million ($2010-11) incurredhia earlier access arrangement
period®” The AER’s consideration of the three main elemehfnvestra’s capex
program is provided below.

% ESCOSAProposed revisions to the access arrangement #6tiuth Australian gas distribution

system, Final decisigdune 2006, p. 100.
% NGR, r.78.
" EnvestraSA access arrangement informati@ctober 2010, pp. 35 and 92.
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Figure 3.4: Envestra’s forecast capital expenditurdy purpose — 2006—-07 to 2015-16
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Source: Envestr8Aaccesarrangement informatigroctober 2010, p. 92.
Envestra, email responseA&R.EN.14revised tables 3.5 and 3.6,
13 December 2010.

3.6.2.1 Mains replacement capital expenditure

Envestra has proposed to replace the majoritysafast iron and unprotected steel
mains during the access arrangement péfihvestra’s mains replacement program
is expected to rise by 66 per cent in 2012—-13 ammbhtinue at a rate of 233 km each
year of the access arrangement period because afithitional work associated with
the proposed commencement of mains replacemeneiAdelaide CBD?

On average, the annual mains replacement ratbdéadcess arrangement period is
approximately 214 km per annum compared to 92 knapeum of mains replaced
over the earlier access arrangement pefidthe rate of mains replacement was lower
than the rate approved by ESCOSA, which was 10@ényear. Figure 3.5

illustrates Envestra’s actual, approved and propésecast mains replacement
length from 1998 to 2015.
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EnvestraSAaccess arrangement informatio@ctober 2010, pp 98-101.

Envestra has proposed to replace 1072 km of maigistbe access arrangement period.
EnvestraSAaccess arrangement informatio@ctober 2010, p. 101 and attachment 7-4;
ESCOSA Review of the gas regulatory arrangements to afiplyhe 2011-2016 regulatory
period: Final Decision September 2010, p. 36.

ESCOSAFinal decision: Proposed revisions to the accesamgement for the South Australian
gas distribution systendune 2006, pp. 109-110.
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Figure 3.5: Envestra mains replacement length (km}998 to 2015
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Source: Envestr&Aaccess arrangement informatio@ctober 2010, p. 6, 15-16,
attachment 7-4 (confidential).

ESCOSAFinal decision: Proposed revisions to the accesargement for the
South Australian gas distribution systeinne 2006, p. 109-110.
ESCOSAFinal decision: Review of the gas regulatory ingtents to apply for
the 2011-2016 regulatory perip&eptember 2010, p. 36.

Envestra indicated that mains need to be replacaddress the substantial leakages
or UAG that stem from the older parts of its netvGrEnvestra also stated that the
leakages pose safety concerns. Further, the oldsmaust be run at a low pressure
which means certain gas appliances, such as iasemis gas water heaters can not

be used by customers or are significantly lescaife. The recent history of Envestra
UAG losses is shown in figure 3.6.

2 EnvestraSAaccesarrangement informatigrOctober 2010, p. 98.
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Figure 3.6: Envestra’s unaccounted for gas losse®@3-04 to 2009-10 (TJ)
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Source: ESCOSA009-10 Annual Performance Report — South Austitiargy
Supply IndustryNovember 2010, p. 99.

The AER identified three aspects of Envestra’s ma@placement for more detailed
consideration:

= whether the replacement is necessary;
= whether the costs have been estimated appropriataty

= whether it is necessary to undertake the replacemeie timeline proposed by
Envestra.

These matters are considered in the following eesti

Prudence of mains replacement

The AER considers that Envestra has establisheduarement for the replacement of
its cast iron and unprotected steel mains to miairiad improve safety of services
and to maintain the integrity of services in acemce with the NGR® The AER has
reached this conclusion for a number of reasonst Maportantly, the AER has
concerns about the safety risk posed through Hiealge of gas from Envestra’s
distribution network. The AER has identified thiagte is a risk that the pooling of
leaking gas in some areas (such as basements @BiDg could lead to an explosion.
The AER also considered the following factors:

®= The Technical Regulator has strongly urged Enveéstraduce its levels of UAG
because of concerns over safety, financial andemviental impacté’ However,

B NGR, r. 79(2)(c)(i) and r. 79(2)(c)(ii).
" EnvestraSA access arrangement informati@ctober 2010, pp. 98—100.
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the Technical Regulator has not imposed an obbgdat undertake the
replacement

ESCOSA varied the SA Gas Distribution Code in Sapter 2010 to place an
obligation on Envestra to reduce its level of UARG.The obligation is in the
form of Envestra’s distribution licence requirementise its best endeavours to
operate its gas distribution network in accordanitk “good gas industry
practice” at all times. This decision, which isegffive from 1 July 2011, requires
Envestra to use its best endeavour to achieve:

» alevel of UAG for the distribution system of 1626 by the end of 2016,
which compares to UAG of 2075 TJ in 2009-10

= annual reductions in levels of UAG for the disttibn system in each year up
to and including 2018

= publicly report annually on its progress toward tirggthese targets.

ESCOSA has also amended Envestra’s distributi@mdie to explicitly require
that Envestra’s Safety, Reliability, Maintenanced dechnical Management Plan
includes detailed leakage, asset and replacemerdagament plans that would be
approved by ESCOSA on the basis of the recommardafithe Technical
Regulatof®

There are limits to the capacity of the networlptovide high volumes of gas at
peak periods, contributing to poor reliabiffty

Wilson Cook considered that the proposed methgatiofitisation of Envestra’s
program is sound. Wilson Cook outlined that thegpaon would emphasise high-
risk areas or areas where other benefits coul@dlesed (for example added
capacity to supply new or increased customer loadspth® Wilson Cook also
noted that the mains replacement works should beedaout area by area and that
it is not possible to address solely the areasestgst leakage firSt
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ESCOSAReview of the gas regulatory instruments to apuiytfe 2011-16 regulatory period:
Final decision September 2010.

ESCOSAReview of the gas regulatory instruments to apmiyttfe 2011-16 regulatory period:
Final decision September 2010, p. 49.

ESCOSAReview of the gas regulatory instruments to apmiytfe 2011-16 regulatory period:
Final decision September 2010, p. 36.

ESCOSAReview of the gas regulatory instruments to apmytfe 2011-16 regulatory period:
Final decision September 2010, p. 49.

ESCOSA Review of the gas regulatory instruments to afgriyhe 2011-16 regulatory period:
Final decision September 2010, p. 45.

EnvestraSA accesarrangement informatignOctober 2010, p. 99.

Wilson CookReport — Envestra (SApecember 2010, p. 26.

Wilson CookReport — Envestra (SApecember 2010, p. 26.
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®=  The South Australian Minister for Energy submittkdt sufficient funding should
be provided to Envestra to reduce the levels of @ meet its regulatory
obligations®

The AER acknowledges there may be other benefitachfcing UAG that are not
captured by the requirements of the NGR or NGlparticular a reduction in green
house gas emissions and odour.

Estimated cost

Envestra has proposed a substantial increase imsmeplacement unit rates from [c-
i-c] per metre in the earlier access arrangemenbgbéo [c-i-C] per metre. This
represents an increase of 116 per cent. On the basuch a large increase the AER
and Wilson Cook have reviewed the proposed urgsralosely.

With the exception of some contingency allowanse® (section 3.6.2.4), the AER
has found that most of the increase proposed be$rwis justified. The AER
accepts that compared to the earlier access amamigeriod, Envestra is required to
undertake replacements in areas that are moresolyaily. For example, Envestra
expects to replace 72 km of mains in the AdelaiB®E&* Work in the Adelaide CBD
is affected by a number of factors, including, ¢oaieed access, congestion from
other underground services, traffic congestionhiwgorks and reinstatement
standard§® Envestra also indicated that [text removed c-irgjreasing the cost of
the mains replacement work. As a result, the CBihengenewal is inherently more
costly. Envestra has estimated the overall CBDkieplacement unit rate to be [c-i-
c] per meter and the overall CBD trunk replacemamitt rate to be [c-i-c] per met&?.

Envestra has also identified 50.5 km of block magmacement in regional Mt
Gambier which is remote from specialist resouréeasa consequence, the cost of
block mains replacement work in Mt Gambier is exeeddo be 15 to 20 per cent
higher that other block mains replacement workrndstra’s network’

Envestra’s proposed unit rate of [c-i-c] per méias been estimated on the basis of
contract rates submitted under a competitive teriel@restra submitted that tenders
for mains replacement work were put out in May 2am€ the contract prices
achieved reflect the latest available costs. Enaegdso submitted that due to
accelerating mains replacement programs interstasenot envisaged that
contractors from interstate will move to South Aaka to increase the contractor
base or enhance competitive pricffig.

Wilson Cook also agreed with most of the increaseqsed by Envestra, notifiy:

8 SA Energy MinisterSubmission to the AERlovember 2010.

8  EnvestraSA accesarrangement informatiarOctober 2010, attachment 7-4, p. 33.

%  EnvestraSA accesarrangement informatiarOctober 2010, attachment 7-4, p. 33.

8  EnvestraSA accesarrangement informatiorOctober 2010, attachment 7-1, pp. 14-15.
8 EnvestraSA accesarrangement informatigrOctober 2010, attachment 7-1, p. 13.

8 EnvestraSA accesarrangement informatigrOctober 2010, attachment 7-1.

8 Wilson CookReport — Envestra (SAPecember 2010, pp. 21—29.

30



® inclusion of mains renewal work in the Adelaide CBIbis work is more costly
than elsewhere in Adelaide and was not a featuneaifis renewals in the earlier
access arrangement period

= evidence of a significant uplift in contracted safer the type of work involved

= adetailed assessment of the scope and unit riaties mains replacement work.
Wilson Cook’s assessment considered the need, egometurn, risk mitigation,
reduction in gas leakage, prioritisation of workyihg and estimated cost of the
work.

After removing the 15 per cent contingency allonwagribe AER has calculated a
mains replacement unit rate of [c-i-c] per meterolht considers is appropriate.

Timing and scope of mains replacement

The rate of replacement is a business strategyiskditigation decision for
Envestra. While Envestra needs to take into accootiit ESCOSA amendments to
the Gas Distribution Code to obtain a level of UBgthe end of 2016 and a licence
requirement to include a detailed UAG plan in iggeBy, Reliability, Maintenance
and Technical Management Plan, there is no spegifigation on Envestra to
undertake the works at the rate it has proposenli8lEnvestra not undertake the
works as proposed (if they are approved and fundiedh customers will contribute
through higher tariffs to works that are not delea: This was an issue raised in
ECCSA’s submission. ECCSA stated that any amouoapéx allowance by the
AER could not be recovered if Envestra chose nontiertake the expenditut®.

In view of these concerns, the AER has examinedivendt is necessary to undertake
the full program in the time proposed by Envedtigarticular, the AER has
considered whether it is necessary to undertakéuthgrogram in order to deliver the
decreases in UAG required under the Gas Distribufiode. The AER accepts
Wilson Cook’s advice that although the level ofueiibn in UAG has been under-
estimated by Envestra, the mains replacement prograrudent and efficient and is
needed to deliver the UAG targets in the Gas Distibn Code’> UAG leakage costs
are discussed in chapter 8.

Further, the AER considers that:

= the constraints imposed through the GFC on stéysiness capex will have been
substantially relaxed by the end of the earlieeas@rrangement peritd

= the Technical Regulator, ESCOSA and the GovernmieSbuth Australia favour
prompt reduction in UAG and have communicated tvéses to Envestra

® higher gas costs improve the business case fortahkiteg works to reduce gas
leakages.

% ECCSA Envestra applicatiora responselNovember 2010, pp. 31-32.

L Wilson CookReport — Envestra (SAPecember 2010, p. 29.
92 EnvestraBA access arrangement informati@ctober 2010, p. 37.
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Wilson Cook considered that Envestra had allowdficgnt time to gather the
resources needed and that Envestra ought to basesatrly signal to prepare for the
work to proceed in full as plannéd.

The AER accepts that a program of this magnitudsepits a level of risk for
customers. As the decision on the rate of replaoemeargely in the hands of
Envestra, it would seem appropriate that Enves$ioals manage most of the risk
associated with this decision. A sharing of riskag these lines is achieved through
the AER’s intention to require forecast depreciatiather than actual depreciation to
be used at the revision the access arrangemefiltr-27 (refer chapter 4). Under the
forecast depreciation approach, a significant prioguo of a capex allowance that is
not spent would be recovered. This is becausedpeediation removed from the
capital base at the next reset will be based ohitfteer forecast capex allowance. If
more expenditure is undertaken, Envestra wouldaiiywihave only depreciation
associated with the forecast capex allowance rethtveen its capital base, but it
would be able to add the full amount of the ovensi® its capital base. Section 3.6.3
provides discussion on the incentives under fotesnas actual depreciation
approaches.

The AER has also had discussions with the TechReglulator who has indicated
that under its reporting obligations, Envestraeiguired to report its progress on
implementing its mains replacement program. As sagktomers will be able to
monitor Envestra’s progress and raise any conaeithshe South Australian
government.

On this basis, the AER considers that Envestrartaade the case for replacement of
the 1072 km of mains over the access arrangemeotpnd that the mains
replacement capex is justified. With the exceptiontiined in section 3.6.2.4, the
AER considers that the proposed mains replacenagaixcforecasts are justified.

3.6.2.2 Growth assets capital expenditure

Envestra has proposed $161 million ($2010-11) fowth asset capex, which is
31 per cent of the proposed capex program for¢hess arrangement perigtThe
expenditure comprises of mains, inlets and metetago service new usersThe
reference tariffs for the access arrangement patiod for the recovery of costs for
standard customer connections, that is, connecti@misnvolve installation of a new
pipe between the existing gas mains and the dgleint.

Envestra’s forecast growth asset capex is 46 pdriagher than actual expenditure
incurred in the earlier access arrangement péfigthvestra’s actual growth assets
expenditure was 8.4 per cent greater than the E20Q8cast for the earlier access
arrangement period.There is a considerably greater increase in pegpgsowth
asset capex in 2011-12 compared to the other ye#rs access arrangement period

% Wilson CookReport — Envestra (SAPpecember 2010, pp. 27 and 29.

% EnvestraSA access arrangement informati@ctober 2010, p. 92.

% EnvestraSA access arrangement informati@ctober 2010, p. 106.

% EnvestraSAaccess arrangement informatioBctober 2010, pp. 35 and 92.
" EnvestraSAaccess arrangement informatioBctober 2010, pp. 34-35.
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due to Envestra’s business plans which require ratalty high expenditure in
network augmentation and significant extensiorthan year:

The AER has reviewed Envestra’s growth capex praljgosdetermine whether the
investment in these new assets is justified andiveinehe costs have been estimated
appropriately.

Prudence of growth capital expenditure

A key issue considered by the AER in relation tovgh capex is the impact of
declining average domestic consumption that is eggeover the access arrangement
period for existing customers. Envestra also gditeid new customers are expected
to use less gas than existing customers. At issudéther the additional revenue
generated from new customer connections wouldfyuste additional investment by
Envestra. In its submission, Origin questioned Wweeadding new users to

Envestra’s network would meet the National Gas €ihje® That is, would this
expenditure on growth of the network be in the ltergn interests of consumers, in
particular, with respect to pricé’

The AER has examined the impact of new customeBnwestra’s network and
whether new customers would be cross subsidisexisying customers. In
particular, the AER has examined growth capex aastatwith new housing estates,
domestic load in established suburbs and industndlcommercial load in
established suburb&' The AER has come to the view that there is a pesitusiness
case for undertaking the growth capex proposednweséira for the following
reasons:

= Envestra’s business case analysis for the signifieatensions to its network
showed that the net present value (NPV) of increéadeavenue exceeded the
NPV of capex. Envestra has identified the followkay drivers for its network
extension project§®

» the Barossa and Light Regional Development Bodothgawith private
interest groups, have actively campaigned to hateral gas reticulated
throughout Tanunda and that conservative analysisrmand growth
indicates that over 1000 customers could be expdoteonnect to natural gas
in the Tanunda township over the next 20 years

= an economic analysis of the costs and revenues tedeived under the
proposed Tanunda project, using a 30 per cent prarto Adelaide published
tariffs, shows that the project will achieve a p@sireturn of 10 per cent (pre-
tax nominal) over 20 years

98

Envestré&SAaccess arrangement informatioBctober 2010, pp. 92 and 107.
99

Origin, Envestra’s SA gas network access arrangemémtember 2010, p. 1; Envest®&A access
arrangement informatignOctober 2010, p. 28.

Origin, Envestra’s SA gas network access arrangeméotember 2010, p. 2.

EnvestraSA access arrangement informati@ctober 2010, p. 107.

EnvestraSA access arrangement informati@ctober 2010, p. 107, attachments S25, S55 and
S56.
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= the Onkaparinga council, along with private integrsups, have actively
campaigned to have natural gas reticulated thrautgtdoLaren Vale and a
conservative analysis of demand growth indicatasdkier 1301 customers
could be expected to connect to natural gas itMitlearen Vale township
over the next 20 years

= by 2036 it is expected that around 10 000 peopliebeiemployed in jobs at
employment and centre precincts within the new Barak Park development,
with the potential for a further 15 000 jobs toibéirectly generated within
the economy.

= Wilson Cook reviewed the cost estimates providenmestra’s network
extension business cases and found the unit ragekta estimate reticulation and
customer connection costs were, in its view, withi expected range based on
Wilson Cook’s review of Envestra’s capex costs anid rates background
material in its proposdf®

= Wilson Cook recommended that the scope and timirigeoproposed growth
capex is prudent based on Envestra’s forecast ditian

Consequently, the AER accepts that the proposeeneljnire would result in a net
benefit to customers overall.

Estimated cost

In its proposal, Envestra provided material suppgrits growth capex cost§
Wilson Cook has also provided advice on growth gaqmsts and indicated that:

= the composition of the demand forecast unit rateksthe breakdown of the unit
rates by customer class were within a range WiSook considered to be
reasonabl&®

= the length of mains extensions work related to nemnections proposed was
acceptabl®’

= the proposed unit rates for cost of meters, regtdand meter boxes were
reasonabl&®

= the application of the proposed unit rates to tlemes derived from the demand
forecasts matched the proposed expendftiire

= it was satisfied with the application of the propdsnit rates to the volumes
derived from the demand forecasts as these magghrtiposed expenditure in the
case of volume customet¥.

103 Wilson Cook,Report — Envestra (SAPecember 2010, p. 31.
194 Wilson Cook,Report — Envestra (SAPecember 2010, p. 31.
195 EnvestraSA access arrangement informati@ctober 2010, attachment 7-1.
196 Wilson Cook,Report — Envestra (SAPecember 2010, p. 28.
197 wilson CookReport — Envestra (SAPecember 2010, p. 30.
198 \wilson CookReport — Envestra (SAPecember 2010, p. 29.
199 Wwilson Cook,Report — Envestra (SAPecember 2010, p. 31.
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In light of the information provided by Envestradathe advice from Wilson Cook,
with the exception of some contingency allowanse® (section 3.6.2.4), the AER is
satisfied the estimated costs proposed by Envastreeasonable. Consequently, the
AER considers that the proposed growth assets dapesasts are justified.

3.6.2.3 Other capital expenditure

Other capex of $123 million ($2010-11) makes upedcent of the total capex
forecast for the access arrangement period. Tipierediture relates to a range of
activities, including: meter replacement, augmeotedf the network, road
reinstatement, IT equipment in addition to a nundiesmaller expenditure items.

The AER has considered each of these expenditmesiand considers that for most,
the proposed costs have been adequately explamejdstified by Envestra.
However, the AER has adjusted meter replacemeginantation, new road authority
specifications and replacement of hazardous sexyinkets). The AER has reached
these positions for a variety of reasons including:

® jt does not accept the costs associated with ageriicy allowances because the
proposed contingencies did not include sufficiegtbds on the justification of a
contingency

= Envestra’s approach to the recovery of overheattoisimplistic and may tend to
overstate overhead costs over time

= Envestra’s proposed real cost escalators haveesot &stimated on a reasonable
basis nor produce the best forecast in the circamests faced by Envestra.

In some cases, where the proposed expendituriats/edy small, the AER has
undertaken a high level review of the proposedsctusestablish consistency with the
previous pattern of capex incurred by Envestra.

In total the AER considers that Envestra’s propast@ér capex should be adjusted
from $123 million ($2010-11) to $90.5 million ($2B411).

The AER has also sought advice from Wilson Cooleach capex item. The AER’s
assessment of other capex expenditure and a bnehary of the recommendation
provided by Wilson Cook are presented in table 3.10

10 wilson Cook,Report — Envestra (SAPecember 2010, p. 31.
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Table 3.10: Other capital expenditure

Item of

Envestra

) Wilson Cook recommendation AER consideration
expenditure proposal
Envestra has a requirement to address the Soutinafias The number of meter replacements is driven byelqeirements
Gas Metering Code, where compliance is requireal as of the Gas Distribution Code. The AER is satisfied forecast
licence conditiort!* The forecast numbers of meters to be number of meter replacements is consistent with the
changed or refurbished to be reasonable. The fsracanber requirements of the Code based on the conditidgheohetwork.
Meter . of industrial and commercial meters to be replamed However, the AER agrees with Wilson Cook’s recomdation
replacement 21.5 million refurbished in the access arrangement period iappately to remove the 10 per cent contingency allowancégnis
capex ($2010-11) 4,300 or just under 50 per cent of the total nundfesuch discussed further in section 3.6.2.4.
meters in servic&?
Expenditure on meter replacement appears to berahte.
However, the 10 per cent contingency allowanceGated
with this expenditure should be removed.
Business cases submitted by Envestra for the nine The AER is satisfied the augmentation projects psegd by
augmentation projects provided a suitable justiiftcafor Envestra have been justified. The business caseflpd by
Augmentation $30.0 million capex. The dire_q exaenditure on augmentation appede Envestra_justify the projects to a satisfactormdtad. The AER
capex ($2610_11) prudent and efficienit-* Based on the evidence that Envestraagrees with Wilson Cook’s removal of the 20 pertcen
provided, the proposed augmentation work is prugent contingency allowance, which is discussed furthegaction
scope and timing™® 3.6.2.4.

However, the overall expenditure on augmentatiorots

1 Wwilson Cook,Report — Envestra (SAPecember 2010, p. 32.
112 wilson Cook,Report — Envestra (SAPecember 2010, p. 33.
113 Wwilson Cook,Report — Envestra (SAPecember 2010, p. 33.
14 Wilson Cook,Report — Envestra (SAPecember 2010, p. 30.
15 Wwilson Cook,Report — Envestra (SAPecember 2010, p. 30.
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reasonable as the 20 per cent contingency allowstmoed
be removed®®

The AER is satisfied the forecast telemetry capextieen
justified as the proposed costs are consistent higtioric
trends.

$2.4 million The forecast expenditure on telemetry was immdtarid

Telemetry capex ($2010-11) appeared to be justified’

Envestra’s forecast expenditure on regulators ahks was The AER has assessed these costs as opex in cBaptdrhas
Regulators and $4.2 million justified. However, noted that the refurbishmenthaf valves removed them from capex.
valves capex ($2010-11) is a maintenance item and therefore should be aidded

forecast operating expendituré.

Concluded that Envestra’s forecast capex on ITesystwas The AER is satisfied the IT capex proposed by Emmadsas

prudent and efficient and reasonable for a busioEss been justified. The costs are comparable with lasses of
IT capex $11.2 million type. Includes periodic replacement and upgrading o similar size and type.
P ($2010-11) hardware and software and the completion of netesys for

works management, advanced asset management lhd fie
data capturé™®

Other distribution systems capex— other distribution capex is the third highegteaitem, being 9.6 per cent of the forecast progra$49.9m ($2010-11) proposed
over the access arrangement peritd? The individual items are discussed below.

New road $30 million The costs in Envestra’s business cases cannotifiede The AER agrees with Wilson Cook that the amourdagiex on

116 Wwilson Cook,Report — Envestra (SAPecember 2010, p. 30.

117 Wwilson Cook,Report — Envestra (SAPecember 2010, p. 33.

18 Wwilson Cook,Report — Envestra (SAPecember 2010, p. 32.

119 Wwilson Cook,Report — Envestra (SAPecember 2010, p. 33.

120 Other distribution systems capital expenditurdtides items of capital expenditure that relatéheortetwork infrastructure but do not fall into tigove categories.
121 EnvestraSA Access arrangement informati@ctober 2010, p. 92.
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specifications

reinstatement, but no explanation was given fowifference Envestra has not provided sufficient informatioheTAER

in these figures?” The road reinstatement requirements coulaccepts that the costs of the work should be rebbgé0 per

include augmentation projects and therefore coesdlt ina because Envestra proposed a higher surface reinstat rate

degree of double counting. than established in consultation with Departmentraisport,
Energy and Infrastructure approved contractorgssumption
of a double-lane road crossing for all services apossibility

of double counting in the estimates.

While recognising that the work appeared necessiuey,

proposed amount should be reduced unless Envesitae to

satisfy the AER in relation to the issues raised¢hk absence

of sufficient information, the proposed amount be hew As a consequence, the AER considers the expenditutiee

road authority specifications should be reduce8®per new road authority specifications is not acceptable AER

cent. proposes that Envestra amends its access arrangproposal
as set out in amendment 3.2.

Replacement of
Hazardous
Services (Inlets)

$7.7 million
($2010-11%3

The AER is satisfied the inlet replacement capeyppsed by
Envestra has been justified. The AER agrees witlsui
Cook’s recommendation to remove of the 20 per cent
contingency allowance, which is discussed furthegaction
3.6.2.4.

The replacement of hazardous services project watkept

and the cost reasonabifé However, the forecast expenditure
on the replacement of hazardous services shouddijosted

to remove the 20 per cent contingenty.

Approve $0.2 million
Engineering ($2010-11)
Investigations

(AEI) Remedial

Work

AEI remedial work was justified. However, the Alelnedial The AER has assessed these costs as opex in cBaptdrhas
work should be added to forecast operating experedit® removed them from capex.

122

52).
123

Envestra propose one rate which was establisliedgh consultation with two DTEI-approved contrastand another rate of [c-i-C] per square metrsi(i@ss case

EnvestraSA access arrangement informati@ctober 2010, p. 92, attachment 7-6.

124 wilson Cook,Report — Envestra (SAPecember 2010, p. 34.
125 wilson CookReport — Envestra (SAPecember 2010, p. 30.
126 \vjilson Cook,Report — Envestra (SAPecember 2010, p. 32.
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Sleeved Railway ($2010-11)
Crossing

The expenditure on sleeved railway crossings agpeare
$4.3 million prudent and its cost reasonatfieHowever, the expenditure
on sleeved railway crossings should be adjustedrtmve the
20 per cent contingency allowance associated Wit t

expenditurd®

The AER is satisfied this capex proposed by Enadslis been
justified to ensure the safety of the public arelsbcurity of
supply to a large number of customers. Envestrangtdd that
a combination of previous installation practiced tuird party
activities within road and rail corridors has résalin
compromised cathodic protection and the poterdiagjas to
accumulate in a confined spdé&The AER agrees with Wilson
Cook’s recommendation to remove the 20 per certiroggncy
allowance, which is discussed further in sectidgh24.

The expenditure on these items was prudent anciotste

The AER is satisfied capex for the remaining iterhsapex
proposed by Envestra have been justified. On thes lod
Wilson Cook’s advice, the AER concludes that theaming
items of capex are justifietf*

Remaining items $6.1 million reasonablé>
g ($2010-11)
Other non- -
distribution gzélrg"_lflr; appears to be prudefit

system capex

Forecast expenditure on other non-distributionesyst

The AER is satisfied the capex for other non-disttion system
proposed by Envestra has been justified.

127
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Wilson Cook,Report — Envestra (SApecember 2010, p. 34.
Wilson Cook,Report — Envestra (SApecember 2010, p. 30.

EnvestraSA access arrangement informati@ctober 2010, p. 92, attachment S18.

Wilson Cook,Report — Envestra (SApecember 2010, p. 34.
Wilson Cook,Report — Envestra (SApecember 2010, p. 35.
Wilson Cook,Report — Envestra (SApecember 2010, p. 35.
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3.6.24 Other adjustments made to the projected ci#pl base

Contingency allowances

The AER recognises that the process for estimaipgx, although expected to be
efficient and final, is not necessarily an exadgasss. The AER therefore considers
that a contingency allowance for a cost estimatiginfactor of the type proposed by
Envestra may be appropriate in some circumstafiggscally, such circumstances
apply where the allowance is informed by speciigtances of actual past cost
increases where the inherent risks and some camtinggk could be identified in the
determination of the base estimate. The Austrdliampetition Tribunal (Tribunal)
formed such an opinion in respect of its decisinran application by East Australian
Pipeline Limited (EAPL). In that decision, the Tuiial allowed a contingency factor
in the calculation of an optimised replacement ¢0RC) to cover construction cost
omissions as the Tribunal considered a prudennpateew entrant would allow for
contingencies and include them in its calculatibitso)ORC to arrive at its “buy or
build” depreciated optimised replacement cost.

The AER considers that in its application to thélinal, EAPL provided significant
design and cost estimate details on its pipelineod based on experience and
knowledge of the network upon which its contingefaryomissions was based.
Further, the Tribunal considered the replacemesit aba complete pipeline which
the AER considers is likely to have significanthggter cost uncertainties and risks
than the capital projects proposed by Envestrar(sna@placement, meter
replacement, augmentation, replacement of hazaskwges (inlets) and sleeved
railway crossings).

Envestra’s proposed contingencies for each ofipex categories did not include
details on the justification of a contingency. Esiva has substantial experience in the
construction, installation and estimation of capetvities such as augmentation and
mains and meter replacement, and should be aldentity and estimate all the
relevant costs for these activities. It is the vigfwthe AER that Envestra’s capex
estimates should contain minimal cost omissions.

In its review of Envestra’s capex, Wilson Cook ddesed that it was not appropriate
for non-specific contingency allowances to be addesgkpenditure estimates in
regulatory submissions for the following reasotis:

= the allowances constitute a provision

= whilst a contingency allowance may need to be dallein some instances, such
allowances are unlikely to be called on generalhto their full extent; and to
argue that they would is to say, in essence, b#abtisiness concerned is unable
to estimate its costs accurately or that it dogsuigh any risk of cost overruns to
remain®

133 Australian Competition TribunaEast Australian Pipeline Limited [2004] ACompT 8

paragraph 50, 8 July 2004.
134 wilson CookReport — Envestra (SAPecember 2010, p. 37.
135 Wwilson CookReport — Envestra (SAPecember 2010, p. 37.

40



The AER agrees with Wilson Cook that the forecaséind budgeting processes
proposed by Envestra are sound, refined perioglieaitl capable of producing
estimates that prove, in the event, to have beemraie!*® Wilson Cook considered
that there is no reason why any general contingenogher such general provision
should to be agreed to for capex, as it had nat bswblished that it was
necessary:’

Further, the AER considers that in some casesrugartcy allowances may be
symmetrical resulting in deductions from the fost@xpenditure. Without a detailed
analysis and review of each specific expenditejtsuch symmetries cannot be
identified. The AER considers that a general caygircy allowance, which is purely
based on estimates, will not show this.

The AER therefore considers that Envestra’s progggapex on mains replacement,
meter replacement, augmentation, replacement @frtiaas services (inlets) and
sleeved railway crossings is not consistent wi#9(2)(c) of the NGR. The AER
considers that the contingency allowances apptidbdse capex items are excessive
and therefore do not meet the requirements of(2){® of the NGR. The AER
requires Envestra to make the amendments set settion 3.8 of this draft decision.

Overheads

Overhead costs include, for example, costs assaolcwith network planning,
procurement, fleet and other costs that are nate@lto specific capex categories and
are allocated across other capex categories. TleddBsiders that overhead costs
need to be directly referable to the delivery gfgtine service$®® Envestra has
proposed a general overhead rate of 20 per cenisthdded to capex with the
exception of expenditure on mains replacement agdantation where a 10 per cent
overhead rate has been appfigd.

The AER considers Envestra’s approach to the regafeoverheads is too simplistic
and may tend to overstate overhead costs over @werheads costs are not likely to
increase in direct proportion to underlying cadastead overhead costs would only
partly relate to the level of capex incurred by &stva as these overhead costs would
contain certain fixed costs that should not inoegadirect proportion to capex over
time.

In reviewing the proposed overheads costs, the A&iRidered:

1. How the components of overheads costs relate tprthasion of pipeline
services

2. Whether any of the overheads cost would be recdwsewhere — that is, the
potential for double counting

3. Whether the growth of overhead costs expected be&ra is reasonable.

136 Wilson Cook,Report — Envestra (SAPpecember 2010, p. 37.

137 Wwilson CookReport — Envestra (SAPecember 2010, p. 37.

138 NGL, s. 2 and s. 23.

139 EnvestraSA access arrangement informati@ctober 2010, p. 111.
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Components of overheads costs

Envestra provided little information on the compiosi of overhead costs in its access
arrangement proposal. On request from the AER, &rav@rovided information
detailing the costs that make up the capital o\etbE° Envestra indicated its
forecast overheads comprise of six types of c&stgestra’s proposed composition of
capital overheads for 2009-10 is outlined in tablel below.

Table 3.11: Composition of Envestra’s capital overbads

Cost Cost description

Includes the cost of senior management involvenmetite management of

Operations Management capital projects and the costs involved in prowdassociated administrative

and Administration

support.
Planning & System Includes the costs in providing network analysesign, mapping and costing
Design support in relation to network extensions and nicdifons.

Includes the procurement costs and maintenancehithes involved in capital

Procurement and Fleet o
activities.

Includes the costs of providing:
= Medium to high-level technical audits;
= Training with respect to field operations;

Technical Assurance = Development, conduct and maintenance of competbasgd
skills system;

= Risk assessments; and
= Regulatory compliance assurance.
Includes the costs of providing design and engingesf transmission pressure

Network Engineering pipelines and non-standard gas distribution assetls as major I&C meter
stations, regulator sets, etc

Support Includes the indirect costs in the business thapsrt the capitalised overhead
departments above (e.g. Finance, IT, HR, HSE asurémce).

Source: AER, Email to EnvestrAER EN.12—Questions on capitalised overheads
16 November 2010, attachment.

Each component of the overhead costs set out i@ 8abl is related to the operation
of Envestra’s network. Consequently, the AER accépivestra’s composition of the
capital overheads and that the costs are thosevthadt be incurred for the delivery
of pipeline services™

Potential for double counting of overhead costs

The AER requested information from Envestra on Wwhethe costs are allocated to
the APA Group or to Envestr4? Envestra has further submitted that all the carsts
incurred by the APA Group in operating Envestrasswork*®

140 AER, Email to EnvestrédER EN.12—Questions on capitalised overhed@sNovember 2010.
11 'NGL, s. 2 and s. 23.
142 AER, Email to EnvestrédER EN.12—Questions on capitalised overhed@sNovember 2010.
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Further, the AER sought conformation from Enveasdo whether overheads were
deducted from the base year costs used to foregpsnditure in the access
arrangement periotf? Envestra confirmed that the overheads were ded i the
base year costs, which were then used to foregpsnditure**®

On this basis, the AER accepts that Envestra’sheagt costs are not double counted.

Growth of overhead costs

The AER considers that it is normal practice foeibwead costs associated with
putting new fixed assets into service to be recggpias a component of capex. This
view was supported by Wilson Cob¥.

Wilson Cook considered that given the large inaeashe capex program, the level
of overheads should be separately ass€ééécconcluded that while the scope of
overhead costs was reasonable, it considered sherdd be a reduction in the growth
of overhead costs going forward as these costsdienl to be fixed rather than
variable. The AER agrees with Wilson Cook thatgmiicant proportion of

overheads would be of a fixed nature and expecieéctline as a proportion of total
capex over time. Therefore, the AER considerstti@forecast overhead costs
proposed by Envestra are too high and thereforaa@reonsistent with the NGR®

In rejecting the proposed level of overhead camtsdast by Envestra, the AER
considers an appropriate alternative is to useh®agt costs incurred in 2009-10 as a
basis for costs in the forecast period. The AERsmaTs that overall capex incurred
in 2009-10, of which overhead costs form a compgnemronsistent with the pattern
of historical capex incurred during the earlieregscarrangement period and was
below the level accepted by ESCOSAON this basis, the AER considers that
overhead costs incurred in 2009—10 of $6.5 milfimms an efficient base levEl’
These costs have been added by the AER to camacinyear of the access
arrangement period. This approach results in dostrhead cost of $33 million
($2010-11) compared to total cost of $67 millio2F$0-11) proposed by Envestra, a
reduction of 100 per cent.

Cost escalators

The AER’s consideration of Envestra’s proposed eestlators is discussed in
chapter 8. For the reasons outlined in chaptdte8AER is not satisfied that the
proposed cost escalators applied to Envestra’sdsteapex comply with the
requirements of r. 79 and r. 74(2) of the NGR. Assult the AER proposes that
Envestra amend its forecast capex by applyingahkcost escalators set out in
table 6 of chapter 8.

143 Envestra, Email to the AEFEW: AER EN.12—Questions on capitalised overhe2ad¥ecember
2010; and Envestra, Email to the ABRN: AER EN.12—Questions on capitalised overheads
9 December 2010, attachment.
144 AER, Email to Envestr&RE: AER EN.12—Questions on capitalised overhe@d¥ecember 2010.
15 Envestra, Email to AEFEW: AER EN.12—-Questions on capitalised overhg@idecember 2010.
146 Wilson Cook,Report — Envestra (SAPecember 2010, p. 34.
147 Wilson Cook,Report — Envestra (SAPecember 2010, p. 34.
148 NGR, r. 72(1)(c)(i) and r. 74(2)(b).
149 EnvestraSA access arrangement informati@ctober 2010, pp. 35-36.
150 Envestra, Email to AERRE: AER EN.12—Questions on capitalised overhe2@dovember 2010.
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3.6.2.5 Conclusion on capital expenditure

The AER considers that Envestra’s forecast capes dot comply with the
requirements of r. 79 of the NGR. That is, it dnesrepresent capex that would be
incurred by a prudent service provider acting effidy, in accordance with accepted
good industry practice, to achieve the lowest snahde cost of providing services.

Further, the AER considers that Envestra’s propes@ex is inconsistent with the
national gas objective as it does not represeitieft investment in, and efficient
operation and use of, natural gas services folotig-term interests of consumers of
natural gas with respect to price, quality, safegliability and security of supply of
natural gas>*

The AER also considers that Envestra’s proposeztést capex does not represent
the best forecasts possible in the circumstafiées.

Table 3.12 shows the capex proposed by Envestraa@u with the capex which the
AER considers satisfy the new capex criteria ofNIGR 1**

Table 3.12: Envestra's proposed and approved capitaxpenditure for 2011-2016
($m, 2010-11, real)

2010-11 2011-12 2013-14 2014-15 2015-16 Total
Mains replacement
Envestra proposed 20.3 51.5 52.8 53.6 54.0 232.2
AER approved 16.6 41.3 41.7 41.4 41.1 182.1
Growth assets
Envestra proposed 44.8 30.4 25.9 28.4 31.5 161.1
AER approved 40.6 27.2 23.1 24.7 27.1 142.8
Other capital
expenditure
Envestra proposed 37.7 25.4 21.1 24.6 17.6 126.4
AER approved 28.6 18.5 14.7 17.2 11.6 90.5
Total capital
expenditure
Envestra proposed 102.8 107.3 99.8 106.6 103.1 7519.
AER approved 85.7 87.0 79.4 83.3 79.9 415.4

151 NGL, s. 23.
152 NGR, r. 74(2)(b).
153 NGR, r. 79.
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The AER therefore requires Envestra to make thendments set out in section 3.8
of this draft decision.

3.6.2.6 Capital contributions

Envestra has not proposed any non-conforming dayutdributions for the next
access arrangement periddEnvestra proposes that all capex is conformingxap
However, Envestra has proposed that where capexradecomply with the
requirements set out under r. 79(2)(b) of the NGdpjtal contributions will be sought
from the new users concern€dThe AER will require Envestra to provide detaifs o
these one-off payments as part of its annual reqgprequirements to the AER.

Envestra submitted that there are currently no mrggeontractual agreements with
consumers insofar as capital contributions are et >° Envestra noted that these
are one-off payments’

The AER considers that this is consistent withi2(33 of the NGR. Therefore the
AER is not proposing that Envestra amend its acagasgement proposal for capital
contributions.

3.6.2.7 Depreciation
The AER’s assessment of Envestra’s forecast degir@ciallowance is presented in
chapter 4. Table 3.13 reproduces the conclusiams that chapter.

Table 3.13: AER approved depreciation for the accesarrangement period
($m, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Straight-line 27.2 40.8 44.4 48.1 50.1
depreciation
Inflationary 25.7 27.9 30.0 31.8 33.8
gain
Regulatory 1.6 12.9 14.4 16.3 16.3

depreciation

The AER requires Envestra to amend its forecastedegtion as set out in chapter 4
of this draft decision.

3.6.2.8 Forecast disposals

The AER accepts Envestra’s submission that theevallany disposals is likely to be
insignificant and considers that forecasting theedor any disposals is problematic.
No amendment is required to Envestra’s accessgeraent proposal for forecast
disposals.

154
155
156
157

EnvestraSA access arrangement informati@ctober 2010, p. 96.
EnvestraSA access arrangement informati@rctober 2010, p. 96.
EnvestraSA access arrangement informati@ctober 2010, p. 96.
EnvestraSA access arrangement informati@ctober 2010, p. 96.
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Envestra has submitted that it does not proposel@ppsals in the access
arrangement perio?® Envestra submitted that there are a few assetsl¢haot form
part of the gas distribution system and that npalials of assets have taken place
during the earlier access arrangement perdBnvestra further submitted that no
material disposals are planned for the accessgenaant period.

3.6.2.9 Adjustment to the capital base for inflatia

Envestra used a forecast inflation rate of 2.57cpet in its modelling. The AER’s
consideration of Envestra’s approach to estimagkjgected inflation is discussed in
chapter 5. For reasons discussed in chapter SHEie uUses a geometric average
comprised of the RBA’s most up to date short-temftation forecasts and the target
range mid-point of 2.5 per cent to estimate aratidgh rate of 2.52 per cent over a 10
year period for the access arrangement period AH# therefore rejects the
proposed forecast inflation rate used by Envebtoavever, the AER notes that the
forecast inflation amount will be updated for timeaf decision based on most up to
date information.

3.6.2.10 Summary for projected capital base

The AER has considered the components of Envegirajsosed projected capital
base. Given the amendments required to Envestraf®ped capex, forecast
depreciation and adjustment of the capital basenftation, the AER considers that
Envestra’s projected capital base does not comptymnw74(2) and r. 78 of the NGR.
The AER requires Envestra to make the amendmentase section 3.8 of this
draft decision.

3.6.3 Closing capital base for the access arrangeme  nt period

Envestra did not propose a depreciation approabke tesed to roll forward the capital
base at the next reset. However, in a responsguery from the AER, Envestra
subsequently proposed an actual depreciation agipf4t considered such an
approach to be complementary to its proposed effay carryover mechanism for the
access arrangement period.

The AER is mindful of incentives created througé tise of actual or forecast
depreciation to roll forward the capital base atlext reset. A price cap form of
regulation, which applies in the case of Envegirayides an incentive to underspend
capex as the associated allowances for depreciatidmeturn on capital are retained
(at least) until the access arrangement is nexdedy The choice of depreciation
approach interacts with this incentive. A foreaespreciation approach would update
the straight-line depreciation determined in thesidion for actual inflation only

when the access arrangement is next revised. Nistaagnt would be made to the
forecast depreciation for any difference betweeadast and actual capex over the
access arrangement peri@bmpared t@ forecast depreciation approach, actual
depreciation creates a greater incentive for anessito underspend its capex
allowance. A forecast depreciation approach redtilessncentive because the

138 EnvestraSA access arrangement informati@ctober 2010, p. 119.

159 EnvestraSA access arrangement informati@ctober 2010, p. 119.

180 Envestra, Email to the AERW: AER.EN.16 - remaining asset lives and roll farsy 10
December 2010.
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business receives no advantage in terms of refurapital in underspending its

capex allowance. Funds returned to the businessgiiite access arrangement period
are subtracted from the capital base (subjecta@tipustment for actual inflation).
Under an actual depreciation approach, if a busineder spends its forecast capex,
the depreciation adjustment to its capital basedalculated. The business will have
less depreciation removed from its capital base tha funds that were returned to it
during the access arrangement period. The norroahtive for a regulated business
under a price cap to underspend its capex allowanterefore heightened by an
actual depreciation approach.

For example, consider where the AER had forecastfillion in capex in a given
year of an access arrangement period with $1 mithicassociated forecast
depreciation. If the business subsequently spent:

= $5 million in capex in that year with associatetlatdepreciation of
$0.5 million. Under the forecast depreciation appfo$1 million would be
removed from the capital base for that year, whilder an actual depreciation
approach only $0.5 million would be removed.

= $15 million in capex in that year with associatetlial depreciation $1.5 million.
Under the forecast depreciation approach $1 milvonld be removed from the
capital base for that given year, while under anaaepreciation approach now
$1.5 million would be removed.

The example above illustrates that a forecast degiren approach is effectively
neutral in its impact on incentives. However, unaieiactual depreciation approach
the business will do better if it can underspeaaté@pex allowance and will be worse
off it overspends its capex allowance.

The AER recognises that a business can undersfseoapex allowance for a number
of reasons. For example, the business could;

= overstate its forecasts

= improve efficiency in provision of the service

= defer spending, extracting additional service dugxisting assets
= compromise on service quality.

An actual depreciation approach is typically usadelectricity distribution. The AER
considers that the actual depreciation approaappsopriate for electricity

distribution given the dynamics of that industryldhe service quality incentives
facing those businesses. Electricity distribut@segally operate in a relatively more
dynamic environment than gas distributors, wheosvgrg demand can apply
significant pressure to increase spending. In sirckimstances, the AER is
concerned that such spending be efficient, whiferdal of expenditure is relatively
less likely given the pressing demands. To pregkadtricity distributors
compromising on service quality, service qualityantive schemes exist that penalise
poor performance. In contrast, gas distributorsegaty operate in a less dynamic
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market, which can give them scope to defer experalds the situation allows. Gas
distributors are also not subject to any servicaityuincentive scheme.

The AER considers that a forecast depreciationagmbr should be used to establish
Envestra’s opening capital base for the accesagement period commencing 1 July
2016. While a forecast depreciation approach maygrmate as great an efficiency
incentive as an actual depreciation approach, the gonsiders this appropriate

given the nature of the gas distribution indusiyorecast depreciation approach is
neutral in terms of its impact on a business’s dpgnon capex. It does not encourage
deferral of spending nor discourage the maintenahservice quality. If capex
forecasts prove to be well off target, above ooweit reduces the risk to the service
provider and customers by removing from the capigsle only the depreciation that
had actually been allowed for by the regulator.

A forecast depreciation approach has been useatioety under the previous Code
and the AER has approved such an approach indtsides for Jemena’s, Country
Energy (Wagga Wagga)'s and ActewAGL'’s gas networkss approach is also
consistent with the approach outlined in the AE&sess arrangement guidelffié.

With regard to Envestra’s argument for consistemetyveen incentives for opex and
capex efficiency, the AER considers that an adlegreciation approach is not an
efficiency incentive mechanism. Even if it has imibee properties — to reduce
expenditure - it does not have the mechanics @ratitentive mechanisms such as
the EBSS. There are also broader concerns (ingutimissue of Envestra’s ability to
deliver its projected mains replacement progratharate it proposes) that must be
weighed up by the AER in making its decision.

3.6.4 Other access arrangement proposal provisions relevant to the
capital base

3.6.4.1 Capital redundancy policy

Envestra did not propose a capital redundancy yp&dicthe access arrangement
period. Envestra stated that a policy of identiyand removing redundant assets
from the regulatory asset base would not be candistith the national gas objectives
set out in section 23 of the NGf.Consistent with the earlier access arrangement
period, Envestra stated that due to the low frequamd asset value of any redundant
assets that might arise, their overall value is atanal and it would not be efficient

or p£?6d3uctive to attempt to identify any such assetd remove them from the asset
base.

Rule 85 of the NGR does not require a businessve h capital redundancy
mechanism. As previously stated in section 3.6th& AER considers that the value
of any redundant assets in Envestra’s network likely to justify the cost of
identifying them and removing them from the assesteh The AER therefore does not
require Envestra to have a capital redundancy nmestmaand accepts that no

181 AER, Access arrangement guidelifdarch 2009, pp. 61-62.
162 EnvestraSA access arrangement informati@ctober 2010, p. 119.
183 EnvestraSA access arrangement informati@ctober 2010, pp. 117-119.
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adjustments for redundant assets will be requitgthd the access arrangement
period.

3.7 Conclusion

Opening capital base

The AER does not propose to approve the openinigat®ase proposed by Envestra
for the access arrangement period as it does maoplgowith r.77(2) of the NGR and
requires Envestra to make amendment 3.1 set codvbel

Forecast capital expenditure

The AER does not propose to approve the projecpexproposed by Envestra as it
does not comply with r. 78 and r. 79 of the NGR eaqliires Envestra to make
amendment 3.2 set out below.

Closing capital base for the access arrangement per  iod

The AER considers that a forecast depreciationagubr should be used to establish
Envestra’s opening capital base for the accesagement period commencing

1 July 2016.

Other provisions of the access arrangement proposal

The AER considers that the proposed treatment iwfoomforming capex is consistent
with rr. 81-84 of the NGR.

3.8 Required amendments

Before the proposed access arrangement can beedcEpvestra must make the
following amendments:

Amendment 3.1:amend the access arrangement and access arrangefoenation
in order to be consistent with the following table:

Table 3.14: AER approved opening capital base ($rmominal)

2006-07 2007-08 2008-09 2009-10 2010-11 2011-12

Opening capital base 827.3 858.9 910.4 943.4 976.51018.2
Add capek 30.2 354 34.1 31.4 44.1

Add indexation 20.4 37.0 22.7 27.4 25.1

Less depreciation 19.0 21.0 23.8 25.7 27.5

Less redundant assets 0.0- 0.0 0.0 0.0 0.0

Less disposals 0.0- 0.0 0.0 0.0 0.0

Closing capital base 858.9 910.4 943.4 976.5 1018.2

a . _
Excludes capital contributions

49



Amendment 3.2:amend the access arrangement and access arrangefoenation
to be consistent with the following table:

Table 3.15: AER approved forecast capex ($m, 20101

2010-11
Mains replacement 16.58
Meter replacement 2.47
Augmentation 13.05
Telemetry 0.34
Regulators and valves 0.40
IT 3.53
Growth assets 40.61
Other distributions 6.47
system
Other non-distribution 2.32
system
Total 85.75

2011-12

41.31

2.63

4.71

0.34

0.40

1.84

27.25

7.31

1.24

87.03

2012-13

41.68

3.61

1.11

0.71

0.40

2.50

23.06

511

1.26

79.44

2013-14

41.41

4.31

4.34

0.37

0.40

1.84

24.73

5.08

0.81

83.29

2014-15

41.13

4.52

0.05

0.37

0.40

0.34

27.15

5.10

0.81

79.87

Total

1182

17.54

23.25

2.13

2.00

10.04

142.79

29.08

6.42

415.37
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4 Depreciation

Depreciation affects total revenue in two wayssEiit is a component of the
projected capital base, and second, it is a segadapreciation building block.

The AER accepts Envestra’s proposed standard andireng asset lives for the
access arrangement period. The standard assethiaes been revised from those
used in the earlier access arrangement period.r€hgining asset lives have also
been revised based on the proposed standard agset These changes bring
Envestra into line with previous AER decisions relgeg the expected economic lives
of pipeline assets.

The AER rejects Envestra’s proposed forecast degtrec allowance. The AER
determined a total of $211 million in straight-lidepreciation for the access
arrangement period. This total reflects the variéaistors that affect the capital base
over the access arrangement period.

4.1 Introduction

This chapter sets out the AER’s consideration ofeStra’s proposed depreciation
schedule and asset lives for the access arrangg@eod against the requirements of
the NGR.

4.2 Regulatory requirements

Envestra is required to provide a depreciation dalgethat sets out the basis upon
which the assets constituting the capital bas¢cdoe depreciated for determining
reference tariffs (r. 88(1) of the NGR). The scHedunay consist of a number of
separate schedules each relating to an assettmuparasset classes (r. 88(2) of the
NGR).

Rule 89(1) of the NGR provides that the depreamschedule should be designed:

(@) so that reference tariffs will vary, over tinie a way that promotes
efficient growth in the market for reference seegcand

(b) so that each asset or group of assets is dafgdover the economic
life of that asset or group of assets; and

(c) so asto allow, as far as reasonably practcdbl adjustment
reflecting changes in the expected economic lifa pérticular asset, or
particular group of assets; and

(d) so that (subject to rules about capital redangp an asset is
depreciated only once (i.e. the amount by whichsset is depreciated over
its economic life does not exceed the value ofdeet as at the time of its
inclusion in the capital base (adjusted, if theoarding method approved by
the AER permits, for inflation)); and

(e) so asto allow the service provider’s reasamabkds for cash flow to
meet financing, non-capital and other costs.

Rule 89(2) states that compliance with r. 89(1) mmaplve the deferral of a
substantial amount of depreciation.
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Clause 5(1)(d) of schedule 1 of the NGR, requinesAER, in deciding whether to
approve an access arrangement revision proposaldrvansitional access
arrangement, to take into account the deprecistbedule for the transitional access
arrangement under section 8.32 of the Cobde.

4.3 Access arrangement proposal

Envestra proposed estimating depreciation in teesscarrangement period using a
straight line method of depreciation. Table 4.5 seftt Envestra’s forecast
depreciation for the access arrangement period.

Table 4.1: Envestra’s proposed depreciation for thaccess arrangement period
($m, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16

Straight-line

. 28.9 32.6 36.6 394 43.1
depreciatiort

Source: Envestr&A access arrangement informati@ctober 2010, p. 125.
€) These depreciation figures do not include #gative depreciation adjustment
associated with the inflation of the capital base.

The forecast depreciation amounts for the acceaagement period are based on the
proposed remaining asset lives and standard agsefpresented in table 4.2.

Table 4.2: Envestra’s proposed standard and remaing asset lives

Original Proposed Proposed

Asset Category standard lives standard Lives  remaining lives

Mains 83 60 54.0
Inlets 83 60 50.3
Meters 29 15 13.9
Telemetry 50 20 14.8
IT systems 5 5 0.9
Other distribution equipment (e.g. regulators) 50 0 4 34.9
Other (e.g. motor vehicles) 10 10 3.4

Source: Envestr&A access arrangement informati@ctober 2010, p. 124.

Envestra proposed adjustments to the standardsdss&st from those used by
ESCOSA in the earlier access arrangement perioly. tBa standard asset lives used
by ESCOSA for IT systems (five years) and OtheetsELO years) have been
retained. Envestra benchmarked the standard agsetlk approved by the AER in
recent access arrangement decisions. These decis@uded access arrangements

1 This clause is also relevant if the AER makes\ts proposal for revision of a transitional access

arrangement under r. 63 or r. 64 of the NGR.
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for Jemena Gas Network (NSW), ActewAGL and Coulngrgy (Wagga Wagga).
In other instances Envestra provided a businessassessment (based on technical
engineering factors) for the standard asset livpmposed. Envestra used the
proposed standard asset lives for depreciatiorwfassets and to adjust the
remaining asset lives of existing assets as atyl20113

4.4  Submissions

The Energy Consumers Coalition of South Austr&i@CSA) stated that the AER
should be cognisant of and address the implicatdmscreasing depreciation rates
and the potential for price shocks to consumetheérfuture? It also suggested that
shorter asset lives may encourage automatic repkaaeof assets because they no
longer provide a return to the asset owner eveaghdhey are still used and useful.

45 AER’s consideration

In assessing the depreciation schedules proposEd\mstra, the AER reviewed the
proposed:

= depreciation approach
= asset lives, used to determine the depreciatien rat
= forecast depreciation allowance.

45.1 Depreciation approach

The AER considers that Envestra’s use of the ditdige depreciation method is
consistent with r. 89(1)(a) of the NGR in allowifog reference tariffs to vary over
time in a way that promotes efficient growth in tharket for reference services.
Over the life of an asset, straight-line deprecrateads to relatively smooth price
changes, which is appropriate as consumption dalatservices is expected to grow
steadily over the access arrangement period.

45.2 Assetlives
The depreciation schedule reflects the asset tifése various assets used to provide
the reference services. There are two types of hgss:

1. the standard asset lives to be applied to newsassad
2. the remaining asset lives of existing assets.

45.2.1 Standard asset lives

The AER considers that consistency in the econ@sset lives across access
arrangement periods promotes efficient growth erttarket for reference services
(r. 89(1)(a) of the NGR). In previous decisiong &ER accepted the standard asset

EnvestraSA access arrangement informati@ctober 2010, pp. 121-124.

Envestra, RFM in email to the AERER.EN.3 - Depreciation modelling err@5 October 2010.
ECCSA Envestra application, a responddovember 2010, p. 47.

ECCSA Envestra application, a responddovember 2010, p. 74.

a B~ W N
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lives proposed by the service provider largelytmnhasis that these were the same
asset lives used for the previous access arranggragad®

However, the AER is mindful that r. 89(1)(c) of tN&R allows (as far as reasonably
practical) for adjustment to the depreciation scitedo as to reflect changes to
expected economic lives. Accordingly, the AER heamngined Envestra’s arguments
with regard to the economic lives of its assets.

In the present circumstances, the AER acceptsdnelard asset lives used by
ESCOSA were relatively long compared to other gas/arks in Australia. The
standard asset lives used for the other decisiotezirby Envestra are considered to
be consistent with r. 89(1)(b) of the NGR that rieggiassets to be depreciated over
their economic life. Envestra’s benchmarking anslitess cases, which set out its
proposed standard asset lives, show that thesgasthasset lives are comparable to
those in other AER decisions for similar assetgaties. Therefore, the AER accepts
the standard asset lives as proposed by Envesttiagf@access arrangement period.

4.5.2.2 Remaining asset lives

Envestra revised the remaining lives of its assated on its proposed changes to
standard asset lives. For example, in South AustfBECOSA previously used a
standard life for Medium Pressure (MP) polyethyl@PE) mains of 70 years. Using
this life, MP PE mains constructed in 2005-06 wduwdgte a remaining life in 2010-11
(five years later) of 65 years. However, Envestra proposed that the standard life
for MP PE mains should be 50 yeaisuses this revised standard life to back cast th
remaining life for those MP PE mains constructed005—06 to arrive at a revised
remaining life of 45 years (50 years minus the frears the asset has been in the
ground)® Envestra has justified its approach under r. §8)f the NGR that allows
for changes to the economic life of assets.

The AER agrees with Envestra that r. 89(1)(c) efMGR allows for changes to
assets lives. However, r. 89(1)(c) of the NGR isthe only consideration regarding
the remaining lives of existing assets. Clause(8]10f schedule 1 of the NGR
requires the AER to take into account the deprecistchedules from the earlier
access arrangement. While this clause does not thatthe asset lives from the
earlier access arrangement period need necessardgplied mechanically going
forward, it does require these asset lives be gbogne weight in the AER’s
consideration. Consistency in the remaining as$ses$ pbroposed by a service provider

See for example; AERraft Decision: ActewAGL Access arrangement propémathe ACT,
Queanbeyan and Palerang gas distribution netwodkily 2010 — 30 June 201Blovember 2009,

p. 54. The standard asset lives did not changthéfinal decision.

The ‘mains’ asset category contains a varietyains types, each with separate standard asset
lives. Envestra has proposed a standard assef @ years for the ‘mains’ category as a whole
based on mix of mains types it has as at 30 Ju@@.20

EnvestraSA access arrangement informati@ctober 2010, p. 122; and Envestra, RFM in email
to the AERAER.EN.3 - Depreciation modelling err@®5 October 2010.

Envestra, Email to the AERER.EN.16 - remaining asset lives and roll forwatchext periog

26 November 2010.
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with the asset lives used for previous access geraent periods has been usual
practice in other AER decision8.

For comparative purposes, the AER recalculated irengpasset lives as at

1 July 2011 based on the asset lives used durengdHier access arrangement
period** These remaining lives are presented in tableh8.AER also identified an
error in Envestra’s calculation of remaining liwelich were based only on those
assets acquired during the earlier access arramggraeod. Envestra’s calculation
did not include the assets already in existencerbehis period (that is, the initial
capital base). Envestra agreed there was an erdoreaponded by providing revised
remaining asset lives (otherwise maintaining threesapproach as in its propossl).
These revised remaining asset lives are also shovable 4.3.

Table 4.3: AER’s and Envestra’'s remaining assetJes (years) as at 30 June 2011

Asset Category Envestra revised = Remaining life using

remaining life previous lives
Mains 49.8 68.9
Inlets 48.3 68.9
Meters 7.1 17.7
Telemetry (SCADA) 14.8 31.3
IT Systems 0.9 2.6
Other distribution equipment (e.g. regulators) 27.2 29.2
Other (e.g. motor vehicles) 4.0 5.4

Source: Envestra, Email to the AHR)V: AER.EN.16 - remaining asset lives and roll
forward, 10 December 2010.

€)) For IT systems, a negative asset life was tatled as forecast depreciation
over the earlier access arrangement period excebdexttual capex spent on
IT systems during that period. The absolute vafitb@remaining asset live
calculated has been used for comparison.

The AER is mindful of r. 89(1)(a) of the NGR regaglthe efficient growth of the
market as a relevant consideration in the presesurastances. The AER also notes
the ECCSA'’s concern of price shocks from accelegatiepreciation rates.The

AER assessed the step up in prices due to Envestr@posed changes in remaining
lives. It found that prices will be about 1.5 pentper annum higher due to these
revisions. The AER considers that the size ofithjgact does not risk efficient
growth of the market for reference services.

10 See for example, AERraft decision: Country Energy Wagga Wagga, Natu@als Distribution

Network Access arrangement proposal, 1 July 2020 June 2015November 2009, p. 39.

The AER calculated these lives by dividing thesadg asset values as at 30 June 2011 by their
respective depreciation amounts for 2010-11.

12 Envestra, Email to the AERW: AER.EN.16 - remaining asset lives and roll farsy

10 December 2010.

ECCSA Envestra application, a responddovember 2010, p. 47.

11
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The ECCSA was concerned that shorter asset livgsemaourage earlier replacement
of assets even though they may still be used agfiiité The AER considers this
incentive is unlikely to be significant. Even withe significant revision to remaining
asset lives most assets still have relatively lepgemaining asset lives. No
significant changes were proposed for the shoktedlassets where this incentive
may be more significant.

Having considered the issues above, the AER acteptemaining lives of existing
assets proposed by Envestra. The AER considersishatly significant weight
should be given to the asset lives used in théee@dtcess arrangement period.
However, in the present circumstances, good relasmeen shown to amend the
remaining asset lives. The AER accepts that thpqs®ed revisions to the remaining
asset lives are appropriate and reflective of #se®’ remaining economic lives.

4.5.3 Forecast depreciation allowance

Due to changes to the capital base noted in ch@piéthis draft decision, the AER
has recalculated the forecast depreciation foatoess arrangement period. This
revised forecast is shown in table 4.4. The reddyilow straight-line depreciation
figure for 2011-12 is explained by a negative opgrapital base for IT systems
caused by Envestra’s capex in the earlier accessgament being significantly less
than the forecast depreciation allowance it reckoeer that period. This negative
value is returned to customers in 2011-12.

Table 4.4: AER’s draft decision of forecast depreeition for the access arrangement
period ($m, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16
?tralgh_t-ll_ne 27.2 40.8 44.4 48.1 50.1
epreC|at|0n
Inflationary 25.7 27.9 30.0 31.8 33.8
gain
Regulatory 1.6 12.9 14.4 16.3 16.3

depreciation

Regulatory depreciation is straight-line depreoiatnet of the inflationary increase in
the capital base for each year. As discussed ipteh&, the forecast inflation has
been set at 2.52 per cent per annum for each yé¢lae access arrangement period for
the draft decision. This inflation forecast will bpdated for the final decision.

Envestra’s depreciation schedule is consistent wid®(d) of the NGR that requires
each asset is depreciated only once. No deferdepfeciation under r. 89(2) of the
NGR is required in the present circumstances.

14 ECCSA Envestra application, a respondéovember 2010, p. 74.
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4.6 Conclusion

The AER has accepted the depreciation approacthamstandard and remaining
asset lives proposed by Envestra. However, dubdoges in the capital base noted in
chapter 3 of this draft decision, the forecast dejation allowance for the access
arrangement period has been revised. The AER tirerdbes not approve the
depreciation schedule proposed by Envestra foathess arrangement period as it
does not comply with r. 89(1) of the NGR.

4.7 Required amendments

Before its access arrangement proposal can betadc&mvestra is required to make
the following amendment:

Amendment 4.1:make all amendments necessary in the access amang proposal
and access arrangement information to take acaduhé revised forecast
depreciation allowance in table 4.4 of this draftidion.
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5 Rate of return

The AER has rejected Envestra’s proposed ratetafmeof 10.64 per cent, as it is not
commensurate with prevailing conditions in the neafer funds and the risks
involved in providing reference services. The AEBfithe view that a rate of return
of 9.96 per cent is appropriate for the benchmamk/ge provider. The AER
considers that Envestra’s proposed rate of retgrderived using financial models
and parameter estimates that are inappropriate. ABR has undertaken a number
of reasonableness checks to confirm the rate afmeat has determined.

This decision reflects the AER’s considerations tha equity beta and MRP
proposed by Envestra were too high with respetheaisks involved in providing
references services under prevailing market coodgi The AER has also rejected
Envestra’s proposed method of setting the debtmisknium, instead finding a
combination of estimates derived from Bloomberg thedAPA Group’s BBB rated
bond provide a debt risk premium which is suffitiencover at least the efficient cost
of debt, and more than sufficient to cover Envésiaatual cost of debt.

The AER calculates a rate of return of 9.96 pettc€his reflects market based
parameters (risk free rate and debt margin) estedaiver an indicative averaging
period of 7 December 2010 to 6 January 2011 anbbeilupdated for the final
decision.

5.1 Introduction

This chapter sets out the AER’s consideration ofdStra’s proposed estimate of an
efficient benchmark rate of return on capital over access arrangement period. The
key issues considered include the selection oflhageepted financial model to
determine the return on equity and the determinatiaelevant parameters—
including the equity beta and market risk premionbé applied in the context of the
capital asset pricing model, and the debt risk juem

The AER’s consideration of the corporate taxatibomaance, including the value of
imputation credits (gamma), is set out in chapter 6

5.2 Regulatory requirements

Rule 72(1)(g) of the NGR requires that the accessigement information for a full
access arrangement proposal must include the prdpase of return, the
assumptions on which the rate of return is caledl@nd a demonstration of how it is
calculated.

Rule 74 of the NGR requires that any forecast bmade included in the access
arrangement information be arrived at on a readertssis, be supported by a
statement of the basis of that forecast or estinaaie represent the best forecast
possible in the circumstances.

Rule 87(1) of the NGR requires that the rate ainmebn capital is to be
commensurate with prevailing conditions in the neaflor funds and the risks
involved in providing reference services.

58



Rule 87(2) of the NGR requires that in determirangte of return on capital, it will

be assumed that the service provider meets benkHewais of efficiency, uses a
financing structure that meets benchmark standaesste-gearing and other financial
parameters—for a going concern, and reflects ierathspects best practice. Further,
a well accepted approach that incorporates theat@sjuity and debt is to be used;
and a well accepted financial model is to be used. WACC is given as an example
of a well accepted approach, and the CAPM is gagean example of a well accepted
financial model.

5.3 Access arrangement proposal

Envestra proposes a nominal vanilla WACC approaatetermine the rate of return
on its projected capital bad&his approach requires an estimate of the codebf
and the cost of equity.

Envestra proposed a cost of equity through coraiiter of the CAPM and other
asset pricing modefsSpecifically, Envestra stated that it considees(8tandard)
Sharpe-Lintner CAPM, a variant of the this modebkn as the Black CAPM, two
other asset pricing models (the Fama—French tlaeerfmodel and the dividend
growth model), and a market-based estiniatke cost of equity derived from these
differing approaches is shown in table 5.1.

Table 5.1: Envestra’s cost of equity proposal

Method used Range for cost of equity (%)

CAPM with component parameters: 10.5-14.1
Risk free rate (%) 5.30

Market risk premium (%) 6.5-8.0

Equity beta 0.8-1.1
Black CAPM 11.4-13.3
Fama-French three factor model 11.6-14.4
DGM based on Australian utility data 11.6-16.7
SFG market based estimate 12.0-14.0
Final range proposed 11.4-14.4

Source: Envestr&A access arrangement informatidnOctober 2010, p. 143
(table 9.3); AER analysis.

! The AER notes that Envestra labels its WACC apginaa ‘nominal post tax WACC' in its access
arrangement information. The formula set out is thicument is the nominal vanilla WACC
formula and this is the label used by the AER. BinaSA access arrangement information

1 October 2010, p. 152.

EnvestraSA access arrangement informatidnOctober 2010, p. 135.

®  EnvestraSA access arrangement informatidnOctober 2010, p. 135.
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Table 5.2 shows the full range of WACC parameteop@sed by Envestra. In several
cases (including the cost of equity) a range isquged, and the selection of a point
estimate from within this range was made by Enedsyrusing cashflow analysis
based on credit rating metrits.

Table 5.2: WACC parameters proposed by Envestra

WACC Parameter Envestra proposal
Range Point estimate
Nominal risk—free rate (%) 5.30
Inflation (%) 2.57
Real risk—free rafg%) 2.66
Credit rating BBB+
Debt risk premium (%) 3.24-3.54 3.39
Gearing (%) 40-80 55
Cost of debt (%) 8.54-8.84 8.69
Cost of equity (%) 11.4-14.4 13.02
Nominal vanilla WACC (%) 9.11-12.18 10.64°

Source: Envestr&A access arrangement informatidnOctober 2010, p. 147
(table 9.8); AER analysis.

(a) The real risk—free rate has been derived fitwerBnvestra (QIld) proposal using
the Fisher equation.
(b) The point estimate is derived from the 11.4404 range, following an analysis

by Envestra of the projected cash flows requiresh&intain the benchmark
BBB+ credit rating.

(c) The minimum WACC occurs with maximum gearingo@@per cent cost of debt
11.4 per cent cost of equity, 80 per cent geardmg) the maximum WACC with
minimum gearing (8.84 per cent cost of debt, 14&ragent cost of equity, 40
per cent gearing).

(d) Derived as the mid point between 9.11 and 12.18

In summary, Envestra’s approaches with respectdividual parameters were as
follows:

"= |nflation forecast — based on the RBA's latest éaists, combined with the
midpoint of its target band out to a 10 year fos¢derizon.

= Averaging period and risk free rate — no period waposed, however an
indicative risk free rate was calculated usingdheualised yield on 10 year
Commonwealth Government bonds over a period ofu&inless days ending 2
July 2010.

*  EnvestraSA access arrangement informatidnOctober 2010, p. 135.
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= Gearing ratio — a ratio of 55 per cent was propdsaa within a range of 40 to
80 per cent, based on a Standard and Poor’s report

= Debt risk premium (DRP) — an average of CBASpectand Bloomberg fair
value estimates (interpolated to 10 years) wasqa®g to calculate a premium
with respect to a 10 year, BBB+ credit rating benalk.

= Market risk premium (MRP) — a value of between .8 per cent was proposed

= Equity beta — Envestra proposed an equity betagran@.8 to 1.1, supported by
a report from the Competition Economic Group (CEGEG considered that the
AER'’s practice to exclude the effects of the GFGwhstimating beta has
resulted in a downward bias in its beta estimate.

To support its position that the overall rate datire was appropriate, Envestra
submitted reports from SFG, CEG and Professor BGromdy. SFG submitted that
given an investor of a comparable firm expectsvaddnd yield of 10.5 per cent and
capital gains of 2.5 to 3.5 per cent, the comm#éygausible cost of equity would be
in the 13 to 14 per cent range. Using the Miller-eigtiani framework, Professor
Bruce Grundy submitted that the equity risk premmust be at least 2.66 times the
size of the debt risk premium.

Envestra submitted that analysis from Officer amshBp suggested the best forward
looking estimate of the MRP in the current marlaiditions is around 8 per ceht.
Envestra submitted that this value was also supgddry CEG, which estimated a
forward looking MRP of 8 per cent based on dividgnawth model (DGM)

analysis® SFG stated that the MRP should not be adjusteBrwestra’s proposed
utilisation rate of 0.23. SFG submitted that, alitjo the AER explicitly incorporated
a utilisation rate of 0.65 in its estimates of tiital excess returrishe adjustment
for theta would be in the order of 0.1 to 0.2 pamt¢cwhich is “well within the bounds
of error"® To support this position, SFG stated that if défe sample periods were
chosen, historical excess return estimates woultieh higher than 6 per ceht.

Officer and Bishop estimated the historical longrt@verage MRP to be 7 per cent.
However, they considered that current market vdhatas at July 2010) is higher
than volatility levels prior to the GFC. Officeré@Bishop submitted that if the MRP

Envestra has not provided the Officer and Bishajper referred to. However, there is a more
recent update of Officer and Bishop’s work datelg 2010. In the first instance, the AER has
referred to the July 2010 paper.

®  CEG,Estimating the cost of capital under the NGR, aorefor Envestra September 2010, p. 39.
As noted below, the value of the forward lookMBP can be informed by looking at long-term
historical averages of annual excess market re{imghe difference between the return on a
broad market index in a year and the return on gowent bonds over the same year). Stock
market indices measure dividends and capital daihslo not incorporate any value in relation to
franking credits, hence it is necessary to “grgsshistorical excess returns by the estimated value
of franking credits to reflect the full value oftuens to equity holders.

8 SFG,The relationship between theta and MRP, ReporEforestra 27 September 2010, p. 2.

®  SFG,The relationship between theta and MRP, ReporEforestra 27 September 2010, pp. 2-5.
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is assumed to revert to a long run average ove, thper cent is the best estimate of
the forward looking MRP over a five year time horiz®

5.4 Submissions

The Energy Consumers Coalition of South Austr&ai@CSA) submitted that the
AER's approach to estimating the DRP is flaweddrticular, the ECCSA noted the
lack of corporate bonds meeting the AER's benchrspekifications. Regardless, the
ECCSA stated that an efficient DRP should not belgdased on corporate bond
yields, as efficient debt is not secured in thigWa

The ECCSA also noted that the actual debt margplién by Envestra's annual
report for 2010 was 228 basis points above theeld @ommonwealth Government
Security (CGS). Further, the ECCSA stated that Emats ability to access long-term
overseas debt markets at rates equivalent to 3Awestralian market loans indicated
that neither Envestra nor other efficient netwakvge providers pay the high
premiums reflected by Envestra's proposed DRPdursalebt?

Additionally, an appendix to the ECCSA submissiaswhe Major Energy Users'
(MEU) discussion paper on measuring the DRP. Tapepstated that the sole
reliance on corporate bond information to infornthed cost of debt is inappropriate.
The MEU paper also provided further evidence orfithencing processes of the
Queensland Treasury Corporation, and comparedati@etitive neutrality fee
appli%d to the cost of debt for Queensland govenmimened corporations to the
DRP:

5.5 AER'’s consideration

The AER has not accepted Envestra’s proposed fagtusn. In doing so, and in
determined a rate of return it considers best nteetsequirements of the NGR, the
AER recognises that there is no single precise anivat can be determined through
the mechanistic application of a mathematical fdenau parameter estimates
developed in isolation. In determining an apprdprrate of return the AER has been
required to review a variety of evidence and argusyeand ultimately exercise its
judgment to arrive at an outcome it determines tests the revenue and pricing
principles and NGO. To arrive at this outcome,AlidR has compared the rate of
return against high level indicators of reasonaddsn These indicators suggest that
the rate of return chosen by the AER is at leafficgent to meet the objectives and
requirements of the law and rules, and most likelgxcess of the value needed to
meet these requirements.

The AER’s main considerations are summarised ifdh@wing sections:

= an evaluation of why the rate of return set byAR&R is appropriate

10 Officer and BishopMarket risk premium, Comments on the AER draftibiistion determination

for Victorian electricity distribution network sece providers July 2010.

Energy Consumers Coalition of South Austreinyestra application, A response by Energy
Consumers Coalition of South Australidovember 2010, p. 72.

Energy Consumers Coalition of South Austrdlinyestra application, A response by Energy
Consumers Coalition of South Australidovember 2010, p. 72.

MEU, Measuring the debt risk premiymecember 2010, p. 2.
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= cost of equity models

= equity beta

= the market risk premium

= the debt risk premium

= the method of inflation forecast

= the averaging period and risk free rate

= the gearing (debt to equity) ratio.

Further details on particular matters, including tiverall rate of return, equity beta,
MRP and DRP are contained in appendix C.

5.5.1 Evaluation of the overall rate of return

This section considers the reasonableness of talbvate of return resulting from
parameters assessed and determined by the AERhelsem this chapter. Such a
consideration is relevant in considering the adeygwé the rate of return in
accordance with section 24(2)(a) of the NGL whieguires the AER to provide a
service provider with an opportunity to recoveleast its efficient cost. Similarly,
such comparisons can be applied to assess theneddsoess of the rate of return
proposed by Envestra.

Recent regulated asset sales and trading rati@ggesutpat benchmark returns for
regulated entities have been at least sufficiemd @obably higher than needed) to
meet the cost of capital faced by regulated estifitie AER has also considered the
analysis present by Envestra regarding the reatemess of return of equity as
implied by broker reports and expected differermetsveen the costs of debt and
equity. The AER finds these analyses do not suggesinadequacy of the overall
rate of return set by the AER. These considerattmasummarised briefly here, with
further details in appendix C. This appendix algntains further analysis of the
Modigliani and Miller theorem and its implicatiofa the overall rate of return.

5.5.1.1 Recent regulated asset sales

Over the past few years, regulated assets haveallgrgeen sold at a premium to the
regulatory asset base (RAB). The recent purchaSmohtry Energy’s NSW gas
network by Envestra is one such example. Envestiehpsed the Wagga Wagga gas
network at a 25 per cent premium to the 2010 RA® Eh per cent premium to the
2011 RAB! Other recent sales have been at premiums of bet@@and 119 per
cent to the regulated asset base and trading nesltih 15 to 73 per cent (see
appendix C).

14 AER, Final decisionWagga Wagga natural gas distribution network, Iy 2010-30 June 2015,
March 2010 and ASXgnvestra company announceme,October 2010, viewed 27 January
2011, <http://www.asx.net.au/asxpdf/20101026/pdt@Inblp4xqc.pdf>.
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As supported by Grant Samuel, listed infrastrucantties should theoretically trade
at, and be acquired at, 1.0 times the RABlowever, all recent asset sales have been
transacted at RAB multiples of greater than on&A®B multiple of higher than one
may be justified if the buyer can:

= expect to achieve efficiency gains, reducing openat and capital expenditures
below that amounts allowed by the regulator

® increase the service provider’s revenues by engiwgalemand for regulated
services

= benefit from a more efficient tax structure, highearing levels, and growth
options

= expect to achieve higher returns if regulatiorelaxed or
® misjudge the true value of the business.

However, the trading and acquisition premiums Hzeen substantial. The AER
considers that premiums of this magnitude are ahfito be explained by the factors
noted above alone. This suggests that the regutatsdf capital has been at least as
high as the actual cost of capital faced by theénmsses, and most likely has been in
excess of the actual cost of capital. The AER a®rsithat market transactions do not
support the view that regulated rates of returalteis under compensation with
respect to actual required rates of return.

5.5.1.2 Cost of equity implied by broker reports

Envestra presented analysis which suggested thabt of capital can be estimated
from broker reports as the sum of the expectedardividend yield and expected
annual price appreciation. Using a dividend yidld@5 per cent and expected
annual price appreciation of 2.5 to 3.5 per centydstra submitted that 13 to 14 per
cent is a conservative estimate of its requiregrnedn equity.

As discussed in appendix C, dividend yield andtehpippreciation forecasts
provided by Envestra can not be relied upon tottesbverall reasonableness of the
AER’s return on equity. The AER considers the d#id yield forecast must be
adjusted to remove the component associated wethetinrn on capital. Further, the
capital appreciation can not be relied upon as it:

= represents the expected high over the next 12 re@mti not the capital
appreciation

® contains a component associated with asset misgrici

= is heavily influenced by the current state of therket.

15 Grant Samuel & Associates Pty Limitédnancial Services Guide and Independent ExperoRep

in relation to the Recapitalisation and RestructofeBabcock & Brown Infrastructur® October
2009, p. 77.
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It is unrealistic to assume that regulated utgittan appreciate in value when capital
is also being returned to shareholders over tirhe. AER also notes that some of the
reports quoted by SFG assume a WACC of around Zgrgrwhich implies that the
benchmark returns set by the AER adequately conapessrvice providers. Further
information on the use of broker reports to testdkierall reasonableness of the
AER’s return on equity are presented in appendix C.

5.5.1.3 Relationship between return on equity and debt

Envestra submitted that in the period January ne 2009 the cost of equity as
defined by the AER was lower than the cost of dabtresult, Envestra considered
this implies that the AER’s cost of equity it taawl, as the cost of equity should
always be greater than the cost of debt.

The AER considers it is valid to assume that therneon equity would be higher than
the return on debt and this has been the caskohthle AER'’s decisions. However,
the AER considers there are valid reasons for \wkycbst of equity as defined by the
AER was lower than the cost of debt in the periaaudry to June 2009 (see appendix
C). For instance, at this time the risk on longrtdéronds seemed real to most
investors leading to a short term beta escalabosudch securities.

5.5.2 Cost of equity

Envestra stated that the standard AER methodolmggédtermining the cost of equity
was deficient, implausible, mechanistic and didewhply with the relevant criteria
from the National Gas Rulé8 Most prominently, Envestra criticised the AER'®us
of the Sharpe-Lintner CAPM (CAPM) on the groundsttihwas inherently biaséd,
and that using only one model—as opposed to meltippdels—would not result in a
reliable estimate of the cost of equifyinstead, Envestra used four models, two
methods, and ‘the application of skill and judgethanarriving at a proposed cost of
equity of 13.02 per cenf.

The AER does not accept the cost of equity propbgdenvestra. Most importantly,
the overarching approach used by Envestra—usingptaumodels/methods—is not

a ‘well accepted financial model’, as required b8 of the NGR. This is primarily
because the component models/methods used in tiismodel approach are
themselves not well accepted financial modelselrerl instances, there appear to be
material inconsistencies between what Envestradgiahas done and what is
presented in the access arrangement proposal @maanying consultant reports.
Finally, several techniques used to assess thalbeest of equity (as a cross check
on the multi-model approach) are applied incorgectl

Having found that the proposed cost of equity doesneet the requirements of the
NGR, the AER needs to determine a cost of equéydbes. The AER uses the
CAPM to estimate the cost of equity of 10.48 pertc&éhe AER'’s use of this model
reflects the evidence that, although the CAPM iswithout weaknesses, it remains
the preeminent asset pricing model in financiahemics. The AER considers that

16 EnvestraSA access arrangement informati@ctober 2010, pp. 132-134.

7 EnvestraSA access arrangement informati@ctober 2010, pp. 130-142, 133, 136-137.
18 EnvestraSA access arrangement informati@ctober 2010, pp. 129-132, 135.
¥ EnvestraSA access arrangement informati@ctober 2010, p. 135.
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the use of this model—which is not mechanistic—dussproduce a deficient
estimate of the cost of equity, but rather one thabmmensurate with prevailing
market conditions and the relevant risks involue@roviding reference services.

The remainder of this section addresses the fotigussues with respect to the cost of
equity the AER has determined for Envestra:

= the AER’s reliance on the CAPM as a well acceptedehand the reasonableness
of the cost of equity derived from the CAPM

= Envestra’s approach/ methodology with respectédwrell accepted model’
requirement of the NGR, and the unreasonablenetb® @ist of equity proposed
by Envestra

= theoretical issues with the CAPM raised by Envestra

= empirical issues with the CAPM raised by Envestra

conclusions.

5.5.2.1 The AER'’s use of the Capital Asset Pricing Model

The key issue arising from Envestra’s proposalhstiver or not the CAPM (as
previously relied on by the AER, and stated asxamgle of a well accepted
financial model in the NGR) produces a reliabléneate?® The AER acknowledges
the limitations of the CAPM, which relies on assuiops that are simplifications of
the real world. Further, if robust parameter inpres not available the CAPM will not
produce a reliable estimate. All financial modets afflicted by these limitations.

However, even with full awareness of the shortcawiof the CAPM, the AER
considers that it remains the best available mfmtedstimating the cost of equity.
The AER has reached this conclusion by carefullysatering the strengths and
weaknesses of the CAPM as well as alternative nsadehe context of setting the
rate of return under the NGR, plus its extensiveiodinancial markets.

The AER engaged Professor Kevin Davis of the Usiteiof Melbourne to provide
expert advice on the use of the CAPM relative terahtive model§' Professor

Davis concluded that the theoretical and empigcdicisms of the CAPM submitted
by Envestra are not substantiatééurther, Professor Davis noted various theoretical
and practical problems with the alternative modesksd by Envestra that would be
avoided by the use of the CAPHI.

One of the key practical issues highlighted by &sbr Davis is the importance of
having reliable inputs to a model (individual paeder estimates). The CAPM inputs

20
21
22

EnvestraSA access arrangement informati@ctober 2010, pp. 129-134.

Kevin Davis,Cost of Equity Issues: A report for the REL7 January 2011.

The exception to this statement is that ProfeBswis concurs with the theoretical criticism oéth
single period nature of the CAPM. However, Profeg3avis finds no basis for Envestra to
conclude that this provides grounds to prefer tidBM. Kevin Davis,Cost of Equity Issues: A
report for the AER17 January 2011, pp. 4-10.

% Kevin Davis,Cost of Equity Issues: A report for the ABR January 2011, pp. 10-15.
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are relatively robust As outlined below, the AER has considered the
appropriateness of individual parameters that@betused in the CAPM (the MRP
and beta). By contrast, the alternative modeldgmard by Envestra rely on
parameter inputs that cannot be estimated withcanfidence®

The CAPM is cited under r. 87(2) of the NGR as xaneple of a well accepted
financial model. This reflects the CAPM'’s positias the preeminent asset pricing
model employed in financial economics. In this et

» the CAPM has a solid theoretical foundatibn

= the CAPM has empirical support, particularly whensidering the conditions
relevant to the benchmark firm—such as considdanger time periods,
focusing on return expectations (not return outce)mend adjusting for the effect
of real options.” Further, there are sound theoretical reasons wimes
conflicting empirical results do not invalidate tBAPM >

= the CAPM is the dominant financial model used btalian finance managers
to estimate the expected rate of refdirn

= the CAPM has relatively robust long-term paramétputs

Finally, in addition to considering the robustnetthe CAPM, the AER has also
considered the resulting cost of equity producedminsing this model against the
outcomes observed in capital markets. The adequfatye AER’s rate of return
(including the cost of equity) is examined furtiesection 5.5.1 in the context of
recent asset sales, market valuations and analystts. This information suggests an
appropriate cost of equity is below 10 per centaag be as low as 7.5 per cent. In
this context, the AER considers that the cost oftgegpf 10.48 per cent in this draft
decision would result in a rate of return thahiattis commensurate with the
prevailing conditions in the market for funds ahd tisks involved in providing
reference services (rule 87(1) of the NGR) and phatides Envestra with a

24 Kevin Davis,Cost of Equity Issues: A report for the ABR January 2011, p. 10.

% Kevin Davis,Cost of Equity Issues: A report for the ABR January 2011, pp. 10-13, 16, 20-21.
% Sharpe, W., ‘Capital Asset Prices: A Theory ofrké& Equilibrium under Conditions of Risk’,
Journal of Financel964, vol. 19, pp. 425-442; Lintner, J., ‘The M&tlon of Risky Assets and the
Selection of Risky Investments in Stock Portfoliosl Capital BudgetsThe Review of Economics
and Statistics1965, vol. 47, pp. 13-37; Mossin, J., ‘Equilibmiun a Capital Asset Market’,
Econometrical966, vol. 34(2), pp. 768-83.

See Davis report and references; Also AEGN draft decisionFebruary 2010, page 111-113.
See Davis report, also R. Roll, and S. Ross,th@rcross-sectional relation between expected
returns and betas’, Journal of Finance, 1994,44(1), March 1994, pp. 101- 121; and W. Ferson,
S. Sarkissian and T. Simin, 'The alpha factor gaseing model: A parable’, Journal of Financial
Markets, 1999, vol. 2, pp. 49-68.

Truong, G., Partington, G. and Peat, M., ‘Costapital estimation and capital-budgeting practice
in Australia’, Australian Journal of Managemerdune 2008, vol. 33(1), pp. 95-121 and L.
Coleman, K. Maheswaran, and S. Pinder, 'Narrativesanagers' corporate finance decisions',
Accounting and Finan¢c&010, vol. 50(3), pp. 605-633.

There is considerable debate over the appropp&t@meter inputs for the CAPM (as is evident
from the AER discussion of the MRP and equity bater in this chapter). However, compared to
the parameter inputs to any of the alternative nsopi@posed by Envestra, the CAPM parameter
inputs are well established, statistically robust avidely accepted.
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reasonable opportunity to recover at least itsieffit costs (section 24(2) of the
NGL).

5.5.2.2 Envestra’s multiple model approach

The AER has considered whether Envestra has dets/edst of equity using a ‘well
accepted financial model’ as required under r. §Bj2The AER considers that
Envestra’s proposed cost of equity is not based well accepted model. While
Envestra referred to the CAPM (listed in the NGRuagxample of a well accepted
model) it did not use the CAPM for the purposesutd 87(2)(b) of the NGR in
arriving at its proposed cost of equity. Of theestmodels it referred to, the AER
considers that the BCAPM and FFM are not well ataéfinancial models while the
third model (the DGM) is also well not accepteddse in the Australian context.

Envestra’s access arrangement proposal set onge far the cost of equity of 11.4
to 14.4 per cent, from which it selected a poitineste of 13.02 per ceft.The
process by which these figures were generatedvaedatonsideration of the
following models and methods:

® The standard CAPM

= The Black CAPM (BCAPM)

®=  The Fama-French three factor model (FFM)
® The dividend growth model (DGM)

= Method based on market assessment

=  Method based on cashflow analysis to meet cretiitganetrics.

The CAPM was included by Envestra as part of iteas arrangement information,
with an estimated CAPM cost of equity between & 14.1 per cerit As detailed
below, the AER considers the CAPM inputs used tiveat this range—an equity
beta of 0.8 to 1.1 and an MRP of 6.5 to 8.0 pet-e@me not reasonable, and
therefore the AER does not consider this to beaameable CAPM estimate.

Notwithstanding the AER’s concerns over this amilan of the CAPM, Envestra
stated that it would ‘narrow the CAPM range by srokeck against the outputs from
the Black CAPM, FFM and DGM* Envestra also stated that its final cost of equity
range was ‘within the range estimated by the CAPMeither of these statements
appears to be correct, since the final cost oftggange (11.4 to 14.4 per cent)
extends outside the CAPM range estimated by Era@dfnvestra stated at the

31 EnvestraSA access arrangement information, October 2@p0142—143, 151152 (sections 9.12
and 9.17).

32 EnvestraSA access arrangement informati@ctober 2010, pp. 135-138, 142-143, 148-151

(sections 9.6, 9.12, 9.16).

EnvestraSA access arrangement informati@gtober 2010, p. 142.

EnvestraSA access arrangement informati@ctober 2010, p. 142.

EnvestraSA access arrangement informati@ctober 2010, p. 143.

EnvestraSA access arrangement informati@ctober 2010, p. 143 (table 9.3).
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outset that the cost of equity ‘will be estimateihg the CAPM, with the outcome
cross checked against estimates obtained from atbleknown and recognised asset
pricing models®’ In substance, Envestra did not implement this @gogr, using the
alternative models not as ‘cross checks’ but apthmeary determinants of the cost of
equity. Envestra’s reference to the CAPM in itsemscarrangement information
appears to bear little (if any) relation to theidation of the cost of equity range and
point estimate proposed by it.

Envestra relied on CEG’s recommended cost of eqaitge of 11.4 to 14.4 per cent,
noting that this was ‘broadly consistent with tlkviae from SFG?*® CEG explicitly
rejected the (standard) CAPMInstead, CEG considered the BCAPM, FFM and
DGM and also noted a number of other metH8d$owever, it is not clear how much
weight CEG gave to each of the individual model$hods in making its
recommendations, nor is CEG explicit in presentisiglerivation of the final rang®.
The BCAPM appears to have been relied upon tdhedbattom of the range, and the
FFM appears to produce the top of the range. The pstimate proposed by
Envestra was based on a method using cash flowsas&b meet credit rating
metrics. This method stands separate from anyeobther approachés.

The AER considers that the CAPM is a well acceptedel, however the Envestra
proposal does not ‘use’ the CAPM in determiningabst of equity for the purposes
of rule 87(2)(b) of the NGR. The AER considers tif&t relevant consideration is not
merely whether the CAPM was present, but whatttedeCAPM plays in the
derivation of the final cost of equity.

Having determined that Envestra did not use the l@Adt the purposes of rule
87(2)(b) of the NGR, the AER has considered whefimfestra’s multi-model
approach otherwise meets the requirements of the.NG

The AER considers that a multi-model approach tspnecluded by the NG
Envestra presented its multi-model approach as tbongethat can be regarded as
well accepted, separately from a considerationtativcomponent models are
employed" Envestra referred to an ASIC guideline, commenftamy Grant Samuel

37
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EnvestraSA access arrangement informati@ctober 2010, p. 143.

EnvestraSA access arrangement informati@ctober 2010, p. 143 (section 9.12).

39 CEG,Estimating the cost of capital under the NGR: Aorefor Envestra September 2010, pp. 7—
8, 13-14, 17.

40" CEG,Estimating the cost of capital under the NGR: Aorefior Envestra September 2010,

pp. 18-48.

Some limited conclusions can be inferred from GE@port regarding its consideration of various

methods. For instance, CEG uses a method baséda oalative returns to debt and equity to

estimate the cost of equity at more than 14.4 pat. dt is apparent that very little or no weighsh

been given to this estimation method given thutside its recommended range. CEG,

Estimating the cost of capital under the NGR: Aomefior Envestra September 2010, pp. 7-8, 47—

48.

EnvestraSA access arrangement informati@ctober 2010, pp. 147-152.

The phrasing of the r. 87(2)(b) of the NGR iggsitar (‘a well accepted financial model’) however

it is possible this may encompass a single aggeagatiel that has multiple component models.

EnvestraSA access arrangement informati@ctober 2010, pp. 131-132.
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and a recent decision by the Australian Competitiobunal in support of its
multiple model approach.Regarding each of these, the AER notes that:

* The ASIC guideline states that the use of only moeelel may be appropriaf,
and stresses that valuation methodologies musatesutly selected’

= The Grant Samuel report on the sale of Alinta tig8pore Power does not
suggest that the CAPM is inadequate, but actuaks the CAPM (rather than a
multiple-model approach) to derive the discourg iatits calculation8®

=  The Grant Samuel report also comments on alteemt the CAPM, and states
that there are ‘more sophisticated multivariate el®@avhich utilise additional risk
factors but these models have not achieved anyfis@mt degree of usage or
acceptance in practicé’.

= The Australian Competition Tribunal statement teatploying a variety of
techniques provides a firmer foundation’ for théreation of individual
parameters and the overall WACC value does nottle#ae conclusion that the
use of multiple model in general reflects a wetiemted approaci!.In particular,
it does not reflect on the appropriateness of ougowhere individual
components of the approach are not sufficientlyisbb

The AER considers that this evidence does not geoaireasonable basis to conclude
that the use of multiple models (in general) islwetepted. While the use of multiple
models may produce a reasonable outcome, whetaetuially does so depends
heavily on the underlying models employed. Havieached this conclusion, the

AER therefore considered whether the various inldial models used by Envestra as
part of its multi-model approach are well accepted.

The Envestra proposal did not, however, attemptésent evidence that the various
financial models it employed (the BCAPM, FFM and B3vere well accepted. The
CEG report asserts that the BCAPM, FFM and DGMwaet accepted, but does not

%5 EnvestraSA access arrangement informati@ctober 2010, pp. 131 and 135.

4 ASIC regulatory guideline 111, p. 15 (RG111.461R1.52). Note that although Envestra states
‘Therefore, the requirements and recommendationtagted in ASIC Regulatory Guideline 111
are relevant considerations...’, nothing in the glingeshould be construed as a ‘requirement’
since this is not the nature of the document. BnagSA access arrangement information
October 2010, p. 131.

47 ASIC regulatory guideline 111, p. 15 (RG111.49).

8 Grant Samuel and Associates Pty IEihancial Services Guide and Independent expeef®rt in

relation to the proposed acquisition of Alinta Asseom Singapore Power International Pte

Limited 5 November 2007, Appendix 1: Selection of Disdaates, pp. 6, 10.

Grant Samuel and Associates Pty IRmhancial Services Guide and Independent expeefrt in

relation to the proposed acquisition of Alinta Asseom Singapore Power International Pte

Limited 5 November 2007, Appendix 1: Selection of Disdaates, p. 1.

Australian Competition Tribunalpplication by Telstra Corporation Limited, 2Q1faragraphs

477-478.
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provide any evidence on this mattéFurther, CEG and Envestra took markedly
different approaches in defining what is ‘well guieel’ >

The AER considers that the BCAPM is not a well gtee financial model. Surveys
of the cost of capital techniques used by Austndiiaance managers record no use of
the BCAPM?® The AER is not aware of any economic regulatongishis model.

The AER considers that the FFM is not a well acegfinancial model. In response
to a recent access arrangement proposal, the ABRie&d at length the evidence for
whether or not this model was well accepted anddmp acceptance by any of the
groups it considers relevant, namely academicantial market practitioners or
regulators?

Envestra stated that the DGM is used extensively®yeconomic regulators, with the
implication that this model is well accepted bystgroup. However, implementation
problems mean that the DGM is not suitable foraséhe primary determinant of the
cost of equity. Professor Davis notes that the DiGgarticularly sensitive to the
input assumptions used. The AER has previouslydnibigt the inputs to the DGM
are highly contentious and cannot be estimated pvi¢bision for Australian
markets>” This is one key difference between the Austradiad US markets, since in
the US there is a much larger pool of data avaslédl the derivation of inputs to the
DGM. The AER considers that, in the context of thlevant (Australian) financial
market for the purposes of r. 87, Envestra hasleotonstrated that the DGM is a
well accepted model.

Overall, the AER considers that the evidence predidy Envestra does not show that
its multi-model approach is a ‘well accepted finahmodel’ for the purposes of

r. 87(2)(b) of the NGR. The AER considers that Estreehas not demonstrated that
the individual models used as the principle comptsef its multi-model approach
meet the requirements of r. 87(2)(b) of the NGRc8ithe cost of equity model used
by Envestra does not meet the requirements of GBR Nt cannot be accepted by the
AER.

In otherwise assessing the reasonableness ofapes®d rate of return under

r. 87(1), as highlighted in section 5.5.1 aboveydstra’s proposed cost of equity
(13.02 per cent) is well above the cost of equriplied by several sources of
information. Analysis of dividend yields suggesisoat of equity between 7.5 and

®l  CEG,Estimating the cost of capital under the NGR: Aorefor Envestra September 2010, p. 6.
%2 CEG,Estimating the cost of capital under the NGR: Aorefor Envestra September 2010, pp. 9-
10 and EnvestreBA access arrangement informati@ttober 2010, p. 129.

Truong, G., Partington, G. and Peat, M., ‘Costa&ital estimation and capital-budgeting practice
in Australia’, Australian Journal of Managemenlune 2008, vol. 33(1), pp. 95-121 and L.
Coleman, K. Maheswaran, and S. Pinder, 'Narrativesanagers' corporate finance decisions',
Accounting and Financ&010, vol. 50(3), pp. 605-633.

AER, Final Decision, Jemena Gas Networks access arraegéproposal for the NSW gas
networks June 2010, p. 134.

AER, Final decision, Electricity transmission and disuition network service providers review of
weighted average cost of capital (WACC) parametetday 2009 (WACC review final decision),
p. 219-220; AERFinal decision, ActewAGL gas distribution. 57-61. Further, the AER notes
that using DGM to estimate a sector specific cosiquity is even more unreliable than using it to
set the market wide cost of equity (the MRP).
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8.5 per cent, and analysis of recent asset sategaling ratios also indicates a cost
of equity below 10 per cent. When applied correather techniques (such as those
based on the relative returns to debt and equay)ad support the cost of equity
proposed by Envestra.

5.5.2.3 Theoretical issues with the CAPM raised by Envestra

Envestra submitted a consultant report from ProfeBsuce Grundy of the University
of Melbourne that examined the theoretical basistfe CAPM>® Professor Grundy
stated that the CAPM estimates of the cost of gdaitcompanies with a beta less
than one (such as the benchmark distribution nétwervice provider) were
downwardly biased. Professor Grundy identified fonrealistic assumptions
underlying the CAPM as the cause of this downwaad

= jnvestors can lend and borrow at the risk free rate
®  there are no transaction costs

= the market contains all possible investments (expjibonds, real estate and so
on)

= investors live for one period only.

The AER considers that in all four cases, the ntageiof the bias is not established
and is likely to be immaterial. Furthermore, in teases the direction of the potential
bias is ambiguous. The AER highlights the followfogeach assumption in turn:

® investors can borrow and lend at the risk freer&mfessor Davis notes that
some private sector entities are able to borrosnahterest rate immaterially
above the risk free rate (in his calculation, ambfine basis points)®

= there are no transaction costs— Davis statesrdnatdction costs are important in
the short term, but immaterial at longer horizohishe AER applies the CAPM
using a long period (10 years). Further, the dioeodf the (very small)
transaction cost bias may be in the opposite dmed¢od that suggested by
Professor Grundy® Transaction costs for equity holders in regulaeergy
networks are relatively low and stable when comgpémemarket wide averagés.
Accounting for transaction costs would thereforduee the correlation between

%% Bruce GrundyThe calculation of the cost of capital: A report Envestra 30 September 2010,

pp. 2-10.

Bruce GrundyThe calculation of the cost of capital: A repornt fEnvestra 30 September 2010,
pp. 4-8.

Since the CAPM assumes homogenous investors—wihdghbe better proxied by the marginal
investor than the average investor—it may be imriatehat the majority of private sector entities
do not have access to funds at these rates. Keaxts[iLost of Equity Issues: A report for the
AER 17 January 2011, p. 9-11.

Kevin Davis,Cost of Equity Issues: A report for the ABR January 2011, p. 9.

Bruce GrundyThe calculation of the cost of capital: A repornt fEnvestra 30 September 2010,
p. 5.

In particular, these companies pay large dividenddertake regular dividend reinvestment
programs, possess steady growth options and hapemionally small bid-ask spreads.
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returns on the benchmark firm and the market aweratyirn—lowering its beta
and therefore its expected retdfn.

= the market consists of all possible investmentspite this being labelled a
‘theoretical limitation’, there is actually no statent by Professor Grundy that the
CAPM assumption is incorre€t Rather, Professor Grundy’s argument is that
‘most empirical investigations of the CAPM’ implented the CAPM by treating
the equity market as if it were the entire markedtead of including other major
asset type&! In other words, it is this particular type of tethe CAPM that is
incorrect, not the theory. Professor Davis notes tiie direction of the effect
proposed by Professor Grundy is indetermifiathe location of the mean-
variance efficient portfolio will account for thewariance of all possible
investments and so the end effect may be upwaddwnward.

= the investor only lives for one period— Professawid considers that the CAPM
is conditional with parameters that can vary oiraef® but notes that there is no
agreement on which conditional factors cause vanaicross periods. This
means it is not reasonable to implement a trueitondl CAPM®’ However, the
AER implicitly accounts for changes in the undertyiCAPM parameters when it
re-estimates them for each access arrangemeniorevidis allows the AER to
set the rate of return in a manner that mitigatesmpact of the single period
assumption.

Their impacts aside, in all four cases these theatearguments also apply to the
alternative models proposed by Enve&#r@n a more practical level, several of the
studies cited by Professor Grundy use a short tesiofree rate—the interest rate on
three month treasury bilfS.In contrast, the AER uses a long term risk free-rethe
interest rate on 10 year government bonds—whieindand 100 basis points higher
than the short term risk free rdfe.

Turning to Envestra’s proposal, there are theaaklimitations to each of the
alternative models it uses in developing its cdgiquity estimate. The BCAPM alters
only one of the CAPM assumptions (that investorslead and borrow at the risk
free rate), so may be similarly affected by thesotihree theoretical problems alleged
by Professor Grundy.

2" The net direction would depend on the magnitfdé@upward change in the risk free rate and the

downward change in equity beta.

Bruce GrundyThe calculation of the cost of capital: A repornt EEnvestra, 30 September 2010,
pp. 6-7.

Bruce GrundyThe calculation of the cost of capital: A repornt fEnvestra 30 September 2010,
p. 6.

Kevin Davis Cost of Equity Issues: A report for the AHR, January 2011, p. 10.

Kevin Davis,Cost of Equity Issues: A report for the ABR January 2011, p. 9.

Kevin Davis,Cost of Equity Issues: A report for the ABR January 2011, p. 10.

The AER notes that Professor Grundy was askedettify the theoretical and empirical problems
with the CAPM, but not asked to undertake the san@ysis for the alternative models.

Bruce GrundyThe calculation of the cost of capital: A repornt fEnvestra 30 September 2010,
p. 13 (table 1B).

Using current Australian data produced by theeRasBank of Australia.
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Like the CAPM, the dividend growth model assumesd there are no transaction
costs. This may be a material issue for the DGMabse transaction costs are
unequally distributed across the two componente®DGM equation—the purchase
of a share (now) involves one transaction; butréaemption of (all) future cash
flows involves an infinite number of transactiolidransaction costs form a greater
proportion of future cash flows (relative to thegle purchase transaction), then the
discount rate that equates these future cash tiowse current share purchase price
would be lower. In other words, a dividend growtbdual that accounted for
transaction costs would result in a lower costagital.

The Fama-French three-factor model has no theatdtasis but arose purely from

the observation of empirical patterns (often ladmbidata mining’)"* While a variety

of theoretical justifications have been advanceer af was developed, none has
achieved consensus support and the authors ofdldelrstate that it needs no
theoretical basis, only empirical succé&she AER considers that in the absence of a
theoretical basis, there are no reasonable gramncsnclude that the model can
reliably predict the return on equity. This is partarly of concern since the FFM was
primarily developed using United States market.da&search using Australia data
does not suggest that the same empirical patteensresent her€.

The AER considers that Envestra and its consultzante not presented any
compelling theoretical arguments to suggest tr@tdAPM produces a rate of return
that is not commensurate with prevailing conditionthe market for funds and the
risks involved in providing reference services.

5.5.2.4 Empirical issues with the CAPM raised by Envestra

Both the Grundy report and the CEG report examaeghge of empirical evidence
on the CAPM and concluded that the empirical evigettioes not support the CAPM.
In particular, they suggest that the realised oateturn on low beta stocks is higher
than that predicted by the CAPM. This leads digetiithe BCAPM, which both
Grundy and CEG endorse as a better fit for the Boapievidence.

Grundy and CEG appear to select empirical evidénore the set of papers used in a
previous AER decision, which was concerned witheba&uation of the FFM
proposed by JGN. While clearly relevant to the eaabn of the FFM, it is not the
case that these papers were selected to give essassnt of the empirical evidence
on the CAPM. In contrast, Professor Davis surveysviant recent academic literature
on the CAPM itself.

Professor Davis notes a number of limitations \thith empirical testing of the
CAPM, including:

™ For example, see F. Black, ‘Beta and retufoyrnal of Portfolio Management993, p. 10 and

New Zealand Commerce Commissi@ust of Capital Workshod2 November 2009, p. 22.
F. Fama and E. French, 'The Capital Asset Priglodel: Theory and evidencdournal of
Economic Perspective2004, vol. 18, p. 41.

AER, Final Decision, Jemena Gas Networks access arraegéproposal for the NSW gas
networks June 2010.
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* inappropriate statistical testiffg

= use of a time horizon that is too shBrt

= use of realized returns, which are a biased proxgfpected returd
» defining a market portfolio that is not mean-vadarfficient’’

It is worth noting the conclusion of Professor Cawi full:

This brief overview of a number of recent studiesvell regarded academic
journals suggests a number of conclusions. Fhistetis ongoing debate
about the statistical tests appropriate and s@tfsldiscriminating between
and rejecting alternative asset pricing theorieso8d, there is a wide range
of additional explanatory variables which have badded to the standard
CAPM as additional risk factors. While some haweotietical underpinnings,
there remains disagreement on whether they areroagipriced risk factors.
Third, the evidence is mixed on whether alternamagels outperform the
static CAPM, although recognition that the CAPM@nditional with
parameters which can vary over time is imporfant.

In summary, the AER considers that Envestra ancbisultants have not presented
any compelling empirical evidence to suggest that@APM produces a rate of
return that is not commensurate with prevailingditons in the market for funds and
the risks involved in providing reference services.

5.5.2.5 Conclusion - cost of equity

Overall, the AER considers that Envestra’s multid@lcapproach to estimating the
cost of equity does not meet the requirements ™(2), r. 87(1) and r. 87(2)(b) of
the NGR. Therefore, the AER does not accept theotige multi-model approach.

The AER instead uses the (standard) CAPM to estiit cost of equity. The AER
considers that the use of the CAPM to estimatedise of equity:

= complies with the applicable requirements of theLNf&d the NGR

® |s consistent with the revenue and pricing prirespdet out in section 24 of the
NGL

= will or is likely to contribute to the achievemesftthe National Gas Objective
(NGO) in section 23 of the NGL.

™ As per Ray et al — see Kevin Dav@pst of Equity Issues: A report for the ABR January 2011,

p. 6.

As per Cohen, Polk and Vuolteenaho — see Kevirid)@ost of Equity Issues: A report for the
AER 17 January 2011, p. 5.

As per Campello, Chen and Zhang — see Kevin D&ast of Equity Issues: A report for the AER
17 January 2011, p. 7.

As per Levy and Roll — see Kevin Davi3st of Equity Issues: A report for the ABR,January
2011, pp. 7-8.

Kevin Davis,Cost of Equity Issues: A report for the ABR January 2011, p. 9.
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The AER concludes that the cost of equity for Etneefor the access arrangement
period should be set at 10.48 per cent. This etiisdased on parameter inputs (the
risk free rate, MRP and equity beta) that are diesdrin detail later in this chapter.
Further, the AER has cross checked the estimatergia by the CAPM against
market data.

5.5.3 Equity beta

The equity beta measures the standardised coorla¢itween the returns on an
individual risky asset or business with that of dverall market. It represents the
‘riskiness’ of the business returns compared witdt bf the market. A beta estimate
of greater (less) than one implies that the busiresxposed to more (less) non
diversifiable risk than the overall market. Riskuks from the possibility that returns
will differ from expected returns—the greater thmeertainty around the returns of a
business, the greater its level of risk. As noteova, the AER has applied the CAPM
in determining Envestra’s cost of equity, hencestimate of the equity beta as an
input to the CAPM is required.

Consistent with the WACC review, the AER consideexjuity beta estimate of 0.8 is
appropriate and will result in a rate of return coemsurate with the risk involved in
providing reference services. The AER considersrggulated utilities face lower
systematic risk than the general market, whichimmaxily driven by the stable cash
flows of regulated utilities. The lower equity betaue of 0.8 is partly due to the
regulatory regime that provides protection to ratged businesses that are not
available to businesses in the competitive enviremiparticularly as:

= the tariff variation mechanism allows for the anm@ustment for inflation,
lowering exposure to inflation risk

= the roll forward of the capital asset base ocauis mmanner that lowers exposure
to cost overruns for capital expenditure

= the cost pass through mechanism allows for ceciasits to be passed on to
consumers during the access arrangement periodriloyvexposure to costs not
forecast at the commencement of the access arramjerariod

= the access arrangement provides for acceleratitireakview submission date on
occurrence of a trigger event

= aservice provider may submit an access arrangevaeation proposal for the
AER'’s approval.

In this context, the AER rejects Envestra’s proplosguity beta estimate range of 0.8
to 1.1 as it would result in a cost of capital whis excessive with respect to the risk
involved in providing reference services. Appen@ixontains further detail on
particular issues raised by Envestra in relatiobetia.

The AER considers that the empirical evidence miteskin the WACC review
contains the best available estimate of the edpgtg that would apply to a gas
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distribution network service providét Although the WACC review was conducted

in an electricity context, gas and electricity Imesises are close comparators. Further,
the sample set of data used to derive the equityibgoredominantly made up of gas
businesses. The sample in the WACC review provadeslue for gas equity beta of
between 0.4 and 0.7. Therefore, an equity beta8opvides the service provider

with an opportunity to recover at least its effitieosts incurred in providing

reference services and meeting regulatory requinesfi®

The AER stated in the WACC review that gas busieesgsay have higher business
risk than electricity’* However, the AER did not intend to imply that nesis

specific risk should be compensated for in the tydaeta. The AER considers that the
difference in systematic risk exposure betweenagaiselectricity businesses is likely
to be insignificant.

Further, the CEG report submitted with Envestraigppsal contains individual equity
beta estimates for all firms in its sampté&he AER considers the beta estimate
provided in the CEG report demonstrate a beta astimange of 0.4 to 0.7 is still
appropriate for this draft decision. Table 5.3 ogjuces the most up to date beta
estimates from the CEG report. As is evident inet&3, the most recent beta
estimate from Australian comparable firms (with éxeeption of Hastirff) is within
the bound of 0.1 and 0.6.

Table 5.3: Competition Economist Group beta analysi

Company Competition WACC review
Economist Group
equity beta at 60%

gearing
Envestra 0.51 0.10-0.42
Hastings 1.64 0.49-1.01
Australian Pipeline 0.54 0.60-0.92
DUET 0.34 0.19-0.41
Spark Infrastructure 0.53 0.79-1.11
SP AusNet 0.14 n/a

Source: Competition Economist Grougstimating the cost of capital under the NGR A
report for EnvestraSeptember 2010, p. 49 and Olan T. He&stimating beta,
23 April 2009, pp. 10-18.

9 AER, WACC review final decisioil May 2009, pp. xv—xviii, 239292, 343-361.

80 NGL, s. 24(2).

8 AER, WACC review final decisiori May 2009, pp.170-108, 257-258.

8 Competition Economics Grougstimating the cost of capital under the NGR, Aorefor
EnvestraSeptember 2010, p. 49.

Given the takeover bid, refinancing pressuresratp falls in the share price of HDF in 2009, the
AER considers caution should be used when inténgrétte Hasting beta estimate.
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Envestra previously received a beta estimate ofd18for its Adelaide gas network
under ESCOSA’s determination. However, substangal empirical analysis has
been undertaken since ESCOSA's final decision, wprovides a more up to date
estimation of the equity beta for prevailing marg&enditions as required by the
NGR2* The NGR requires the AER to determine a rate oirnethat reflects
prevailing market conditions. Based on this infotiorg an equity beta of between
0.4 and 0.7 ensures that the service providerieasgportunity to recover at least its
efficient costs incurred in providing referencevémas and meeting regulatory
requirement8® The AER considers that a reduction in Envestrats firom the
estimate determined by ESCOSA to within a range.4to 0.7 would be significant
and potentially undermine investment certaintyréggulated energy businesses. The
AER is also mindful it has recently considered tah&lue of 0.8 to be appropriate, if
not overstated, for other gas businesses. On tie bfathe information presented
here, the AER concludes that a beta value of Ca®psopriate. The AER considers
that a value of 1.1 does not provide the best eséiraf the equity beta given
prevailing market condition and requires Envestra to amend its access arramjem
information as outlined in amendment 5.1.

5.5.4 Market risk premium

The MRP is the expected return over the risk-fege that investors require in order
to invest in a well diversified portfolio of riski@ssets. The MRP represents the risk
premium investors who invest in such a portfolia eapect to earn for bearing only
non-diversifiable (systematic) risk. The MRP is ¢oon to all assets in the economy
and is not specific to an individual asset or beissm

As noted above the AER has determined that the CARMIId be used to estimate
Envestra’s cost of equityithin the CAPM framework, the MRP is scaled up or
down by the equity beta (of a particular assetusiress) to reflect the risk
premium—over and above the risk-free rate—equitgérs would require to hold
that particular risky asset or business as patiefnvestor’s diversified portfolio.
The MRP is an expected or forward looking parametdrin the CAPM. It is the
expected return on the market portfolio minus tbk free rate. Envestra proposed the
use of the yield on 10 year Commonwealth GovernrBegurities (CGS) as the
proxy for the risk free rat&. The AER has accepted the use of the yield on &6 ye
CGS?® To maintain consistency within the CAPM, the MRBstnbe estimated for a
10 year investment horizd.

8 For particular details, see AERIACC review final decisiori. May 2009 and NGR, r. 87(1).

8 NGL, s. 24(2).

8 NGR, r. 74 (2)(b) and r. 87 (1).

8 EnvestraSA access arrangement informati@ctober 2010, p. 139.

8  See section 5.5.7. The AER considered the teriieofisk free rate in detail as part of the WACC
review. The AER estimated the weighted averageffeterm to maturity for the debt portfolio
of a benchmark efficient energy network business w87 years. This was after hedging was
taken into account. On this basis the AER consitiite previous regulatory practice of using the
yield on 10 year CGS as the proxy for the risk fizde was appropriate. See ABRACC review
final decision 1 May 2010, pp. 172-173.

The Australian Competition Tribunal also noted tmportance of consistency between the term of
the risk free rate and the MRP. See Australian Caitipn Tribunal, Application by GasNet
Australia (Operations) Pty Ltd [2003] ACompT 6.
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The MRP is not observable because it is a forwao#lihg measure. There is a range
of evidence that can inform the best estimate @ftinward looking 10 year MRP. In
previous regulatory decisions the AER has usediiist estimates, survey based
estimates, and qualitative data on expected madgetitions to inform the best
estimate. Historical data on realised excess maeketns may provide a starting
point. Surveys provide information on the expeotatiand practice of market
practitioners. Short term estimates of volatiligngrovide some information on the
expected MRP, but are highly variable. In additiohis, short term estimates are
unlikely to reflect a 10 year horizon.

The evidence used to estimate the MRP is impreridesubject to varied
interpretation, a point that is well recognisecaademic literatur® and in reports

put forward by regulated entiti€5As a result, the AER and previous regulators have
had regard to a range of indicators, informed bymsterstanding of the strengths and
weaknesses of each method. The available evidenogrecise and potentially
conflicting, which means a degree of judgment ¢uineed to determine the MRP that
is the best estimate in the circumstances and corsunate with prevailing conditions
in the market for fund¥’

For the purposes of determining the best estimfateedVIRP for Envestra, the AER
has considered the national gas objective seinaihiel National Gas Law (NGL),
which is to promote efficient investment in, anticéént operation and use of, natural
gas services for the long term interests of conssimienatural gas with respect to
price, quality, safety, reliability and securitysafpply of natural gas. The AER has
also had regard to the revenue and pricing priasipt the NGL, which state a service
provider should be provided with a reasonable dpindty to recover at least the
efficient costs the service provider incurs in pdavg reference services.

The value of the MRP is a highly contentious isso®ngst academics and market
practitioners and there is no definitive answewtrat the value of the unobservable
MRP should be. The AER has used its judgment tareal academic evidence and
evidence from a range of other sources to achievaigcome which balances the
objectives set out in the NGL.

5.5.4.1 Previous regulatory practice

In regulatory decisions prior to the AER’s WACC iew final decision in 2008* the
ACCC, the AER and state regulators maintained &eet as the best long term
estimate of the MRP in the Australian market. laraiing those earlier decisions for
the purposes of the WACC review (in particular, sidering the MRP previously
adopted by various regulators), the AER noted tkeequent set in 1998 by the ACCC
and the Victorian Office of the Regulator Gene@RG).

% See for example Mehra R. and Prescott E.C., Thi¢tyeremium, A puzzle, Journal of Monetary

Economics, 15, 1985, pp. 145-161; Damodoran A.jtizdRisk Premiums (ERP), Determinants,
Estimation and Implications, September 2008, pdran J.S., Ronn E.I. and Goldberg R.S., A
simple model for time-varying expected returnstos $&P 500 Index, August 2005, pp. 2-3.
See for example Officer and Bishop, Market risgkrpium, a review paper, August 2008, pp. 3—4;
SFG, The relationship between theta and MRP, RépoEnvestra, 27 September 2010, p. 5.

9 NGR, r. 87(1).

% NGL, s. 24(2)(a).

% AER,WACC review final decisiorl May 2009.
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The ACCC'’s decision in 1998 was to reject the MRRig of 6.5 per cent proposed
by Transmission Pipelines Australia (TPA) for itssgaccess arrangements and
instead use a value of 6 per cent, taking into aetcthe following evidence and
considerations:

= TPA's consultant, CSFB, proposed 6.5 per cent gilierconventionally accepted
value was 6—7 per cent under the classical taxesyst

= the relatively stable inflationary environment paigwig at the time suggested that
the MRP was less than that observed over recernd yea

= dividend growth model estimates produced by ProfeBavis suggested a MRP
within the range of 4.5—7 per cent

= the probable range for the MRP is 4.5-7.5 per aadt6 per cent is the mid-point
within that rang€e?

In making its 1998 decision for the Victorian gastiabution businesses, the ORG
determined that a value of 6.5 per cent as propbgelde businesses was towards the
upper end of the feasible range, however considbig@d per cent was a more
reasonable estimate taking into account the folgwi

= research undertaken by Professor Officer suggéissedhe mean of historical
excess returns was in the range of 6.5 per cehpter cent over the period 1947
to 1991, depending on the specific period over tvieixcess returns were
measured

= adirect quote from Officer that he had consistenied an MRP of 6 per cent in
his own work, simply on the basis that he belieGguer cent was consistent with
historical evidence

= dividend growth model estimates produced by Dawsvever the ORG cautioned
against placing too much weight on these giverstsitivity to assumptions
employedj®

= comments by Davis that historical excess returf@utzded over a 30 year period,
once adjusted for imputation credits, were in trdeoof 5.5 to 6 per cent

= comments by Associate Professor Stephen Grayhbagdanerally accepted MRP
in the Australian market was in the range of 6 {7 cent’

% ACCC,Final decision, Access arrangement for Transmis$ligelines Australia and Victorian

Energy Networks Corporatigi©ctober 1998, p. 53.

% ORG, Access arrangements — Multinet Energy Pdyalnid Multinet (Assets) Pty Ltd — Westar
(Gas) Pty Ltd and Westar (Assets) Pty Ltd — StréBes) Pty Ltd and Stratus Networks (Assets)
Pty Ltd , Draft decision, May 1998, pp. 211, 212

% ORG, Access arrangements — Multinet Energy Pdyalid Multinet (Assets) Pty Ltd — Westar
(Gas) Pty Ltd and Westar (Assets) Pty Ltd — Stré@es) Pty Ltd and Stratus Networks (Assets)
Pty Ltd , Final decision, October 1998, p. 199.
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Further studies were commissioned after the ACGLCQIRG’s gas network decisions
which factored into regulators’ considerationshed MRP. For example, in 2005,
Associate Professor Neville Hathaway produced artegpcommending an MRP of
4.5 per cent. Associate Professor Hathaway’s estimas based on a 6 per cent
geometric average of historical excess returnd 835—-2005 that was adjusted by
145 basis points to take account of the increasigeiprice to earnings ratio after
1960 In 2005, Jim Hancock of the South Australian Cefor Economic Studies
estimated the historical equity risk premium todb&-5.0 per cent Hancock’s
estimate was based on an arithmetic average o6 % per cent for the period 1974—
2003 adjusted downwards by 1 per cent to take adarudeclining discount rates
and the large unanticipated initial market respdodée introduction of dividend
imputation between July and September 1980ther studies suggesting a MRP
greater than 6 per cent should be adopted havéatsoconsidered?

Rather than simply adopting the latest estimatesqted at the time, regulators
carefully considered the various arguments andaitoins surrounding the forms of
evidence presented to them and used judgment vainerinfy a view of the most
appropriate forward looking MRP. Decisions by the@C and state regulators
regarding point estimates of the MRP consistertilyse a value of 6 per cent.

In the WACC review final decision, the AER consiglgthe best estimate for the
forward looking 10 year MRP prior to the onsetlod GFC was 6 per cent. This
estimate was based on a range of information imafulistorical estimates, survey
estimates, cash-flow based measures and pastt@yysaactice. However, the AER
acknowledged the uncertainty in the market atithe bf the WACC review final
decision. The AER considered one of two scenamoddchave explained market
conditions at that time:

®  The prevailing medium term MRP was above the lemntMRP, but would
return to the long term MRP over time; or

®= There had been a structural break in the MRP amfbtiwvard looking long term
MRP (and consequently also the prevailing) MRFoeva the long term MRP
that previously prevailed.

Due to the uncertainty about the effects of the @GRQuture market conditions the
AER departed from the previously adopted forwakiog MRP estimate of
6 per cent and increased it to 6.5 per ¢&nt.

Market conditions since the time of the WACC revieawe significantly improved
and now reflect a lessening of concerns about dbenpial ongoing impact of the

98
99
100
101

Hathaway Australian market risk premiyndanuary 2005, p. 28.

Hancock.The market risk premium for Australian regulatoscisions April 2005, p. 13.
Hancock.The market risk premium for Australian regulatoscisions April 2005, pp. 11-13.

See for example the studies referred to in ESEI&Gtricity Distribution Price Review 2006-10
October 2005 Price Determination as amended in et@ace with a decision of the Appeal Panel
dated 17 February 2006 Final Decision Volume 1 &tagnt of Purpose and ReasoRsbruary
2006, pp. 359-361 and ESCV, Review of Gas Accesmnements Final Decision, October 2002,
p. 324.

102 AER, WACC review final decisign May 2009, p. 238
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GFC and a much more robust long term economic imaddial markets outlook for
Australia. This suggests a change in circumstafioesthose that justified the AER’s
departure from the long run MRP value of 6 per centhat the uncertainty regarding
the impact of the GFC is no longer a charactergadtigrevailing market conditions. In
this context the AER has re-examined the variouni$oof evidence considered at the
time of the WACC review to inform its current vie/the forward looking 10 year
MRP. The AER’s analysis is set out below.

5.5.4.2 Historical estimates of the MRP

Historical excess returns represent the additicetain that investors could have
earned in the past by investing in a diversifiedfpbto of shares. Although not
forward looking, historical excess return estimdtage been reviewed under the
assumption that investors’ expectations of the &dtooking MRP are informed by
past experience.

Associate Professor John Handley has provided atsof historical excess returns
for three time periods up to 2010, which are oetlin table 5.4. These estimates are
arithmetic means and with data available to thead®010 provide a range of 6.1—
6.6 per cent.

Table 5.4: Historical excess return estimates (assung an imputation credit utilisation
rate of 0.65)

Historical excess returns 95% confidence interval
1883-2010 6.3% 3.4% - 9.2%
1937-2010 6.1% 1.5% — 10.7%
1958-2010 6.6% 0.4% — 12.9%

Source: HandleyAn estimate of the historical equity risk premiwnthe period 1883
to 201Q January 2011, p. 8.

Estimates of average historical excess returna@empanied by very wide
confidence intervals and can also fluctuate comalalg with the addition of new
observations for each year. This is illustratedable 5.5.
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Table 5.5: Historical excess return estimates (assing an imputation credit utilisation

rate of 0.65)

2005 2007 2008 2009 2010
6.6% 6.1% 6.4% 6.3%
1883 6.4%
(1.4%) (1.5%) (1.5%) (1.5%)
6.4% 5.7% 6.1% 6.1%
1937- 6.1%
(2.3%) (2.3%) (2.3%) (2.3%)
7.2% 6.2% 6.7% 6.6%
1958 6.8%
(3.1%) (3.2%) (3.2%) (3.1%)

Source: AER, WACC review final decision, May 20@9215; Handley, Memorandum:
Supplement to historical equity risk premium, 27A/Bimber 2008; Handley, An
estimate of the historical equity risk premium floe period 1883 to 2010,
January 2011, p. 8; Brailsford, Handley and MaheawaRe-examination of
the historical equity risk premium in Australia, @&anting and finance, vol. 48,
pp. 90-93; AER analysis.

Note:  The standard errors of the estimates areagwtt in the parentheses. Figures
for 2005 are from Brailsford et al. (2008) and hheen adjusted to reflect an
assumed imputation credit utilisation rate of 0 B&timates have not previously
been calculated for 2006, and the AER has notspéctively calculated figures
for 2006.

The reason for the sensitivity in these resulthasvariability in market returns in any
given year. This is illustrated in figure 5.1, wiigraphs realised historical market
returns minus the proxy for the risk free rate.

Figure 5.1: Historical realised excess market returs 1883-2008

Historical Realised Market Risk Premium
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Source: Officer and Bishop, Market risk premiuntttier comments, January 2009,
p. 4.

The historical estimates summarised in table 5.dlavsuggest a forward looking
MRP of 6.1 to 6.6 per cent for the period endin@@®0rhese estimates are not
inconsistent with the estimates prior to the GFGngistent with past regulatory
practice the AER does not consider historical estta® of excess market returns
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should be applied mechanistically to give a postingate of the MRP or a restrictive
range for point estimates of the MRP since:

= the estimates are subject to wide confidence iaterand as a result there is low
statistical precision in the estimat®s

® jt could result in potentially significant changesthe MRP on the basis of what
may be statistical noise, leading to investmeneuamty

= while this information would be taken into accobstinvestors, their expectations
of the long run forward looking MRP are unlikelydbange annually in response
to the latest historical estimates of the typeuwaled by Handley.

The historical excess return estimates outlined@laoe arithmetic means. Arithmetic
means are more appropriate when the excess reteach year is an independent
observation in a statistical sense. In contrasingric means are more appropriate
when yearly returns are related to each other tower (for example, if the return is
compounded and accumulates over a certain holdirigg). As long as returns vary
over time, a geometric mean will be less than &hraetic mean. The greater the
volatility in returns, the greater the differencgeen arithmetic and geometric
means.

In the WACC review, the AER noted that Blume, adl @& Dimson, Marsh and
Staunton have proposed methods that could be aseddulate an expected MRP
using a weighted average of arithmetic and geometeians™ If historical excess
returns are estimated as geometric means, Assétiatessor Handley’s latest
estimates of the MRP range from 4.1-4.9 per ceatilel5.6 illustrates the difference
between the historical excess returns estimatgg@setric means or arithmetic
means. The significant difference between thesesstionates further demonstrates
the variability of excess returns over time.

Table 5.6: Historical excess returns estimated usingeometric means and arithmetic
means (assuming an imputation credit utilisation rée of 0.65)

Historical excess returns Historical excess returns
(geometric means) (arithmetic means)
1883-2010 4.9% 6.3%
1937-2010 4.1% 6.1%
1958-2010 4.1% 6.6%

Source: HandleyAn estimate of the historical equity risk premiwnthe period 1883
to 201Q January 2011, p. 8.

193 The AER notes that expectations about marketanisKikely to differ at any point in time based on
different economic and financial market circumsemdiowever, this in itself makes estimates of
the actual MRP through time very difficult to estite with accuracy.

104 AER, Final decision, Review of weighted average cosegpital parametersl May 2010,
pp. 198-199.
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There is already a low degree of precision in his&b estimates of excess returns and
using a weighted average of geometric and arittmmeéians adds a further degree of
complexity that may not add any greater degregafipion. Therefore, rather than
using a complex weighted average approach, the édRiders that arithmetic
averages should be interpreted with the understgrtiat they may overstate the
expected forward looking 10 year MRP.

5.5.4.3 Historical estimates and the assumed value of impation credits

Officer and Bishop use a 7 per cent long term MRiRr&te in their ‘glide path’
analysis (which is examined further below). Offieed Bishop’s 7 per cent long term
MRP estimate is based on historical excess retlatsup to 2008° Officer and
Bishop have previously stated the main reasondopting an MRP of 7 per cent
over an MRP of 6 per cent was due to the valuenplitation credits, which they
stated had not been considered by Australian regysli the past®’ This issue was
considered in detail during the WACC review, whigre AER noted:

= previous regulators had taken into account theevafumputation credits in the
process of determining 6 per cent as the best aginf the MRE®

= within the Officer WACC framework, it is conceptlyavalid to take into account
the value of distributed imputation credits whetineating historical excess
returns by grossing up excess returns after 198théassumed utilisation rate
(theta) of imputation creditS?

The AER explicitly incorporated the value of impuda credits in its estimates of
historical excess returns, which at the time ofdkplanatory statement for the
WACC review produced a range of 5.9—6.5 per ¢&hat the time of the WACC
review final decision, the range for historicaliesttes was 5.7—6.2 per céntBoth
of these ranges were ‘grossed-up’ using a utibsatate for imputation credits of
0.65. Neither of these ranges supports a MRP estiof&y per cent'?

SFG stated that adopting an assumed utilisatienfoamputation credits of 0.23 as
opposed to a utilisation rate of 0.65 should ndtice the AER’s estimate of the
MRP. SFG stated that there is such imprecisioherestimate of the MRP that such
an adjustment would be well within the bounds oberTo support this SFG stated

105
106

The difference between geometric and arithmetams is discussed further in appendix C.
Officer and BishopMarket Risk Premium, Estimate for January 201®eJ2014, Prepared for
WestNet Energypecember 2009, pp. 9-10

Officer and BishopMarket risk premium, a review pape&xugust 2008, p. 1.

108 AER, WACC review final decisiorl May 2009, pp. 182-184.

109 AER, WACC review final decisiorl May 2009, p. 209.

10 AER, Explanatory stateme/ACC reviewAugust 2008, p. 170.

11 AER, WACC review final decisiorl May 2009, p. 209.

12 Officer and Bishop also use arithmetic meansthatefore may also overstate the expected
forward looking 10 year MRP. Officer and Bishop&imate uses the same data as Associate
Professor Handley for the period 1883-1958. CorsettyOfficer and Bishop’s 7 per cent long
term estimate of the MRP also suffers from the deaes outlined above.
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that changing the sample periods considered bjEf® would have a more
significant effect on the estimat®s.

The AER has considered historical excess returpbogtky ‘grossed-up’ for a
utilisation rate of 0.65, consistent with the gtifion rate estimate adopted by the
AER for estimating gamma. The excess return eséisnaave first been estimated by
Associate Professor Handley and then adjustedifasaumed value of imputation
credits. Therefore, the historical excess retutimages considered by the AER
should be ‘grossed-up’ for the utilisation rate ifmputation credits used by the AER
for estimating gamma&.* The latest historical excess return estimatess'sgd-up’ for
a utilisation rate for imputation credits of 0.2pide a range of 5.8—6.3 per céft.
While the AER has maintained that 0.65 is an apjeigvalue for the utilisation
rate, it highlights that changes in this value rafgct the interpretation of historical
excess returns when setting the MRP.

5.5.4.4 Implied volatility and Officer and Bishop’s glide path approach

Officer and Bishop submitted that an MRP of 8 partds appropriate over a five
year period to 2016 based on a ‘glide path’ apgroac

= Officer and Bishop estimated the volatility impli)dm the Black-Scholes
option-pricing formula for 12-month ASX200 indexlaaptions to be
11.9 per cent. This estimate assumed a markepeisknit of option implied
volatility of 0.5. It is a 1-year estimate of theR.

= Officer and Bishop then estimated the geometricayee MRP over five years
assuming the MRP would revert from 11.9 per cer20hl to a long run estimate
of 7 per cent within a five year period®

The AER does not consider Officer and Bishop’safsenplied volatility and their
‘glide path’ approach is a reliable method of estiimy a forward looking 10 year
MRP. The AER’s concerns are outlined in appendix C.

5.5.4.5 Dividend growth model based estimates

CEG submitted that its best estimate of the MR®psr cent based on its dividend
growth model (DGM) analysis. The AER has previousdyed that DGM based
estimates of the MRP are highly sensitive to assiom@''’ CEG'’s analysis makes a
number of assumptions, including:

13 SFG,The relationship between theta and the MRP, Reponvestra 27 September 2007, p. 5.
As noted above, the selection of time periods veeet primarily on the data.

In this regard, the AER notes the utilisatiorerfr imputation credits estimated by the AER is
under consideration by the Australian Competitioifbdnal. The Tribunal’s decision in relation to
the AER’s estimate of the utilisation rate will @t the AER’s best estimate of the utilisation rate
in the future.

Handley,An estimate of the historical equity risk premiumthe period 1883-2010

January 2011, p. 6.

Officer and BishopComments on the AER draft distribution determimafar Victorian

electricity distribution network service providedaly 2010, p. 19.

AER, Draft decisionSouth Australian electricity distribution determtiman, November 2009,

p. 315; AER, Final decisiofReview of weighted average cost of capital pararaghéay 2009,
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= An imputation credit payout ratio of 100 per centl @n imputation credit
utilisation rate of 0.65, which is used to ‘grogs-estimates of cash dividends

= Dividend growth of 9.8 per cent from 2010 to 204l $ong run dividend growth
of 2.8 or 3.9 per cent.

The AER has accepted Envestra’s proposed imputetexdit payout ratio estimate of
approximately 70 per cent as the best estimatesiircumstances® CEG’s DGM
analysis is inconsistent with this imputation ctguiyout ratio estimate. A payout
ratio of 70 per cent would reduce the value ofabwids used in CEG’s DGM
analysis.

DGM assumes that dividends grow into perpetuityid®nd growth cannot be
greater than economic growth because dividends gsenpart of the economy. If the
growth rate for dividends exceeded economic groattlspme point dividends would
become larger than the economy, which is logidatiyossible. In addition to this, for
consistency within the CAPM, the MRP needs to ltieneded as a forward looking
10 year MRP. Therefore it may be appropriate tdyagpong run dividend growth
estimate, rather than a short term estimate thatt®to a long term dividend growth
estimate. This is particularly relevant as volstilevels have reduced significantly
following the onset of the GFE?

The sensitivity of DGM based estimates to the aggioms made is illustrated by the
variability of estimates from different sourcesr Eaample, CEG’s MRP estimates
from DGM analysis were 8.9 per cent in June/July&8and 14.2 per cent in
November 2008% This differed from Bloomberg’s DGM based estimaiéthe
MRP,lzvi/hich declined from 8.6 per cent in July 2@08.0 per cent in January
2009.

Bloomberg's DGM based estimates of the MRP are tgpldeegularly and the
assumptions are also updated regularly. Bloomb&GM based estimates of the
MRP in 2004 and 2006 were 4.5 and 4.9 per cenentisely*> More recently,
DGM based estimates of the MRP from Bloomberg Hantuated from

12.1 per cent in February 2009 to 5.2 per centandinber 2009. In January 2011,
Bloomberg'’s estimate was 9.6 per cent. The vaitglmf DGM estimates from
Bloomberg based is illustrated in figure 5.2, whighphs the assumed dividend
growth rate and the MRP estimate. It appears tta@drBberg uses current dividend
growth forecasts and assumes they will grow intp@ity. This may be appropriate
for short term estimates. However, for a 10 yearPMdstimate, the growth of
dividends should not exceed economic growth fotscafierefore, Bloomberg’s
estimates illustrate the sensitivity of DGM basstineates of the MRP to the
assumptions made, but they are not reflectivefofward looking 10 year MRP.

p. 218; AER, Explanatory statemeRgview of weighted average cost of capital pararsete
December 2008, pp. 171-173.

See chapter 6.

This is noted in appendix C.

AER, Final decisionReview of weighted average cost of capital paramaghéay 2009, p. 219.
AER, Final decisionReview of weighted average cost of capital parareghéay 2009, p. 219—
220.

Officer and BishoplMarket risk premium, a review pape&ugust 2008, p. 15.
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Figure 5.2: Sensitivity of Bloomberg DGM based estiates to growth assumptions
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Source: Bloomberg and AER analysis.

The AER considers that DGM based estimates of tR& Man provide some
information on the expected MRP. However due tovdr@ability in the estimates
over time, and due to the sensitivity of resultsfmut assumptions, they should be
limited to providing a general point of referenoe &ssessing the reasonableness of
estimates derived from other sources. CEG’s 8 petr @and Bloomberg's 9.6 per cent
estimate (as at January 2011) provide some canfii@vidence with respect to the
MRP implied from historical excess returns discdssgove and from survey
evidence presented in the next section.

5.5.4.6 Survey evidence

Surveys of market practitioners and academicsatetiee forward looking MRP
applied in practice. Survey results are subjectieeause market practitioners may
look at a range of different time horizons and theylikely to have differing views
on market risk. However, survey based estimatéseoMRP are both forward
looking and reflect actual market practice. Fumhere, the fact that different surveys
and methodological designs tend to invoke the sas@onses indicates that there is
no reason to suspect bias in this type of evideficerefore, the AER is of the view
that survey based estimates should be considered agtimating the MRP for the
purposes of this access arrangement review.

In the WACC review final decision, the AER notedttsurvey based estimates of the
MRP prior to the onset of the GFC supported a fotvi@oking estimate of
6 per cent:

®= Truong, Partington and Peat (2008) found that tiRPMidopted by Australian
firms in capital budgeting ranged from 3-8 per ceuith an average of
5.94 per cent. The most commonly adopted MRP waer @ent.
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= Capital Research (2006) found that the average BidRipted across a number of
broker dailies was 5.09 per cent.

= KPMG (2005) found that the MRP adopted in indepahé&pert valuation
reports ranged from 6-8 per cent. KPMG'’s reporinsdtbthat 76 per cent of
survey respondents adopted an MRP of 6 per tént.

During the WACC review the AER had regard to theseveys in concluding that the
best estimate of the MRP prior to the onset oiGRE was 6 per cent. However, the
surveys were conducted before the onset of the @fREh was expected to affect
market practitioners’ views of the future.

The most recent survey based estimates of the M&® Fernandez and Del Campo
in May 2009 and May 2010 suggest that market vieftbe MRP did not
significantly differ from those expressed priotthe onset of the GFC:

= Fernandez and Del Campo (2009) found that the M&&id by Australian
academics in 2008 ranged from 2—7.5 per cent witav@rage of 5.9 per celt.

®  Fernandez and Del Campo (2010) found that the M&&@d by Australian analysts
in 2010 ranged from 4.1—6 per cent with an averdde4 per cent®

Independent valuation reports that were complet#adviing the GFC have also
adopted a MRP of 6 per cefif.For example, Grant Samuel noted in 2009 it has
consistently adopted an MRP of 6 per cent andithatw of general uncertainty,

this continues to be a reasonable estirfdt€he AER considers this provides some
indication that expectations of the forward lookitgyyear MRP have not been
affected by the GFC, and that a structural breaketype considered at the time of
the WACC review has not occurré&d.Moreover, this evidence supports the view that
6 per cent is the best estimate of the forwardilupkMRP in the current
circumstances.

123 AER, Final decision, Review of weighted averagstof capital parameters, 1 May 2010,

pp. 221-225.
124 Fernandez and Del Campdarket Risk Premium used by Professors in 2008urey with 1400
Answers, IESE Business School Working Pap#?-796, May 2009, p. 7.
125 Fernandez and Del Campdarket Risk Premium Used in 2010 by Analysts anth@mies: A
Survey with 2400 Answers, IESE Business ScMmyf 21 2010, p. 4.
Grant Samuel and Associatéfmancial services guide and independent expedfwort in relation
to the recapitalisation and restructure of Babcackl Brown Infrastructure9 October 2009,
Appendix 1, p. 7; DeloittéArrow Energy Limited Independent expert’s repord dimancial
services guide2 June 2010, p. 82. Grant Samuel and Associgiteancial services guide and
independent expert’s report in relation to the CooBhillips proposal15 September 2008,
Appendix 4, p. 6. Grant Samuel and Associdtgsancial services guide and independent expert’s
report in relation to the proposed acquisition bétAlinta assets from Singapore Power
International Pte Limited5 November 2007, Appendix 1, p. 6.
Grant Samuel and Associat&nancial services guide and independent expegjrt in relation
to the recapitalisation and restructure of Babcaeid Brown Infrastructure9 October 2009,
Appendix 1, p. 7.
AER, Final decisionReview of weighted average cost of capital patarsel May 2010,
pp. 237-238.
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5.5.4.7 Economic outlook and current market conditions

The AER’s view of prevailing market conditions Heeen informed by recent
comments from the International Monetary Fund (IMRg Organisation for
Economic Co-operation and Development (OECD) ardRbserve Bank of Australia
(RBA). These views indicate that the economic akiltor Australia has improved
considerably since the GFC.

In a May 2010 paper titled tHeotential Growth of Australia and New Zealand ie th
Aftermath of the Global Crisishe IMF noted:

For Australia, investment barely fell in 2009, anerage investment growth
is expected to be slightly stronger over the medieim ... growth in the
capital stock is expected to be almost twice thellef New Zealand?®®

The global downturn had a fairly small impact oe fkustralian economy, as
real investment barely contracted in 2009 and tremployment rate went up
by less than 2 percentage points. Not surprisinhgtralia’s potential

growth is estimated to have declined by jdgtercent to 3.1 percent in 2009.
In comparison, New Zealand’s decline in potentralgh was only slightly
smaller than that of Canada and the U.S. in 2609.

In its November 2010 economic outlook summary fas#alia, the OECD forecast
robust economic growth in Australia. The OECD state

The Australian economy, fuelled by the mining boshguld grow robustly
in 2011 and 2012 at a rate of between 3%z and 4%n&growth, driven by
terms of trade gains and dynamic investment, wiuce unemployment’

In its November 2010 statement on monetary potloy,RBA forecast robust
economic growth in the Australian economy. The Ri¢éted:

GDP is expected to expand by 3.5 per cent over 20#icthen by 3.75-

4 per cent over both 2011 and 2012. This forecastirrues to be driven by
the effects of the income boost flowing from theyeigh level of the terms
of trade and the expected substantial increasasméss investment,
particularly in the resource sectdf.

The OECD’s financial conditions index gives an gation of likely future GDP
growth. The OECD has noted that its financial cbods index for the United States,
Japan and the Euro area has stabilised since e ofthe GFC* This indicates a
positive global market outlook and is illustratedigure 5.3.

129 yan SunPotential Growth of Australia and New Zealand ie #iftermath of the Global Crisis,

IMF Working Paper, WP/10/2'May 2010, pp. 9-10.

Yan SunpPotential Growth of Australia and New Zealand ie #hftermath of the Global Crisis,
IMF Working Paper, WP/10/2'May 2010, p. 19.

OECD, Australia economic outlook 88—country sumynadlovember 2010,
http://www.oecd.org/document/15/0,3746,en_2649 348%268687_1 1 1 1,00.html, viewed
23 December 2010.

RBA, Statement on monetary poljdyovember 2010, p. 3.

OECD, Economic outlook no. 88: Press conference Rd@sNovember 2010, p. 17.
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Figure 5.3: OECD financial conditions index
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OECD, Economic outlook no. 88: Press conferencesPE8 November 2010, p. 17.

The robust economic outlook in Australia, as ndigdgtatements from the IMF, the
OECD and the RBA suggest that market conditiongapim have stabilised to the
extent that investors are no longer factoring thiestantial volatility experienced at
the height of the GFC into their expectations effilture. This is supported by survey
evidence and independent valuations presented abbeeefore the conditions that
underlined the AER’s reasons for increasing the M&E.5 per cent during the
WACC review appear to no longer be present.

5.5.4.8 Conclusion — market risk premium

The MRP is an unobservable forward looking estimaie AER considers that the
MRP value chosen should be informed by a rangeideace, noting the particular
advantages and limitations of each source of in&bion.

In the WACC review, the AER considered the bestese of the forward looking 10
year MRP was 6 per cent based on historical estgnatirvey based estimates and
past regulatory practice. However, given prevailingertainty about the potential
impact on investor expectations of the GFC, the A&Brcised its judgment to
increase the MRP to 6.5 per cent. The latest egelaow indicates the AER'’s
caution in raising the MRP to 6.5 per cent is nugkr warranted. The significant
uncertainty that characterised markets at the tireéAER made the WACC review
final decision has so substantially diminished that not reflected in prevailing
conditions in the market for funds, nor is it exjgecto form part of forward looking
expectations of returns over the next 10 years.

The latest long term historical estimates of excetgns produce a range of 6.1—
6.6 per cent (assuming an imputation credit utilisarate of 0.65). However,
consistent with previous regulatory practice, tieRAhas not mechanistically relied
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on these figures. This is because such measuresveastate the forward looking
MRP, are highly sensitive to additional years ofetvations and are also inherently
imprecise. The AER does not consider the latesbiicsl excess return estimates are
inconsistent with the long term MRP value of 6 pent previously estimated by the
AER and other regulators.

Survey based estimates of the MRP indicate thatiweard looking MRP expected

to prevail in the future has not changed as ate$uhe GFC. Survey based estimates
of the MRP both before and following the GFC suggasvalue of 6 per cent is
consistent with the views of market practition@sademics and independent
valuation reports.

Comments from the OECD, the IMF and the RBA indéaatobust outlook for the
Australian economy, which further suggests thaéster expectations of market
returns would now reflect those seen prior to theet of the GFC.

Estimates derived from DGM analysis currently ssjgeMRP of at least 8 per cent,
however this appears to be entirely dependent@tirtie at which the estimates are
prepared and assumptions used.

Overall the available evidence on the MRP is imigeand as a result the MRP is
subject to a wide margin of variation. The AER haed its judgment to interpret the
evidence currently before it and considers thelalks evidence both prior to, and
following, the GFC supports 6 per cent as the bstsinate of the forward looking 10
year MRP in the current market circumstances. TER Aonsiders that an MRP
within the range of 6.5 to 8 per cent proposed byestra is not the best estimate
possible in the circumstances (rule 74(2) of theR)l@&nd is not consistent with the
requirement that the rate of return is to be consueate with prevailing conditions in
the market for funds (rule 87(1) of the NGR).

The AER considers the MRP of 6 per cent meetsafairements under the NGR. It
is also consistent with the revenue and pricinggiple set out in section 24(2)(a) of
the NGL, which states that the service provideusdhbe provided with a reasonable
opportunity to recover at least the efficient co$tse AER also considers the MRP of
6 per cent best meets the national gas objectikiEhwis to promote efficient
investment in, and efficient operation and usenafural gas services for the long
term interests of consumers of natural gas witheetsto price, quality, safety,
reliability and security of supply of natural gas.

5.5.5 Debt risk premium

The DRP is the margin above the nominal risk-fege that a debt holder would
require in order for it to invest in a benchmarkogént firm. When combined with
the nominal risk-free rate, the DRP representse¢hen on debt and is an input for
calculating the WACC.

The cost of debt varies depending on the firm'adefisk. The risk of default is
generally taken into account by a firm's creditngaind reflects both the operational
and financial risks of the debt issuance. Typicalyower credit rating is associated
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with a higher yield to maturity demanded by invesid* The cost of debt will also
vary depending on the term of the debt. Higherdgelre often associated with longer
terms of debt, reflecting the increased risk obadprovider defaulting at some point
over the life of a longer term bond.

Prior to the onset of the GFC, when market cond#iwere relatively robust and
liquidity was high, the AER placed heavy reliancetie fair value estimates
produced by Bloomberg and CBASpectrum. Howeveridileg on the
appropriateness of these estimates with respeietb0 year BBB+ benchmark has
become increasingly difficult, and is the subjecs@veral applications for review to
the Australian Competition Tribunal. The decisignGBASpectrum to cease
publishing its estimates makes this task even miffieult, particularly as it reflects
on the reliability of Bloomberg’'s estimates givéey are based on the same type of
market information. To this end, the AER notes Blabomberg ceased publishing its
10 and 8 year BBB estimates in late 2007 and Aug089 respectively, and then
again in June 2010 stopped publishing 10 year A&&d estimates. For the BBB fair
values Bloomberg currently publishes, the AER hamroented previously that these
tend to reflect yield observations for bonds tradelbw a 7 year maturity. However
this assessment was in the absence of any altegri@nchmark developed
independently of the regulatory process. Furtheemalbserved yield data on which
this assessment was made did not display any sgteralationship with respect to
maturity or credit rating, rather yields were ramdp distributed around the
Bloomberg curveé?®

In this context, and as further detailed in appe@lithe AER has not placed sole
reliance on Bloomberg, and has instead averageeixti@polated 10 year BBB
Bloomberg fair values margin with the margin caétet! from the APT bontf® The
key considerations in reaching this decision are:

= there is some evidence to suggest that the behavidlne Bloomberg curve since
the onset of the GFC is somewhat counter intuiin@uding the extrapolated 10
year DRP derived from Bloomberg currently beingmall time high

= the characteristics of the APT bond closely mahdsé of the benchmark
corporate bond set by the AER, namely BBB ratedappfoximately 10 year
maturity. As this bond has a lower credit ratingrththe BBB+ benchmark, its use
would be expected to result in a DRP that overstiite benchmark cost of debt

= the APA Group is an owner of various regulated amekgulated energy network
assets. The nature of the underlying risk and ntauikevhich the APA Group
operates resemble those of the benchmark gasm@mrvice provider. To the
extent that credit ratings are an imperfect indicaf default risk, the APT bond

134 That is, investors would typically require a héglyield for a BBB bond, as distinct from the yield

required on an otherwise equivalent AAA rated bond.

See AERFinal decision Victorian electricity distributionetwork service providers Distribution
determination 2011-201%®ctober 2010, p. 502.

The margin on the APT bond reflects a simple avedoth Bloomberg and UBS yields over the
20-day averaging period ending 6 January 2011.
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Is suitable for deriving a DRP that reflects theksiinvolved in providing
reference services.

= arecently issued A- rated, 10 year bond by Stocktisplays yields that are
closer to the APT bond, and significantly below é&x¢rapolated Bloomberg 10
year estimates. This gives further support foring/yon the APT bond over
Bloomberg

= afurther 10 year BBB+ rated Dalrymple Bay Coalriiieral (DBCT) bond has
yields that are higher than Bloomberg’s BBB failues, however the AER has
discounted this observation for the purposes ofpataon given previous issues
with its owner and credit wrapper.

While the available evidence is limited, the AERsidlers that placing sole reliance
on Bloomberg estimates would result in a rate tfrrethat is excessive with respect
to the risks involved in providing reference seedcin particular, Bloomberg
estimates imply that prevailing conditions in defatrkets are more risky now than
during the GFC. This is counterintuitive, and otbeidence (such as that assessed in
section 5.4.4) indicates financial market condgitvave substantially improved since
this time.

In these circumstances the AER considers it prugteatiopt an approach which does
not place complete reliance on either BloombertherAPT bond. Accordingly the
AER has set the DRP as an average of the spredls ektrapolated Bloomberg 10
year, BBB fair value estimate and of the APT boraturing in 2020. Based on the
indicative averaging period for this draft decisitrese two information sources
produce margins over the risk free rate of 4.81ceat and 3.06 per cent, which the
AER has averaged to produce a DRP of 3.93 per'¢efihe AER considers this is
the best DRP estimate possible in the circumstaoicEavestra>® The AER has also
considered that the benchmark will provide Enveatcamfortable margin with
respect to its expected actual cost of debt owefdtthcoming access arrangement
period.

Placing equal reliance on Bloomberg and the APTdlmmtrasts from the most
recent decision of the AER (for the Victorian etaxty distribution businesses) that
determined the DRP based on a 75 per cent weigtdiagtimates from Bloomberg
and a 25 per cent weighting to estimates from tR& Aond. The increased reliance
on the APT bond in this decision is primarily tlesult of Bloomberg’'s more recent
estimates being unusually high, and recent issuahttee Stockland bond. The AER
also notes that the Victorian decision is curretity subject of a merits review before
the Australian Competition Tribunal. The AER wibirtcsider the outcome of the
merits review and the implications, if any, for DR®appropriate.

5.5.6 Inflation forecast

The expected inflation rate is not an explicit paeser within the WACC calculation.
However, it is used in the revenue model to forenaminal allowed revenues and to

137 As notedpreviously, the margin on the APT bond reflecssraple average of both Bloomberg and UBS
yields over the 20-day averaging period endingrfudey 2011.
138 Consistent with NGR, r. 74(2)(b).
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index the capital base. It is an implicit componefithe nominal risk-free rate, with
implications for the return on both equity and ddltte inflation forecast must be
consistent with the ten year investment horizothefrisk free rate.

Envestra’s method of calculating forecast inflatisto apply the RBA'’s short-term
inflation forecasts extending out for two years émelmid-point of the RBA'’s target
inflation band (that is, 2.5 per cent) for the rémay eight years>® The forecast is

the geometric average of the annual inflation fteof the ten years. This method is
accepted by the AER as reasonable and is consigiinits recent regulatory
determinations.

Envestra’s forecast of 2.57 per cent is slightffedent from the 2.52 per cent
calculated by the AER, as presented in table thé.AER considers this difference is
due to an inadvertent error by Envestra. For thhpgae of this draft decision, the
AER has adopted an inflation forecast of 2.52% @ven year period.

Table 5.7: AER inflation rate forecast

Jun- Jun- Jun- Jun- Jun- Jun- Jun- Jun- Jun- Jun- Geometric
12 13 14 15 16 17 18 19 20 21 average

AER
inflation 2.75% 2.50% 2.50% 2.50% 2.50% 2.50% 2.50% 2.50% 092.5 2.50% 2.52%
forecast

Source: RBA, Statement on monetary policy, Noven@fd 0, p. 62.

The AER considers that the estimate of expectddtiaoh should be updated to
incorporate the latest available data closer tdithe of the final decision. Inflation
forecasts can change in line with market sensdata and regulatory practice in
Australia has been to update these forecast valube time of making a decision.
The AER will update its estimate of inflation basedthe latest RBA forecasts as
close as is practical to the date of the final sleqi.

5.5.7 Averaging period and risk free rate

The risk-free rate measures the return an invegbotd expect from an asset with
zero volatility and zero default risk. The yield lmmg-term Commonwealth
Government Securities (CGS) is often used as aydmthe risk-free rate because
the r1i430k of government default on interest and depayments is considered to be
low.

In the CAPM framework, all information used for okamg the rate of return should
be as current as possible in order to achieve brased forward looking rate and a
rate of return that is commensurate with prevaitngditions in the market for funds.

1391t should be noted that the AER has previousdus market-based inflation forecast derived by
taking the difference between indexed and nomimah@onwealth Government Security (CGS)
yields. The AER notes the resumption of issuancereésury Indexed Bonds by the Australian
Office of Financial Management in October 2009. AR will closely monitor developments in
capital markets to determine the effect of this m&smance on the relative demand and supply for
indexed CGS.

140 AER, WACC review final decisiori. May 2009, pp. 128-174.
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While it may be theoretically correct to use thetlom day rate as it represents the
latest available information, this can expose #rgise provider and customers to
daily volatility. For this reason, an averaging heet is used to minimise volatility in
observed bond yield4!

For the purposes of its access arrangement proesatstra proposed to calculate
the risk free rate as the annualised yields oneld €GS over an indicative averaging
period of 20 business days ending 2 Jffnvestra did not propose a final averaging
period which is a necessary component for the detation of the rate of return as
required by r. 87 of the NGR.

When asked about the omission of final averagimgp@en its proposal, Envestra
responded that it intends to provide the final agerg period as part of its revised
proposal*®

The AER considers that under r. 74 of the NGR,ap@sed final averaging period
must be submitted as part of the access arranggrapsal to support the estimates
of WACC parameters (such as the risk free ratedstd risk premium), rather than
providing an intention to submit an averaging peiab a later date. Also as no final
averaging period was proposed, the AER does naid@enEnvestra has
demonstrated that its proposed approach to caécthiatrate of return satisfies the
requirements of r. 87 of the NGR.

The purpose of allowing the service provider to im@te the final averaging period is
so that it can execute appropriate financing aearents prior or during the
averaging period if it so chooses. This approagussfied under s. 24(2) of the NGL,
as it ensures that the service provider has oppitytto recover at least its efficient
costs. However, the AER considers that the finaraging period should not include
a date in the past. This is to prevent gaming efrfgulatory regime by deliberately
selecting an averaging period with a high risk fi@e that would not be consistent
with the requirement of r 87(1) of the NGR.

The AER requires that a final averaging periods$gtig the following design criteria
should be adopted for the access arrangement period

1. The final averaging period should be nominateddvaace of the
commencement of the access arrangement periochanttisnot include a date
in the past.

2.  The final averaging period should be between 104fnbusiness days in
length.

The AER will accept a final averaging period thaats the averaging period design
criteria and falls within the following boundaries:

= The final averaging period is nominated by Enveatrdne time of or no later than
the lodgement of its revised regulatory proposal

141 AER, WACC review final decisioi. May 2009, pp. 128-174.
142 EnvestraSA access arrangement informatidrOctober 2010, p. 131.
143 AER, Note for file, Telephone discussion with Envesrand 20 October 2010.
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= The final averaging period starts on a day thatftisr notification to the AER of
the proposed period

= The final averaging period ends on or before Frig@dyApril 2011
* The final averaging period is between 10 and 4(ness days in lengtH?

If Envestra does not nominate a final averagingopen its revised proposal, the
AER intends to assign a final averaging period thaéts these criteria. In this event,
the AER will notify Envestra in writing of the ped it will apply in its final decision.
For the purpose of calculating relevant WACC partansefor this draft decision, the
AER use an indicative averaging period of 20 bussraays ending 6 January 2011,
yielding a nominal risk free rate of 5.68 per cent.

5.5.8 Gearing ratio

The gearing ratio is defined as the ratio of tHeeaf debt to total capital (that is,
both debt and equity) and is used to weight thésaafsdebt and equity when
formulating the WACC.

Envestra considered the efficient level of geashguld be in the range of 40 per cent
to 80 per cent based on a report prepared by Sth8dBoor’s in 2001, a recent draft
decision released by New Zealand Commerce Commig¢kiaCC) and its own

credit rating analysis. Envestra proposed thabdrehmark efficient gearing ratio
should be of 55 per ceht’

The AER considers that Envestra’s proposed geaaitig of 55 per cent does not
reflect what would apply for the benchmark effidigas distribution business, and is
therefore not consistent with the objective of @L and the requirements of r. 87 of
the NGR. Instead, the AER has determined thatw@evafl 60 per cent is appropriate
with respect to these requirements.

Envestra established the lower bound of its rangar efficient gearing ratio based
on NZCC's draft reason paper for electricity distition services:° However, the
decision to apply 40 per cent gearing ratio for N@aland distribution businesses
was made under a different cost of capital fram&WvdrConsequently, the AER

144 Note that an averaging period of 40 business daysdd use the entire available time, i.e. start on

3 March 2011 and conclude on 29 April 2011, as Arday (25 April 2011) falls on Easter
Monday, and no additional public holiday is grantedasmania. Accordingly, 26 April 2010 is a
business day as per s. 10 of the NGL.

EnvestraSAaccess arrangement informatio@ctober 2010, p. 146.

New Zealand Commerce Commissitmput Methodologies (Electricity Distribution S@res)

Draft Reasons Papedune 2010.

New Zealand Commerce Commission, Input Methode®@Electricity Distribution Services)
Draft Reasons Paper, June 2010, pp. 236—237. itcshe noted that unlike the capital framework
adopted by the AER, under the simplified BrennallyLrmodel applied by the NZCC, the cost of
capital increases with gearing ratio (leverage).

145
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considers this information should have very litiaring on estimating the efficient
gearing ratio for Envestr4®

The proposed gearing ratio of 55 per cent liekabibttom end of the range (55 per
cent to 80 per cent) for BBB credit rated distribatutilities as reported in the
Standard & Poor’s repott? The AER considers this report is of limited releve to
this review given the analysis was prepared in 2Q0bMer rule 87 of the NGR, the
AER needs to determine the gearing ratio baseti@atssumption that the service
provider meets the benchmark level of efficiencytiespect to the gearing ratio,
this requires the AER to consider an appropriatellef compensation for costs of
debt and equity that arise under an efficient ehtiructure.

Consistent with the approach taken in the WACCeawyithe AER considers it
appropriate to select a group of comparator busege® inform the level of gearing
for the benchmark efficient gas network businé$3he 2001 Standard & Poor's
gearing ratio range was derived based on anal{3is atilities around the world,
each with exposure to country specific risks, argltated under different regim&s.
These factors form an integral part of Standardofr® analysis of the gearing ratio
range. Given that no information was provided anploportional representation of
Australian utilities in the sample, the AER consglthese utilities may not be close
comparators for the benchmark efficient gas netvboidiness in Australig? On this
basis, the AER considers that little weight shdaédplaced on this information when
estimating the efficient gearing ratio for Envestra

The AER considers that a gearing ratio of 60 pet i the benchmark efficient
electricity business is supported by the most reaeailable empirical evidence as
presented in table 58% In the WACC review, the AER included gas businssse
close comparators to the benchmark electricityriess. The AER considers that this
reasoning also holds in reverse—that is, elegyrimitsinesses are close comparators
for the benchmark efficient gas busin&¥d-urther, the majority of businesses in the
WACC review sample were involved in gas netwdrksThe AER considers that the
best estimate arrived at on a reasonable Basisthe gearing level for the benchmark
efficient gas business is 60 per cent. This is ist&ist with the requirement of r 87 of
the NGR that the rate of return on capital is t@bemensurate with prevailing
conditions in the market for funds.

148 It should be noted that New Zealand Commerce Cissian also have the view that in making its

decision, little weight should be placed on theropeplevels determined by overseas regulators,

instead it determines that the greatest informatigalue is New Zealand regulatory precedent.

Standard & Poor'dtilities: International Utility Ratings and RatipSeptember 2001.

150 AER, WACC review final decisiori. May 2009, pp. 121-124.

151 standard & Poor:dUtilities: International Utility Ratings and Rats September 2001

152 The AER considers that the close comparatoree@benchmark efficient network business should
be all businesses that operate in the Australiatk@hand have operations which predominantly
involve network businesses in the energy sect@, S8ER,Final decision: WACC review
1 May 2009, pp. 121-124.

133 AER, WACC review final decisigiMay 2009, pp. 124-125.

134 AER, WACC review final decisigiMay 2009, pp. 104-110.

135 For the Bloomberg gearing ratio analysis, fivé @fisix businesses were involved in gas networks;
for the Standard and Poor’s gearing analysis, auief eighteen businesses were involved in gas
networks. AERWACC review final decisiol May 2009, pp. 121-127.

1% NGR, r. 74(2).
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Table 5.8: Average gearing levels

Year Average gearing levels (per cent)
2002 65.1
2003 64.8
2004 61.7
2005 64.6
2006 63.0
2007 60.5
Average 2002-07 63.3

Source: AERWACC review: Final decisigrivay 2009, p. 124, table 5.3

5.6 Conclusion

The AER does not propose to approve the rate ofrren capital proposed by
Envestra as it does not comply with r. 87 of theRN&hd requires Envestra to make
the amendments set out below.

5.7 Required amendments

Before its access arrangement proposal can betadc&mvestra is required to make
the following amendment:

Amendment 5.1:make all amendments necessary in the access amang proposal
and access arrangement information to take acajuhe rate of return calculated in
accordance with the following table.

Table 5.9: WACC parameters for the access arrangemé period (units as stated)

Parameter

Nominal risk—free rate (%) 5.68
Inflation (%) 2.52
Real risk—free rate (%) 3.08
Equity beta 0.8
Market risk premium (%) 6.0
Debt risk premium (%) 3.93
Gearing (%) 60
Cost of debt (%) 9.61
Cost of equity (%) 10.48
Nominal vanilla WACC (%) 9.96
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6 Taxation

The AER has accepted the post-tax approach progmsé&shvestra for the access
arrangement as it is consistent with the AER’s Llaparoach. It has also accepted
the way that taxation is to be calculated (incluglthe use of a 30 per cent corporate
tax rate), the opening tax asset base as at 1204yl and the tax asset lives proposed
by Envestra. These matters were investigated bgEfe and found to have been
appropriately determined by Envestra.

No tax loss carried forward is expected as at iy All11. The AER reviewed
Envestra’s assessment of its tax loss carried failvead considered it unlikely that
there would be any tax loss to be carried ovehwdccess arrangement period.

Envestra’s estimate of the use of imputation csdoltinvestors (gamma) of 0.2 has
been rejected by the AER. Based on the currendlifadole evidence, the AER
considers the best estimate for the value of gatorba 0.45.

The AER has calculated a total $38.6 million irefrast tax for the access
arrangement period. This forecast reflects thegegdirevenue and cost figures
presented in the various chapters of this draftislen.

6.1 Introduction
This chapter provides the AER’s assessment of Era/eproposed approach to
establishing an allowance for taxation for the asa@rangement period.

6.2 Regulatory requirements

Rule 72(1)(h) of the NGR provides that the accesssigement information for an
access arrangement proposal must include the prdpusthod for dealing with
taxation, and a demonstration of how the allowdocéaxation is calculated.

Rule 76(c) of the NGR provides for the estimatest ©f corporate taxation as a
building block for total revenue insofar as thiggplicable.

6.3  Access arrangement proposal

Envestra has proposed transitioning from a pradaxpost-tax approach for the
access arrangement periobh the earlier access arrangement period ESCOSA
applied a pre-tax approach. Envestra proposedmndetieilg the forecast cost of tax
(FCT) for each year of the access arrangementgeriaccordance with the
following formula?

FCT = (RT}-STR) » (1-v)

where:

EnvestraSA access arrangement informatié@ctober 2010, p. 154.

2 EnvestraSA access arrangement informati@ctober 2010, p. 155.

100



RTI; is an estimate of the regulatory taxable incomedgulatory year t that
would be earned by a benchmark efficient distribatodetermined by the
AER post-tax revenue model;

STR is the expected statutory tax rate for regulaj@ar t; and is the
assumed utilisation of imputation credits.

The determination of RTI is based on the same spséd to determine the
regulatory revenue requirement. Specifically, RSTtalculated as the
regulatory revenue requirement less operating edpe® that is deductible
for tax purposes, tax depreciation and interesergp. The STR is set at 30
per cent while the value of imputation credit®( gamma) is set at 0.2.

Envestra established an opening tax asset base)( @& 1 July 2011 of

$276 million. The model Envestra used to deterrttiieeopening TAB was reviewed
by PWC? The value of the assets in the opening TAB waiveeifrom Envestra’s
tax asset registers. These registers have beeaweyiannually by PWC since
Envestra’s inception in 1997The registers include all assets in the network,
including non-regulatory assets, although Envestgects the value of non-
regulatory assets that might be included in the T&Be immaterial (and most likely
non-existenty. A break down of Envestra’s proposed TAB is setiouable 6.1.

Table 6.1: Envestra’s proposed tax asset base aslajuly 2011

Asset Category Tax value Tax Remaining  Tax Standard

($m, nominal) Lives (yrs) Lives (yrs)
Mains 158.6 25.1 20
Inlets 64.6 16.2 20
Meters 42.7 13.0 15
Telemetry 2.1 6.9 10
IT systems 0.1 0.02 4
Other distribution equipment 3.7 15.5 20
Other 4.1 6.1 10

Source: Envestr&A access arrangement informati@ctober 2010, p. 160.
(a) For discussion on why the remaining life fdsthsset exceeds the standard life,
please refer to section 6.5.2 below.

Envestra engaged PWC to provide an assessmentetiievithere was any tax loss
carried forward. PWC’s assessment suggested there was no taxaossidforward
and Envestra agreed with this assessrhent.

EnvestraSA access arrangement informati@ctober 2010, Attachment 10-1.
EnvestraSA access arrangement informati@ctober 2010, p. 156.

EnvestraSA access arrangement informati@ctober 2010, p. 156.

EnvestraSA access arrangement informati@ctober 2010, Attachment 10-1, p. 13.
EnvestraSA access arrangement informati@ctober 2010, pp. 160-161.
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Envestra submitted that the reasonable range fangais between zero and 0.5, and
proposed a point estimate of §.2s per the approach adopted in recent AER
determinations, Envestra’s approach to estimatargrga was to separately estimate
its subcomponents, specifically the payout ratie giroportion of imputation credits
generated that are distributed to shareholdersjlrenthte of imputation credit
utilisation (or theta). Envestra submitted thataberopriate range for the payout ratio
is 0.66 to 0.71, given the following:

= studies completed by Officer and Hathaway, Synsrdgteofessor Officer and
Peter Feros support this range

= the AER’s adoption of a 100 per cent payout ratia simplifying assumption and
does not reflect a best estimate as required bN@¥, and is also inconsistent
with the practice of market practition&rs

= the AER’s consultants have noted that assumingnextaand distributed credits
have equal value would likely overstate the valfigasnma°

With respect to the utilisation rate, Envestra pisga a range between zero and
0.74 In support of this, Envestra stated:

= all the issues identified by the AER with the SRGdy have been addressed by
SFG and Associate Professor Skeels who concludéhih&FG estimate of 0.23
is the best available dividend drop-off estimate

= the AER has not established that multicollineanig affected the SFG estimate,
but merely speculates that there is potentialtfarid there is no reason to assume
that multicollinearity is any less of an issuelie Beggs and Skeels stddly

= the AER should not rely on the Handley and Maheawaax statistics study as it
does not empirically estimate the redemption rateniputation credits for the
post-2000 period. Rather, it only assumes, thatedlemption rate for individuals
and funds over this period is 100 per cent ancetbes only reflects an upper
bound value of theta

= the Handley and Maheswaran study should not bedrelpon as it is based on
assumptions created by the authors, has potengiddadological issues and other
issues with the underlying data

= the AER’s approach of averaging the theta estimateduced by the Handley and
Maheswaran study, and again with that estimated free Beggs and Skeels

EnvestraSA access arrangement informati@ctober 2010, p. 138.
EnvestraSA access arrangement informati@ctober 2010, p. 155.
EnvestraSA access arrangement informati@ctober 2010, p. 156.
EnvestraSA access arrangement informati@cgtober 2010, p. 154, 158.
EnvestraSAaccess arrangement informatiddctober 2010, p. 158.
EnvestraSAaccess arrangement informatid@d¢tober 2010, p. 160.
Envestra, & access arrangement Informatidd¢tober 2010, p. 161.
Envestra, & access arrangement Informatiddgtober 2010, p. 162.
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dividcigld drop off study, does not result in a comave outcome and lacks
logic.

Envestra stated that the value of 0.65 for gammahwias been adopted by the AER
in its recent electricity and gas pricing decisidogs not provide sufficient revenue
and cash flow to support business operations dtehenmark BBB+ Standard &
Poor’s credit rating’

Table 6.2 sets out Envestra’s forecast tax alloedorcthe access arrangement
period. These forecasts reflect all the proposelsimpact on the revenues/expenses
that Envestra expects to earn/incur over the aaeasgement period.

Table 6.2 Envestra’s proposed tax allowance ($m, nonal)

2011-12 2012-13 2013-14 2014-15 2015-16

Tax 18.8 16.5 17.0 16.5 16.2

Source: Envestr&A access arrangement informati@ctober 2010, p. 175.

6.4  Submissions

The Energy Consumers Coalition of South Austrdi@CSA) considered that the
revenue approach under the NGL and NEL is baseslypan Australian conditions
for an Australian monopoly with rates of returnided from Australian parameters.
Accordingly, the ECCSA argued there is a primadaeiason to assume that the
notional Australian regulated energy network previg owned by Australians who
receive the full benefits of imputation credits. E®A acknowledged that such an
assumption is not based on actuality as, for exanaplarge shareholding of Envestra
is held by Chinese company CKI. Nonetheless ECQf#nstted that the expected
gamma should be 100 per cent and therefore the @dsBmption of 65 per cent is
extremely conservativ¥.

ECCSA submitted that if the gamma is 0.2, this tteesed the question why does the
Australian Government persist with providing suatoanplex approach for so little
benefit. The ECCSA submitted that the gamma vasggnificantly higher than 0.2
and closer to the AER estimdte.

6.5 AER’s consideration

The AER accepts Envestra’s proposed post-tax approa the access arrangement
period (r. 72(1)(h) of the NGR). This approach hasn adopted in all previous AER
gas and electricity distribution decisions. Therative pre-tax approach has not
been used by the AER to date.

16
17
18
19

EnvestraSA access arrangement Informati@ctober 2010, p. 162.
EnvestraSA access arrangement informati@ctober 2010, p. 166.
ECCSA, Envestra application, a responddovember 2010, pp. 72-73.
ECCSA, Envestra application, a respondgovember 2010, p. 73.
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In assessing the forecast tax allowance proposéthisgstra, the AER has reviewed
the proposed taxation calculation and the comparibat form part of that
calculation, including:

the opening tax asset base, used to determineefardation
the tax asset lives, used to determine the rati@xadepreciation

whether there is any tax loss carried forward ftbeearlier access
arrangement period that needs to be offset againse tax claims

4. the use of imputation credits (gamma).

These issues are considered in turn below. Besi@ésg considerations, any other
component that affects revenues/costs will affeetforecast tax allowance.
Accordingly, a change to any of the proposed regfust components in this draft
decision will require the forecast tax allowancd#orevised.

6.5.1 Opening tax asset base

There was no existing TAB for Envestra that cowdddiled forward from the earlier
access arrangement period to establish the op@#iBgas at 1 July 2011. ESCOSA
used a pre-tax approach for its building blockesssent. Accordingly, Envestra had
to develop a TAB for the first time.

The AER has reviewed the tax asset base model geldrbly Envestra and accepts
the opening TAB as proposed. The approach adopgt&shbestra to setting the
taxation asset base reflects the approach outhgdlde AER in its issue paper on
transitioning from pre-taxation to post-taxatioarfreworks”® No issues were
identified by PWC with the model. The AER has aist identified any issues with
the model. The values of the assets used in thelhaoel derived from tax asset
registers that have been reviewed annually by PN 4997

The AER accepts Envestra’s position that the vafuany non-regulatory assets that
might be included in the TAB is likely to be immagd. Any non-regulated assets that
are included in the TAB would increase tax deptemisand reduce Envestra’s
forecast tax allowance. In such circumstance, Braeetearly has an interest to
identify any significant non-regulated assets axadugle them from the TAB.

6.5.2 Asset lives

Tax depreciation reflects the asset lives of theoua tax assets. There are two types
of tax asset lives:

1. the standard tax asset lives to be appliedwoassets
2. the remaining tax asset lives of existing assets

The AER has reviewed the tax asset lives and fiadssue with the tax asset lives as
proposed by Envestra. The standard tax lives pegpbg Envestra are consistent

2 AER, Electricity Distribution Network Service Providerransition of energy businesses from

pre-tax to post-tax regulatigune 2007, p.12.

2L EnvestraSA access arrangement informati@ctober 2010, p. 156.
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with the requirements of tHacome Tax Assessment Act 1990m 1 July 2002, the
effective lives of gas distribution assets becauigext to a statutory cap of

20 years? Envestra’s proposed standard tax asset livesomsistent with these caps.
Therefore, the AER accepts the standard tax assstproposed by Envestra.

The AER also accepts the remaining tax asset pvggosed by Envestra. These lives
were appropriately rolled forward from 1 July 198730 June 2011 reflecting
Australian Taxation Office (ATO) changes in taxatirment during this period. Once
an asset begins to be depreciated at a standarfdiifax purposes, it generally
continues to be depreciated at that life untilyfalepreciated?® If there have been
changes in standard tax lives over time, the reimgitax asset lives for a category of
assets can reflect assets with different rategpfetiation for tax purposes. As
shown in table 6.1 the remaining tax life for tleset category of mains exceeds the
proposed tax standard life for this asset categbihile it seems an illogical outcome,
this is due to the standard tax life for mains aeglprior to 1 July 2002 being
significantly longer than those used for mains aeglafter this time due the change
in the statutory cap noted above.

6.5.3 Tax loss carried forward

The AER reviewed PWC'’s analysis of whether Envesiliehave any tax loss carried
forward as at 1 July 2011. The analysis coveregénmd 2001-02 to 2010-11 and
showed that there was no tax loss carried forwHnd. AER is satisfied that PWC'’s
analysis is appropriate and therefore that thene imx loss carried forward that
needs to be accounted for in the assessment obEa\sforecast tax allowance.

6.5.4 Use of imputation credits (gamma)

Under the Australian imputation tax system, donedasirestors receive a credit for
tax paid at the company level (an ‘imputation cr¢dhat offsets part or all of their
personal income tax liabilities. For eligible shaotelers, imputation credits represent
a benefit from the investment in addition to angtcdividend or capital gains
receivedUnder a post tax revenue building block framewbkk talue of imputation
credits is recognised when determining the corparatome tax building block.

The AER and other regulators define the value giutation credits in accordance
with the Monkhouse definition, where ‘gammag) (s defined as a product of the
‘imputation credit payout ratio’ (F) and the ‘usiéition rate’ §). Gamma has a range
of possible values from zero to one.

Under the National Electricity Rules the AER isipdrcally required to consult on
and publish a Statement of Regulatory Intent (SGQRting out values, methods and
credit rating levels relevant to determining thagheed average cost of capital
(WACC) for electricity network service providers. May 2009 the AER completed
its first “WACC review” and published a SORI whiphescribes a gamma value of

22 Australian Taxation OfficeTaxation Ruling TR 2010/2 — ‘Income tax: effectifeeof depreciating

assets’ 2010, p. 10.

The AER’s issue paper on transitioning from faeation to post-taxation frameworks also
requires the “vintage profile of regulatory asselen first subject to tax” be used to roll forward
the TAB. AER,Electricity Distribution Network Service Providerfransition of energy
businesses from pre-tax to post-tax regulgtihme 2007, p. 12.
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105



0.65 for electricity transmission determinationsvdich the SORI is applicable. This
value has been applied in subsequent electrictyiblution determinations, where the
AER has determined that there has been no persuagidence to depart from 0.65.

While the SORI has no direct or formal applicapitio gas access arrangements, the
AER’s WACC review and SORI were intended to prowgdedance to the gas sector
on WACC related matters.

On 13 October 2010 the Australian Competition Tmdglhanded down its decision
and reasons for decision with respect to the remepéal by Ergon Energy, Energex
and ETSA Utilities of the AER’s South Australia aQdieensland distribution
determinations in relation to gamma. The Tribuwaind errors by the AER in its
treatment of the imputation credit distributionioadnd the utilisation rate. However,
the Tribunal did not make a determination on theem value of gamma and directed
the AER to undertake further work and seeks a tdpmn the AER in relation to
various aspects of the calculation determinatiogashma. One element of this work
relates to the payout ratio, where on 24 Decem@#&0 2he Tribunal issued a decision
finding that, on the basis of the information befdr a value of 70 per cent was
appropriate.

The gamma aspect of the application for reviewdipeha’'s New South Wales gas
network has also been stayed by the Tribunal. Ti®ial is waiting for the outcome
of the review of the South Australia and Queenskdisttibution determinations in
relation to gamma before it makes a decision orgmema to be applied in access
arrangement for the Jemena New South Wales ga®retw

The further work as part of the Tribunal proceedirggnot available for this draft
decision however the AER has made this decisiotheiasis of all relevant
information currently before it. The aforementiori@tbunal decisions in relation to
gamma may be before the AER when determining tied élecision for Envestra, and
will be taken into account by the AER at that tirhavailable.

The remainder of this section summarises the AEB/sideration of Envestra’s
proposal in terms of the following key areas:

= overall considerations with respect to gamma

= payout ratio

= estimation of theta using tax statistics

= estimation of theta using dividend drop off studies
6.5.4.1 Overall considerations on gamma

Determining the value of gamma is extremely difiti@s it requires various
assumptions at both the theoretical and empireadls, and is also subject to other
issues in the development and interpretation ofiecapevidence.

The AER and other regulators have estimated eggiityns (of which gamma forms
part) using the capital asset pricing model, und@ch one must determine the value
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of imputation credits to the particular (marginaNestor(s) that sets prices and
returns in the relevant market. The residenceisfitivestor is a crucial assumption
one must make as an Australian domestic investbralue imputation credits
whereas a resident in a country without a dividiemgutation system would not value
credits at all. During the WACC review the AER atigpa domestic CAPM
framework which recognised foreign investors togktent they influenced market
outcomes.

Estimation of gamma is typically done by separagstymating the ratio of credits
generated to those that are paid out, and theutillgation rate of these distributed
credits (theta). Many studies have attempted ter ithfe value of theta from changes
in share prices on ex-dividend days. These stadgsubject to numerous issues
given the many other known and unknown factors dfffatct share prices, the variety
of measurement techniques available and the inflieh particular data examined.
Interpretation of results from dividend drop-offidies is also problematic given
differences in the personal tax arrangements avidhaial investors and their differing
risk perceptions regarding trading around the eidénd date.

Other studies attempt to infer a value of thet@kgmining data from the ATO which
is subject to issues of interpretation given theigalar conceptual framework
adopted.

Empirical evidence relating to the payout ratio aE® been the subject of debate
given the practice of companies retaining imputaticedits and questions about
whether and how these are valued by investors.

The method adopted by the AER to derive an estimiagamma in the SORI was to
assume a payout ratio of 100 per cent. The AERimate of theta was obtained by
averaging the values derived from the Handley aatiddwaran tax statistics study
(0.74) and from the Beggs and Skeels dividend dfbptudy (0.57). The AER took a
simple average of these two values to arrive hetatvalue of 0.65 on the basis that
bothmethodologies were somewhat uncertain in termsafiging a point estimat&'.

The resulting theta value of 0.65 was then muéiplby the assumed payout ratio of
100 per cent to derive a gamma estimate of 0.65.

6.5.4.2 Estimating the payout ratio

As noted above, an ongoing issue in relation tg#yeut ratio is the practice of
companies to not distribute all imputation cretlitst are created each year. The AER
has acknowledged its conclusions in the WACC reviegarding a 100 per cent
payout ratio were based on a misinterpretatioratd gresented during the WACC
review. The AER accepts that estimates of a panaiict of approximately 70 per cent
reflect total or average observations over theouartime periods considered, whereas
during the WACC review the AER interpreted theskies to be the amount of all
imputation credits created in a given year to Istrithuted to shareholders in that
same year. The correct interpretation of theseegalneans that the proportion of
credits in franking account balances (which argestibd to time value decay) is not
simply 30 per cent of total credits generated eyear and that the 70 per cent value

2 AER, Final decision, WACC parametetglay 2009, p. 468.
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includes franking credits generated in a year and put in the same year, as well as
franking credit generated in previous years. Thathere is no constant or predictable
relationship between the time a credit is generatetlwhen it is paid out.

However, the AER does not consider this evidenp@aris an assumption that
retained credits have zero value, as implied byeStra’s submission that the payout
ratio lies in a range of between 0.66 and 0.71rdkhee strong theoretical grounds to
support the conclusion that investors place sorheevan retained credits and
reasonably expect that this value may eventuallyassed back to them. A payout
ratio of approximately 70 per cent implicitly asssmetained credits (which as at
2007 amounted to $148 billion for Australian busEes) are worthless, which the
AER considers to be an extreme assumption.

For the purposes of Envestra’s access arrangereantipthe AER acknowledges,
however, that it is unlikely that there would bsignificant payout of retained
imputation credits in the immediate future.

Based on these considerations, the AER concludés th

= consistent with previous decisions, the estimatddevof the payout ratio is
within a range of 70 to 100 per cent

= the 70 per cent payout ratio estimated from vargiudies reflects the average
payout ratio. These studies do not provide anymédion regarding the value of
retained credits

= the view that retained credits have value to shadehs and may be eventually
distributed is supported by the AER’s consultaats] is also supported on
theoretical grounds given the rational expectatiat businesses will return this
value to shareholders

= the empirical evidence currently before the AERpsuts a value of the payout
ratio of 70 per cent, which the AER has adoptethadest estimate possible
under the current circumstances in accordancerwith(2) of the NGR.

6.5.4.3 Use of dividend drop-off studies to estimate theta

Dividend drop off studies attempt to infer a vabiehe imputation utilisation rate by
observing changes in share prices on ex dividetesdthen decomposing this change
into the implied market value of dividends paid @amy attached imputation credits.
There has been ongoing debate since the AER’s WRiew about the study relied
on by the AER (Beggs and Skeels) and alternativdies presented and revised by
SFG that the AER has not relied on.

The AER acknowledges that it has not been postldg@ply the same level of
scrutiny to the Beggs and Skeels dividend drostftly as to SFG’s studies.
However the AER has consistently maintained thateth ante filtering approach
adopted by Beggs and Skeels is superior to th@sixgnd arbitrary method employed

% SynergiesEstimating a WACC for the APT Allgas DistributioatiNork, September 2010, p. 79.
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by SFG. The different filtering methods employedi@mine the reliability of SFG’s
estimates and also magnify issues associated witticollinearity.

SFG’s comment that a larger data set generallyowes the reliability of estimates
may be true, provided there are no issues witlytiadity of observations in the data
set, over which the AER has repeatedly raised casc&he AER recently re-
examined SFG’s data in the context of its finalisiea for the Victorian electricity
distribution network service providers (DNSPs), ethillustrated the sensitivity of
SFG’s theta estimates to its filtering approach adlated the AER’s reluctance to
rely on the study for this reason.

The AER replicated the result of a 0.23 value etaifrom SFG’s February 2010
study and applied the Cook’s D statistic to intgate the SFG 2010 data set. The
most influential observation identified was Angld@&éshanti (AGG), with a

Cook’s D statistic of 1.59. AGG is a CHESS Depaysitaterest (CDI) and represents
an interest in a foreign company. For a CDI itifi@llt to isolate the share price
change effect due to the stock going ex-dividendhfother factors and this may
represent a reasonable economic justification ttuele the AGG observation from
the SFG data set. In addition, AGG is highly prieed pays high dividend per share,
making it influential in the least squares-baseapession. The AER conducted a
sensitivity analysis of SFG’s estimated theta usiggfollowing filtering options:

= if one AGG observation (19 February 2001) is exetlidhe estimated value of
franking credits is increased from 0.227 to 0.432

= if all the 12 AGG observations are excluded from dlata, the estimated value of
franking credits is increased from 0.227 to 0.506

= if all the top one per cent influential observaidbased on Cook’s D-statistic) are
excluded from the data, the estimated value okirancredits is increased from
0.227 to 0.394°

The AER acknowledges that a thorough examinatiddrgs’s dataset would be a
costly and time consuming exercise, however antedfathis magnitude has already
been undertaken by Beggs and Skéels.

Multicollinearity is a symptom inherent in all ddend drop-off studies. Given the
presence of multicollinearity, measuring the imgh&lue of imputation credits
through dividend drop-off studies is uncertainitas difficult to isolate the effects of
cash dividends and imputation credits. Multicolingy makes the results of the study
more sensitive to a small number of observatiorikimihe relevant data set. That is,
the presence of multicollinearity underlines theartance of an appropriate data
filtering method to remove unreliable observatiofise sensitivity of results to a
limited number of observations was demonstratedaborelation to SFG’s data set.
Beggs and Skeels’ method of developing economiqaditified filters and applying

26
27

We assume the same weights applied to samplevaitiems as per SFG February 2010, p. 5.
For example, the reported number of ordinarydsiud events for Beggs and Skeels (2006) was
5511 after filtering — see Beggs and SkeMlarket arbitrage of cash dividends and franking
credits 2006, p. 252., while SFG’s data set (after fittgy consisted of 3201 observations — see
SFG,Response to the AER draft determination in relatibgammaJanuary 2010, p. 2.
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these ex ante to the entire data set contrasts$fe@is dividend drop-off study, and
therefore multicollinearity is expected to be lesan issue for the Beggs and Skeels
study.

The AER maintains its view that the SFG dividendpdoff study should not be relied
upon and that theta value of 0.57 estimated by Bagd Skeels is the best available
estimate.

6.5.4.4 Issues in estimating theta from tax statistics

Tax statistics provide relevant information foriestting the value of imputation
credits. The distribution of franking credits repgats a means by which a credit for
taxes paid by the company is passed onto sharekéfdavestors will utilise such
credits to offset their taxable income, and redbeg tax liability, to the extent that
their tax status and domicile permits. As per a@sifon from the WACC review, the
AER considers that the theta estimate of 0.74 ddrfvom the Handley and
Maheswaran study is the most reliable estimatdablaifrom tax statistics.
Envestra’s arguments do not represent any subgtastues with this study or the
AER’s use of its estimates.

The Handley and Maheswaran study estimates angagreesduction in personal
taxes due to the aggregate receipt of frankingitsréignoring the time value loss of
money from receipt of the franking credit and rpteif the tax saving’ As it is
significantly unlikely that credits would be wontmore than this amount, the
redemption rate represents an upper bound on the vha distributed imputation
credit (theta).

The AER'’s reliance on tax statistics is consisteitth previous advice obtained from
McKenzie and Partington who recommend the consiideraf information drawn
from multiple types of studies when estimating garifiThe AER disagrees with
Envestra’s arguments that tax statistics shoulcbloepletely ignored in this process.

In addition to these conceptual arguments, Envésgidighted concerns raised by
Neville Hathaway regarding the robustness of thedhey and Maheswaran study
given issues with data and assumptions made bguthers. The AER addressed
Hathaway’s criticisms recently in its final decisitor the Victorian electricity
distribution businesses, where it concluded:

...Hathaway and the DNSPs have incorrectly arguetktieaHandley and
Maheswaran study makes unsubstantiated and ungdzsassumptions.
Additionally, the AER notes that Hathaway's anaysierely implies that
these assumptions are unreasonable without prayvalifficient evidence to
demonstrate that this is the case. The Handleywatteswaran study has
been peer-reviewed by members of the Economic Rqudblication, which
provides scrutiny of Handley and Maheswaran's aptions and should
provide further comfort as to their reasonableréss.

28
29
30
31

Handley Further Issues Relating to the Estimation of Gam@®etober 2010, p. 17.
Handley Further Issues Relating to the Estimation of Gam@®etober 2010, p. 20.
McKenzie and Partingtovidence and submissions on gamiMarch 2010, pp. 3-4.
AER, Final decision Victorian electricity distributionetwork service providers Distribution
determination 2011-201%®ctober 2010, p. 557.
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Handley has acknowledged that the utilisation estenated in Handley and
Maheswaran ignores the time value difference betweeeipt of the imputation

credit and the attached tax savifidror this reason, the true value of theta must be
below those estimates derived from tax statistitebtaining a point estimate of theta
from this study the AER takes the 0.81 theoretiggder-bound estimate from the pre-
2000 period and adjusts it downward to generataira pstimate of 0.74 to reflect the
time value loss of money. This time value loss wiapproximately reflect a period

of no more than a period of 18 months (being thmetiaken between when a credit is
received to when it is utilised) discounted atrisk free rate given the certainty of
investors being able to utilise the credits. TheRAEONsiders that the estimate of 0.74
would conservatively reflect the time value lossmainey, given the lack of
appropriate data to undertake a more precise edionl

Overall the AER does not believe that there isicigifit reason or evidence to over-
ride its view that the assumptions made by HandleyMaheswaran are reasonable,
and as such the study provides valuable informati@stablishing a value of theta.
The AER’s adjustment to the Handley and Maheswastimates to derive a point
estimate of theta from tax statistics is a consergaand practical method of
incorporating this information, and recogniseslimgtations inherent in this type of
study. Based on these considerations, the AER miagithat the theta point estimate
of 0.74 produced from tax studies is still apprajei

6.5.4.5 Miscellaneous gamma issues
This section addresses the following issues raigeinvestra and its consultants:

= the AER is inconsistent in its interpretation ofgencal studies with respect to the
market value of cash dividends and imputation ¢sedi

= the AER’s previous determinations on gamma arensistent with IPART’s
recent determination

= the AER’s approach to assigning any value to iragon credits is inconsistent
with the practice of market practitioners

= agamma value of 0.65 would result in cashflows #na inadequate to maintain a
benchmark BBB+ credit rating.

Envestra’s (SFG’s) statement that there is an isistency in the valuation of cash
dividends was presented to the AER and address&driecent determination for the
Victorian electricity distribution business&sdn summary, the AER does not consider
that the value of cash dividends has been incamlgtapplied across CAPM and
dividend drop-off models. The coefficients reflectithe value of cash dividends
derived from market based studies (i.e. that ingalgh dividends are valued less than
100 per cent, as per the CAPM) reflect the impédifterential personal taxes and
risk. In this way, they do not reflect the aftemqmany-before-personal tax value of
one dollar of dividends.

32
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Handley,Further Issues Relating to the Estimation of Gam@®etober 2010, p. 20.
AER, Final decision Victorian electricity distributionetwork service providers Distribution
determination 2011-201%®ctober 2010, p. 581.
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The AER acknowledges Envestra’s statement regat&iART’s view of the value of
gamma of between 0.3 and 0.5, and notes thatstiiew consistent with the AER’s
view in light of its re-examination of the valuetbk payout ratio.

The AER does not accept Envestra’s statementhbaAER should adopt an
assumption that franking credits have no value Birbpcause this is the practice of
corporate valuation professionals. As the AER hasipusly stated during the
WACC review, this practice does not necessarilylynipat market practitioners
unequivocally believe that imputation credits haeeo value, and may simply assign
a value of zero for a variety of reasons, includimg complexity and uncertainty in
estimating their valu&’

Envestra’s analysis regarding cashflow adequady regpect to a BBB+ rated firm
were addressed in chapter 5 in relation to theafteturn.

Regarding ECCSA’s submission, the AER gave caduobideration to the
theoretical framework underlying the estimatiogamma during the WACC review.
This framework was important for the purposes &ueimg consistency in the
estimation of WACC parameters, and included assimptibout the types of
investors and ownership structures of the benchmegyllated firm. Relevant to
gamma were the domestic CAPM framework with inteéamal investors recognised
to the extent they influenced the domestic mafk€CSA’s argument to set gamma
in reflection of actual ownership may have validigwever would require
reconsideration of the entire rate of return framewFurthermore, in the case of
Envestra this would potentially imply a low valuegamma as its majority foreign
ownership would value franking credits much lesstAustralian residents.

6.5.4.6 Conclusion on gamma

The AER considers that, based on the material otlyravailable, 0.45 is the best
estimate of gamma arrived at on a reasonable bagsntly available, as required by
r. 74 of the NGR. This is based on an assumed pagba of 70 per cent and a theta
estimate of 0.65. The estimate of theta refle@ssimple average of the values
derived from the Beggs and Skeels dividend drogtoifly (0.57) and the Handley
and Maheswaran tax statistics study (0.74). Inhi@acthis conclusion the AER has
considered the information submitted by Envestrpaaisof its access arrangement
proposal, as well as the advice of the AER’s cdasis.

In summary, the AER considers:

= the true value of the payout ratio is within a ramg 70 to 100 per cent, however
empirical evidence does not support a value optheut ratio above 70 per cent

= given the material currently available, the AER siders that for this draft
decision, the theta value of 0.65 is still apprafi

= when the 70 per cent value of the payout ratimmslmned with a theta of 0.65,
the value of gamma is 0.45.

3 AER, Final decision, WACC parametetglay 2009, p. 409.
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The AER considers that the adoption of a gamma4$ & consistent with the
revenue and pricing principles set out in sectidroPthe NGL and will or is likely to
contribute to the achievement of the national dgsative in section 23 of the NGL.

However, the AER notes that the further work as pfthe Tribunal proceedings is
not available for this draft decision. Any TriburiBdcisions on this matter will be
taken into account by the AER at the time of timalfidecision for Envestra.

6.5.5 Forecast tax allowance

Due to changes discussed above and the variousattheges that affected
Envestra’s proposed revenues/costs, the AER hakudated the forecast tax
allowance for the access arrangement period, asrshotable 6.3.

Table 6.3: AER tax allowance for the access arranggent period ($m, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16

Tax 7.7 8.1 7.9 7.6 7.3

6.6 Conclusion

The AER has accepted the tax approach proposetsskEa. However, due to
changes in gamma and the various other factorsrtipatct on revenues and costs, the
forecast tax allowance for the access arrangeneighas been revised. The AER
considers this revised forecast tax allowance eamdluded as a building block for
revenues under r. 76(c) of the NGR.

6.7 Required amendments

Before its access arrangement proposal can betadcé&mvestra must make the
following amendments:

Amendment 6.1 make all amendments necessary in the accesgamamt proposal
and access arrangement information to take acadwngamma of 0.45.

Amendment 6.2 make all amendments necessary in the accesgamamt proposal
and access arrangement information to take acajuhe revised tax allowance in
table 6.3 of this draft decision.
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7. Incentive mechanisms

Envestra has proposed a carryover of $13 millioDd€®. 2010) from the earlier
access arrangement period as a result of efficesnaiade in its operating and
capital expenditure5The AER considers that the calculations to deteentfie
proposed carryover amounts are mostly consistetfit the methodology as set out in
Envestra’s earlier access arrangement. Howeverwhbighted average cost of capital
(WACC) used to derive the capex carryover amouitits@ed to be consistent with
the AER'’s final decision.

Envestra has also proposed an incentive mechanggiiea only to opex for the
access arrangement periédhe AER accepts that a mechanism to provide iiveant
for the achievement of efficiencies in opex shbelth place, but considers that
amendments are required to the mechanism proposé&shvestra before it can be
approved as consistent with the NGR and the NGésd lamendments include adding
specific safeguards to ensure that Envestra ippeotlised or rewarded for changes
resulting from matters outside its control, ensgrthat the incentive works not only
for Envestra but against it should it not achietfeceencies, and other specific
amendments to the formulaic calculation of thecifficies.

7.1 Introduction

This chapter sets out the AER’s analysis and cenaimn of Envestra’s proposed
carryover of efficiency gains (losses) from thdieaaccess arrangement period, and
reviews Envestra’s proposed incentive mechanisnthiaccess arrangement period.

7.2 Regulatory requirements

Where an incentive mechanism is operating in thikeeaccess arrangement period,
the NGR requires that Envestra includes in its s&egrangement proposal details of
the carryover of increments (decrements) for adficy gains (losses). It should also
demonstrate how an allowance is to be made fosaaly increments (or decrements)
(r. 72(2)(i) of the NGR).

For the access arrangement period, the NGR allon&rivestra to propose (or for the
AER to require) one or more incentive mechanismanimourage efficiency in the
provision of services (r. 98(1) of the NGR). Suam@chanism may provide for the
carryover of increments (decrements) for efficiegains (losses) from the access
arrangement period to the next (r. 98(2) of the NGR

Where an incentive mechanism is proposed the N@&nes Envestra to:
® include the rationale for proposing such a mechmarirs 72(1)(l) of the NGR)

= ensure that the proposed mechanism is consistémtiva revenue and pricing
principles (r. 98(3) of the NGR).

1 Envestra, Email to the AEEEnvestra South Australia PTRM (24 Nov 2010) — $&eVECM.xIsm,
25 November 2010.
EnvestraSA access arrangement informatiédctober 2010, p. 180.
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In assessing Envestra’s proposed access arrangdmehER must take into account
the transitional provisions of the NGR includingus$e 5(1)(a) of schedule 1 of the
NGR. This relates to the operation of an incenthezhanism approved under section
8.44 of the Code. In patrticular, the AER is reqdite ensure that revenue
calculations made for the access arrangement pprageerly reflect increments or
decrements resulting from the operation of thentize mechanism in the earlier
access arrangement period.

7.3 Access arrangement proposal

7.3.1 Carryover from earlier access arrangement per  iod

Envestra’s earlier access arrangement includescamiive mechanism approved
under s. 8.44 of the Code which applies to botlx@wel capex. The earlier access
arrangement provides that the carryover, which doesult in Envestra retaining the
reward associated with an efficiency-improvingiatit’e, would be added to the total
revenue and carried forward into the access armageperiod until it has been
retained by Envestra for a period of five yehrs.

Envestra has proposed an efficiency carryover 8fréillion ($Dec. 2010) from the
earlier access arrangement period be includeckifioiiecast revenue for the access
arrangement periotEnvestra has calculated the opex and capex cargsmounts
by comparing the opex and capex amounts approv&SIBOSA with actual
expenditures.These carryover amounts are summarised in table 7.

Table 7.1: Proposed efficiency carryover from the &lier access arrangement period
($m, Dec. 2010}

2011-12  2012-13  2013-14  2014-15  2015-16 Total
Capex 4.9 3.5 24 1.2 - 12.1
Opex 54 15 1.2 1.4 ; 13
Total efficiency 103 2.0 12 01 ; 13.4

carryover

Source: Envestra, Emakinvestra South Australia PTRM (16 December2010) —
Revised opex forecast based on 09-10 reg accolamis20 December 2010.
€) The AER has converted Dec. 2005 real dollai3g¢o. 2010 real dollars.

7.3.2 Proposed incentive mechanism

Envestra has proposed to include in its accesagement a rolling carryover
incentive mechanism applied to opex. Envestra hlasgted that the proposed
incentive mechanism would result in Envestra raétgithe reward associated with an

¥ EnvestraAccess arrangement for the South Australian Gagibigion SystemSeptember 2007,

pp. 13-15.

*  Envestra, Email to the AEEEnvestra South Australia PTRM (16 December201R¢vised opex
forecast based on 09-10 reg accounts.x@December 2010.

®  Envestra, Email to the AEEnvestra South Australia PTRM (16 December201Rgvised opex
forecast based on 09-10 reg accounts.x@tDecember 2010.
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efficiency-improving initiative for five years aftéhe year in which the gain was
achieved

7.3.2.1 Calculating efficiency gains or losses

Envestra has proposed that the opex annual eftigigain (or loss) for any year can
be calculated as follows:

Efficiency Gain = Underspending Underspending
where:
Underspending= Opex L Opex*?

7.3.2.2 Treatment of final year of access arrangement perib

In the access arrangement proposal Envestra sedintittas assumed that it will not
achieve more than the forecast productivity gaimwben the penultimate and last
years of the access arrangement period. This efédcimeans that if Envestra makes
an efficiency gain in the final year of the accasangement period, there would be
no carryover in respect of that yéar.

7.3.2.3 Adjustments

Envestra has proposed that the carryover of ctetieckefficiency gains will be
calculated in a manner that takes account of aapgd in the scope of activities that
formed the basis of the approved forecast opexe&na submitted that this will only
occur where the changes in scope arise from exageaators and where they
impose material additional costs on Envestra.

7.3.2.4 Exclusions

Envestra has proposed that the costs associate@mwimpost or complying with any
retailer of last resort requirements will be exéddrom the operation of the incentive
mechanism. Envestra has further proposed that thigy activity that Envestra and
the Regulator agree to exclude from the operatidhevincentive mechanism will be
so excluded?

7.3.2.5 Application of carryovers

Envestra has submitted that to the extent thagative carryover (in net present
value terms) amount results at the end of the aa@angement period, that amount
will not be carried into the following access agament period*

6 EnvestraSA access arrangement informatiénctober 2010, p. 180.
7 EnvestraSA access arrangement informatiénctober 2010, p. 180.
8 EnvestraSA access arrangement informatiénctober 2010, p. 181.
9 EnvestraSA access arrangement informatiédctober 2010, p. 180.
EnvestraSA access arrangement informatiédctober 2010, p. 180.
EnvestraSA access arrangement informatiédctober 2010, p. 181.
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7.3.2.6 Establishment of fixed principle

Envestra has proposed that the incentive mechamigmrespect to operating
expenditure efficiencies, be established as a fprettiple until the end of the fourth
access arrangement period (that is, 30 June 2621).

7.4 AER'’s consideration

7.4.1 Carryover from earlier access arrangement per  iod

The AER considers that Envestra’s proposed effayiararryover amounts are mostly
consistent with the operation of the incentive nagtém as set out in Envestra’s
earlier access arrangemerand the NGK, but that the final calculation will need to
be based on the AER's final decision on the WACC.

In the earlier access arrangement there is a poovislating to the treatment of a
negative carryover amount (that is, an efficierass). This provision states that the
treatment of a negative carryover is to be detegthioy the regulator at the time of
the next review’ The AER considers that as Envestra is proposimef positive
carryover amount (that is, a net efficiency gamyi the earlier access arrangement
period then it is not necessary for the AER to ssply consider the treatment of any
negative carryover amounts.

7.4.1.1 Operating expenditure carryover amounts

The AER is satisfied that the approach Envestrausad to calculate the opex
efficiency carryover amounts is consistent wit.4.2(4) and s. 5.1.3(1) of
Envestra’s earlier access arrangement.

The operating and maintenance (O&M) benchmark asoghown in Envestra’s
proposed post tax revenue model (PTRM) are comsigtiéh the total opex approved
by ESCOSA Envestra has adjusted the O&M benchmark amouritshade

amounts for the approved licence fee pass throughteon the basis that these
amounts are the result of exogenous factors andieymaterial additional costsin
this respect, the AER considers that the inclusiaihe license fee event is consistent
with s. 5.1.3(3) of Envestra’s earlier access aeament.

Envestra has also adjusted the actual O&M amoomnsniove the network
management fee component. The AER considers tisaadjustment is required to
ensure consistency between the benchmark and actstatategories included in the
efficiency carryover calculation as the network egement fee is excluded from the
benchmark costs.

12
13

EnvestraEmail response to the AER’s questid® November 2010.

EnvestraAccess arrangement for the South Australian Gagibigion SystemSeptember 2007,
pp. 13-15.

1 NGR, clause 5(1)(a) of schedule 1.

> EnvestraAccess arrangement for the South Australian Gagibigion SystemSeptember 2007,
pp. 13-15.

EnvestraAccess arrangement for the South Australian Gagibigion Network: Explanatory
information,September 2007, p. 20.

EnvestraEmail response to the AER’s questia?¥ November 2010.
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7.4.1.2 Capital expenditure carryover amounts

The AER is satisfied that the approach Envestrausad to calculate the capex
efficiency carryover amounts is consistent witb.4.2(3) of Envestra’s earlier access
arrangement.

The capex benchmark amounts shown in Envestrajsopesl PTRM are consistent
with the amounts approved by ESCO8&nvestra has adjusted the capex
benchmark amounts to include amounts for the agorepecified event (Southern
Loop), on the basis that these amounts are thét ®dsxogenous factors and impose
material additional costS.In this respect, the AER considers that the irictusf the
specified event is consistent with s. 5.1.3(3) o¥é&stra’s earlier access arrangement.

In order to calculate the proposed capex increnhgata, Envestra has relied upon
the WACC as proposed in the access arrangemenmgatip The AER notes that the
access arrangement refers to the prevailing regyl&®/ACC* and therefore the
calculation of capex carryover amounts will neetdéaconsistent with the AER’s
final decision on the WACC. The AER considers thatcalculation of the carryover
amount needs to be amended to incorporate the Ade#Rision on the WACC.

7.4.2 Proposed incentive mechanism

The AER has identified a number of issues with Binges proposed incentive
mechanism that will need to be addressed befole &umechanism can be approved.

7.4.2.1 Operating expenditure incentive mechanism

The AER agrees in principle to the application mfirrcentive mechanism to
encourage efficiencies in opex, but considersttimmechanism as proposed by
Envestra is not consistent with the N&R.

Envestra has proposed an incentive mechanism ppéies only to ope%® This is a
departure from the incentive mechanism operatirterearlier access arrangement
period but this approach is consistent with theiefficy benefit sharing scheme
(EBSS) developed by the AER under the NationaltHtsty Rules” and the AER’s
decision on ActewAGL under the NGE.

In only applying the incentive mechanism to opex AER notes that there may be an
incentive to shift opex to capex. As the AER doesanvisage implementing a
similar incentive mechanism to capex, the AER aters that this concern can be

EnvestraAccess arrangement for the South Australian Gagibigion Network: Explanatory

information,September 2007, p. 15.

EnvestraEmail response to the AER’s questia?¥ November 2010.

2 Envestra, Email to the AEEEnvestra South Australia PTRM (24 Nov 2010) —$&e&VECM.xIsm

25 November 2010.

EnvestraAccess arrangement for the South Australian Gagibigion SystemSeptember 2007,

p. 14.

2 NGR, r. 98(1) and (3).

% EnvestraSA access arrangement informati@ctober 2010, p. 180.

2 AER, Electricity distribution network service provider&fficiency benefit sharing scheme
June 2008, p. 8.

% AER, Draft decision: ActewAGL — Access arrangement psapéor the ACT, Queanbeyan and

Palerang gas distribution network 1 July 2010 -J8®e 2015November 2009, p. 78.
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partially mitigated by ensuring that any reclassifion of opex or capex is reasonable
and does not adversely affect the calculation efcdrryover amounts. To mitigate
this risk a number of safeguards are required tonpéemented by Envestra and
provided to the AER, including:

® jts approach to classifying costs as either opecapex

= adetailed description of any costs that are reiflad between opex and capex
during the access arrangement period

= adjustments made to the forecast opex used tolatddhe carryover amounts so
that the forecast expenditures are consistenttivéttapitalisation changes.

If Envestra’s approach to classifying costs aseeitipex or capex should change
during the access arrangement period, this coelateran inconsistency between the
forecast and actual opex figures used to calctiearryover amounts. In
calculating the carryover amounts, the measureofeattual opex must be done
using the same cost categories and methodologytosedculate the forecast opex
for that access arrangement period. The AER corssttiat the provision of this
information is required for the AER to determinatthny such cost reclassification is
reasonable. This requirement would remove any ineefor the capitalisation of
opex purely to exploit the operation of efficiermlculations, which the AER
considers would not be consistent with r. 98 off\i@zR.

7.4.2.2 Calculating efficiency gains or losses

The AER considers that Envestra’s approach to tlog the opex annual efficiency
gain (or loss) is not appropriate for year one year five of the access arrangement
period.

For all years of the access arrangement periodogxaethe first and last years, the
AER considers that the method for calculating efficy gains and losses can be
expressed as:

E=F-A)-(Fi1-A1)

where:

E; is the efficiency gain in year i of the accessagement period.
F is the forecast opex in year i of the access gaarent period.
A is the actual opex in year i of the access arnaege period.

The AER considers that the above equation is noecbfor the first year of the
access arrangement period. This is because forexaesnditures for the first year will
be newly formulated and will be based on the mpdibudate estimates of forecast
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cog;sz.‘3 Instead, the efficiency gain for the first yea®12—12) should be calculated
as

Ei=(R-A)

where:

E, is the efficiency gain in year one of the accessrgement period.
F1 is the forecast opex in year one of the accesmgement period.
Aj is the actual opex in year one of the access geraant period.

The AER considers that consistent with the AER'SBBand decision on
ActewAGL, these formulaic additions to Envestraisantive mechanism ensure that:

= there is clarity as to the operation of the mectani

= the estimate of the carryover amount is arriveohaa reasonable basis, consistent
with r. 74 of the NGR.

7.4.2.3 Treatment of final year of access arrangement perab

The AER considers that Envestra’s proposed apprimacalculating efficiency gains
and losses in the final year of the access arraageperiod (2015-16) can be
expressed as the following equation:

As* =F5— (R — As)

where:

As* is the estimate of opex for the final year of Hueeess arrangement period.
Fs is the forecast opex for the final year of theemscarrangement period.

F4 is the forecast opex for the penultimate yeahefdccess arrangement period.
A, is the actual opex for the penultimate year ofabeess arrangement period.

The AER notes that carryover amounts from the acagsngement period will form
part of total revenue in the following access agsnent period. As the next access
arrangement review will be finalised before the ehthe access arrangement period
in which the incentive mechanism applies, an esemaust be used to derive the
actual opex used to calculate the carryover fofitie year. To account for this, the
AER considers that consistent with the EBSS an@waiGL decision, this equation
should be used to calculate the carryover for ithed f/ear of the access arrangement
period.

% NERA, Efficiency carryover mechanism: a report for TramszSeptember 2004, p. 3.

27 AER, Draft decision: ActewAGL — Access arrangement psapéor the ACT, Queanbeyan and
Palerang gas distribution network 1 July 2010 -J8®e 2015November 2009, p. 79.
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Further, the AER considers that where differencess detween the estimates*A
and the actual opex incurred in the final yeahef&ccess arrangement period, the
first year of the following access arrangementgue(il July 2016 to 30 June 2021)
should be adjusted as follow:

Es = (Fs — Ae) — (5 — As) + (Fa — Au)

where:

Es is the efficiency gain in the first year of théléeving access arrangement period.
Fs is the forecast opex for the first year of thédwing access arrangement period.
As is the actual opex for the first year of the fallog access arrangement period.
Fs is the forecast opex for the final year of theesscarrangement period.

As is the actual opex for the final year of the as@sangement period.

F4 is the forecast opex for the fourth year of theeas arrangement period.

A, is the actual opex for the fourth year of the asa@rangement period.

This approach assumes no additional efficiency gaihe final year of the access
arrangement period and offsets the implicit careyamount in the following access
arrangement period. It is also consistent withaperoach taken in the AER’s EBSS
for electricity”” and the AER’s decision on ActewAGL under the N&L.

The AER proposes to amend Envestra’s incentive arasin to include the specified
equations to calculate the efficiency carryover ante for the final year of the access
arrangement period, and also to provide an adjusttoehe first year of the

following access arrangement period. The AER carsithat in the absence of
information about the actual opex in the final yehthe access arrangement period,
the amendment will allow for an estimate of thayaver amount to be arrived at on
a reasonable basis.

7.4.2.4 Adjustments

The AER considers that rewarding or penalising sirless for changes in activity
scope that are outside of its control (that is,gexmus) would not serve the intention
of promoting efficiency in the provision of servicas required under the NGRAs
such, and consistent with the AER’s EBSS and ActélvAlecision, the AER accepts
that the incentive mechanism should exclude exagefarctors.

% AER, Draft decision: ActewAGL — Access arrangement psapéor the ACT, Queanbeyan and

Palerang gas distribution network 1 July 2010 -J8@e 2015November 2009, p. 80.

AER, Final decision, Electricity distribution networkrs&ce providers: Efficiency benefit sharing

scheme, Appendix Bune 2008, p. 6.

30 AER, Draft decision: ActewAGL — Access arrangement psapéor the ACT, Queanbeyan and
Palerang gas distribution network 1 July 2010 -J8@e 2015November 2009, p. 80.

3 NGR, 1. 74(2).

%2 NGR, r. 98(1).
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The AER considers that where forecasts do notatettes efficient level of opex, it is
possible that Envestra could experience a windgih or loss. Therefore, the AER
seeks to minimise the risk of a windfall gain asddoy allowing an adjustment in
forecasts for a change in scope. The AER acceptsdiia’s proposal that such an
adjustment should only occur where the changesadpesarise from exogenous
factors (that is, outside of the control of theibass) and where they impose material
additional costs on Envestra.

In order for the AER to assess the changes indbpesof activities and the impact of
these changes on the approved expenditure, thechB#lders that Envestra should
provide information on these changes. This inforamashould include detailed
explanation and reasoning for the changes in sandean outline of the impact of the
changes in scope on the approved forecast opex.

7.4.2.5 Exclusions

The AER considers that the efficiency promotioneshiye of an incentive
mechanism would not be served by providing a bgsinath benefits or penalties for
variances in costs over which it has no controk AER will therefore have regard to
whether or not an opex category is controllablemagsessing whether it should be
excluded from the operation of the incentive medran

The AER accepts Envestra’s proposal that the @sstsciated with an impost or in
complying with any retailer of last resort requirams will be excluded from the
operation of the incentive mechanishithe AER considers that these costs result
from factors external to Envestra and can be censtdtlas uncontrollable costs.

Further the AER considers that, consistent withEB&S, a range of additional

uncontrollable costs should also be excluded fioenoperation of the incentive

mechanism, including:

= amounts for approved cost pass through events

= debt raising costs

® insurance costs

= superannuation costs for defined benefits anderaent schemes

= other specific uncontrollable costs incurred ambreed by Envestra during the
next access arrangement period, which the AER dersshould be excluded in
accordance with the NGL and NGR.

The AER considers that if Envestra seeks to exdudber costs from the operation

of an incentive mechanism that it needs to spedifguch costs and the basis on
which they are deemed to be uncontrollable.

33 EnvestraSA access arrangement informatiédctober 2010, p. 180.
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7.4.2.6 Application of carryovers

The AER rejects Envestra’s proposal to excludeafs@ication of negative carryovers
from the operation of the incentive mechanism. Thisecause the AER considers
that the application of a symmetrical mechanismedgiired to encourage efficiency in
the provision of servicé$and it provides Envestra with effective incentites
promote economic efficiency.

To encourage efficiency in the provision of sergidbe AER considers that an
incentive mechanism should have regard to the ihnaehenefits of a symmetric
scheme as allowed under r. 98(2) of the NGR. ThR Akamined the
appropriateness of applying negative carryover aitsoin detail as part of its
decision on the EBSS for electricity.

In its decision on the EBSS, the AER identifiedrfowain circumstances where
negative carryover amounts may arise. These include

= aone-off decrease in opex

= shifting of opex into year four of the access agement period
® an ongoing increase in opex

= forecasts not reflecting the efficient level of apé

Where the circumstances relate to variations ix@yer which Envestra has control,
the AER considers it appropriate that Envestraeshath users a portion of the cost
increase through the application of a negativeyoasr. The AER considers that this
is required to provide Envestra with an effectineentive to reduce controllable
opex.

In circumstances beyond Envestra’s control, th@@sed incentive mechanism
provides safeguards to minimise or prevent a neg@trryover amount arising. For
example, a negative carryover amount arising aswatrof forecasts not reflecting the
efficient level of opex will be offset by adjustitige benchmark amounts for changes
in the scope of activities as discussed in sectidr?.4 above.

Furthermore the AER considers that, in the absehtiee symmetrical application of
both positive and negative carryovers, there valhio incentive for Envestra to strive
to achieve efficiency gains in the last years efdlocess arrangement period where it
has exceeded forecasts at the start of the acoasgament period. Where
substantial inefficiencies are incurred at the beigig of the access arrangement
period, Envestra may not be able to recoup thetigeifinal years and will hence
defer any efficiency gains to the start of the reodess arrangement period. The

3 NGR, r. 98(1).

3 NGL, s. 24(3).

% AER, Explanatory statement: Proposed electricity disitibn network service providers efficiency
benefit sharing schem@pril 2008, pp. 7-8.

AER, Explanatory statement: Proposed electricity disitibn network service providers efficiency
benefit sharing schemApril 2008, p. 8.
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application of a negative carryover will ensuret tine incentive mechanism will
encourage efficiency consistently across the eaticess arrangement period.

7.4.2.7 Establishment of fixed principle

The AER rejects Envestra’s proposal to establistptioposed incentive mechanism
as a fixed principle, until the end of the fourtitass arrangement period (that
is, 30 June 202%f

The AER considers that there is merit in monitoting operation of the incentive
mechanism. At the next access arrangement revieagsassment should be carried
out to determine:

= whether the incentive mechanism is still relevantEnvestra given its position at
the time of the next review

= how effective the mechanism was during the prevmrsod

= whether the incentive mechanism needs to be mddidiencrease its
effectiveness

= whether there are any new costs which should beded or excluded from the
operation of the incentive mechanism.

The incentive mechanism will need to be amendeat #its assessment to ensure that
it operates as necessary to fulfil the requiremehts98 of the NGR. The
establishment of a fixed principle would preveny aequired changes to the incentive
mechanism.

The AER has also considered the possible concenregulatory certainty which
may arise if the incentive mechanism is not impletaé as a fixed principle, but
considers the risk to be low. Even without beirfixed principle, the incentive
mechanism permits that any increments (decremémtsjfficiency gains (losses) are
necessarily carried over to the next access armegeperiod in line with the NGR.
The AER considers that this should allay any pdssihcertainty as to the calculation
of entitlements for efficiency gains over the ascasangement period.

7.5 Conclusion

The AER does not approve the incentive mechanismpgsed by Envestra as it is not
consistent with r. 98 of the NGR and s. 24(3) @ NGL. The AER considers that
various amendments are required. Where these anegnslimvolve annual reporting
requirements these are set out in appendix E.

% EnvestraEmail response to the AER’s questia2¥ November 2010.

% NGR, r. 98(2).
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7.6 Required amendments

Before the access arrangement proposal can bevaggpiienvestra must make the
following amendments.

Amendment 7.1:amend the access arrangement proposal to inclstéteament
under s. 5.2 that, if Envestra changes its apprtaclassifying costs as either capex
or opex during the access arrangement period theadira must adjust the forecast
opex used to calculate the carryover amounts sdhibdorecast expenditures are
consistent with the capitalisation changes.

Amendment 7.2:amend the access arrangement proposal to inclstiteanent
under s. 5.2 that, if there is a change in Envssaijgproach to classifying costs as
either capex or opex, Envestra must provide toAfBR a detailed description of the
change and a calculation of its impact on foreaadtactual opex.

Amendment 7.3:amend the access arrangement proposal to inclstiteanent
under s. 5.2 that carryover amounts for the fiestryof the access arrangement period
will be estimated using the following equation:

Ei=(R-A)

where:

E, is the efficiency gain in year one of the accessmgement period.
F1 is the forecast opex in year one of the accesmgement period.
A; is the actual opex in year one of the access geraant period.

Amendment 7.4:Envestra must delete and replace the second datypaer s. 5.2

of the access arrangement proposal to state thrgbear amounts in the second,
third, and fourth years of the access arrangemanmigbare to be estimated using the
following equation:

E=F-A)-(Fi1-Au1)

where:

E; is the efficiency gain in year i of the accessaagement period.
F; is the forecast opex in year i of the access gearent period.
A is the actual opex in year i of the access arnaege period.

Amendment 7.5:Envestra must delete and replace the eighth dot poder s. 5.2 of
the access arrangement proposal to state thabearmrgmounts in the last year of the
access arrangement period are to be estimated th&rigllowing equation:

As* = Fs— (R — Ay

where:
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As* is the estimate of opex for the final year of Hexess arrangement period.
Fs is the forecast opex for the final year of theesscarrangement period.

F, is the forecast opex for the penultimate yeahefdccess arrangement period.
A4 is the actual opex for the penultimate year ofdbeess arrangement period.

Amendment 7.6:amend the access arrangement proposal to inclstteament
under s. 5.2 that carryover amounts for the fiestryof the access arrangement period
commencing 1 July 2016 are to be estimated usidolfowing equation:

Es = (F—Ae) — (= As) + (o — Ay

where:

Es is the efficiency gain in the first year of théléeving access arrangement period.
Fe is the forecast opex for the first year of thédwing access arrangement period.
Ag is the actual opex for the first year of the faling access arrangement period.
Fs is the forecast opex for the final year of theemscarrangement period.

As is the actual opex for the final year of the asa@sangement period.

F4 is the forecast opex for the fourth year of theeas arrangement period.

A, is the actual opex for the fourth year of the asa@rangement period.

Amendment 7.7 Amend sub point 1, dot point 7 of s. 5.2 of tkeess arrangement
proposal to state that the information will be pded to the AER, and will, without
limitation, quantify and substantiate the impactha scope changes on the original
benchmarks.

Amendment 7.8:amend dot point 5 of section 5.2 of the accessgament proposal
to state the following costs will also be excludienn the operation of the incentive
mechanism (i.e. the amounts in relation to thesegcaies will be deducted from both
the forecast opex and actual opex):

= amounts for approved cost pass through events

= debt raising costs

® jnsurance costs

= superannuation costs for defined benefits anderagnt schemes

= other specific uncontrollable costs incurred ambreed by Envestra during the

access arrangement period, which the AER conssglergld be excluded in
accordance with the NGL and NGR.
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Amendment 7.9:delete dot point 9 of s. 5.2 of the access arnaege proposal
which states:

To the extent that a negative efficiency carryquenet present value terms)
amount results at the end of the Third Access Ayeament Period, that
amount will not be carried into the Fourth Accessaagement Period.

Amendment 7.10:amend dot point 3 and dot point 4 of s. 5.2 ofabeess
arrangement proposal to include costs associatidingfficiencies and negative
carryover amounts during the access arrangemeiodper

Amendment 7.11:delete s. 5.1 of the access arrangement propdseth\states:
5.1 Fixed Principle
Rule 98 allows for a full access arrangement ttubhe one or more incentive
mechanisms to encourage efficiency in the provisibservices by the

service provider.

This incentive mechanism is a fixed principle wheii apply until the end
of the Fourth Access Arrangement Period on 30 2024.
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8 Operating expenditure

Operating expenditure (opex) refers to the opegtmaintenance and other costs of
a non-capital nature incurred by a service providtethe provision of distribution
pipeline services. This expenditure also includegscincurred in increasing long-
term demand for pipeline services and otherwiseldg@ing the market for pipeline
services.

Envestra has applied a base year roll forward mdthbforecasting opex. It
proposed opex of $344 million ($2010-11) over tbeeas arrangement period,
representing a real increase of 20 per cent on @adncurred expenditure in the
earlier access arrangement period. The increaseldegn principally substantiated
by the need for expenditures not undertaken irptbeious period due to financial
pressures, increased volume and price assumptayngaiccounted for gas, and the
need for various one off costs and step changesifcumstances not reflected in the
earlier access arrangement period.

The AER reviewed Envestra’s proposed opex anaitstituent components under its
roll forward method against the NGR and the NGLe AER engaged independent
consultants Wilson Cook to provide expert engimgpadvice on whether Envestra’s
proposed opex is prudent and efficient, and AcEessiomics to provide expert
economic advice on the reasonableness of Envedtiasast labour costs.

Having considered the advice of its consultantgetber with internal analysis, the
AER considers that Envestra’s proposed opex i€omsistent with the NGR and
NGL requirements. The AER requires a number of dments to Envestra’s access
arrangement proposal, including changes to input @scalation, reductions in
network development and UAG expenditure and sewéthke proposed step changes
in costs. Overall, these result in the AER accegp$iB60 million ($2010-11) in opex
over the access arrangement period, which represe24 per cent decrease on
proposed expenditures. The accepted amount regeeaéhper cent decrease in real
terms compared to expenditure over the previoussarrangement period.

8.1 Introduction

This chapter sets out Envestra’s proposed opeXAERs consideration of the
proposal and submissions from interested parties.

8.2 Regulatory requirements

Rule 91 of the NGR provides that operating expemdimust be such as would be
incurred by a prudent service provider acting effity, in accordance with accepted
industry practice, to achieve the lowest sustamabkt of delivering pipeline
services.

The access arrangement information for an accessgament proposal must include
operating expenditure (by category) over the gaalieess arrangement period and a
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forecast of operating expenditure over the acceasgement period and the basis on
which the forecast has been derived.

Any forecast or estimate must be supported bytarstnt of the basis of the forecast
or estimaté. A forecast or estimate, must be arrived at oraaaeable basis, and must
represent the best forecast or estimate possittheinircumstances.

The access arrangement information must includ&eligoerformance indicators to
be used by the service provider to support expereltb be incurred over the access
arrangement periot.

8.3  Access arrangement proposal

Figure 8.1 compares Envestra’s actual opex in dnkgee access arrangement period
with that approved by the previous regulator (ES&P&hd expenditures proposed to
ESCOSA in previous reviews.

Figure 8.1: Envestra opex — historic (actuals vs fecasts) vs proposed

Envestra SA opex

—&— ESCOSA allowance ——Envestra's forecast

Real $'m 2010-11

2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16

Source: Envestrddccess arrangement information propoggbril 2003, p. 18;
EnvestraAccess arrangement informatioc®eptember 2005. p. 6;
ESCOSASA gas distribution system — Draft decisibfarch 2006, p. 141;
EnvestraSA ccess arrangement informati@ctober 2010, p. 30;
Envestra, Email to the AERe: Envestra — Opex categories AER EN 02
Response 101020.da&20 October 2010.

NGR, r. 72(1)(a)(ii) and r. 72(1)(e).

NGR, r. 74(1).

NGR, r. 74(2).

NGR, r. 72(1)(f).

The AER converted all expenditures into real atsli($2010-11).

a A W N B
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8.3.1  Earlier access arrangement period

Envestra underspent in relation to its allowed dpetke previous access arrangement
period, the total underspend was marginal (1.6&pgt), and as can be seen from
figure 8.1, actual figures were largely in line lwihose approved.

Table 8.1 disaggregates expenditures by categooyyiag Envestra’s overspending,
principally in relation to operating and maintenand unaccounted for gas (UAG),
was counter balanced by significant underspendingetwork development (that is,
connections support and marketing) and full retartestability (FRC).
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Table 8.1: Envestra’s historic opex (allowed vs ingred), ($m, 2010-115’

2006-07 2007-08 2008-09 2009-10 2010-11 Total
Operating & Allowed 279 283 276 273 269 138
maintenance
Incurred 314 30.3 34.4 30.5 30.8 157.4
Variance (%) 12.6 7.1 24.7 11.5 14.6 14.1
Qgﬂ:‘;traﬂon & Allowed 7.6 7.9 8.6 8.9 9.0 42.1
Incurred 4.8 8.3 7.9 8.5 8.6 38.1
Variance (%) -36.9 51 -8.4 -4.4 -4.7 94
mztr"kvgtri';ge"e"’pme”t' Allowed 6.8 6.9 6.9 7.0 7.1 34.7
Incurred 6.3 3.8 1.2 5.3 6.7 23.3
Variance (%) -7.3 -45.2 -82.2 -24.7 -5.6 -32.9
FRC operating costs Allowed 6.7 7.0 6.9 7.2 7.2 934.
Incurred 4.8 4.0 2.3 2.3 23 15.6
Variance (%) -27.9 -43.4 -66.3 -68.7 -68.2 -55.3
Unaccounted for gas Allowed 8.3 8.2 8.2 8.1 8.0 840.
Incurred 8.3 10.8 10.9 10.7 10.7 51.4
Variance (%) 0.3 31.4 33.3 32.1 33.5 26.0
Total opex Allowed 57.3 58.3 58.2 58.5 58.1 290.4
Incurred 55.7 57.1 56.7 57.2 59.0 285.8
Variance (%) -2.8 -1.9 -2.6 -2.3 1.6 -1.6

Source: Envestr&A access arrangement informati@ctober 2010, p. 30; and
Envestra, Email to the AEFENnvestra — Opex categories AER EN 02 Reponse
101020.doc20 October 2010.

The AER has converted 2009-10 real dollars iGtb0211 real dollars.
Envestra’s access arrangement proposal repditeced figures with two additional opex
categories (total material changes and network gemant fee). However, to allow for

meaningful comparisons with incurred expenditukassestra advised the AER of the appropriate
allocation of these opex categories.
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8.3.2 Forecasting method

For the access arrangement period, Envestra fdrepas by applying the base year
roll forward method. It submitted that there isomecof opex that is generally static
and recurrent in nature. Further, given the ineentiature of the regulatory regime in
the earlier access arrangement period, the lagestof verifiable costs should reveal
a service provider's efficient core op&Xhe method involved the followiny:

1. Selecting a base year (2009-10) using actual datathe earlier access
arrangement period. Network development and UAGewemoved from the
base and instead forecast on a year by year basis.

2. Rolling forward the base year costs (that is, apegaand maintenance,
administration and general) by applying variousakdors to account for
expected changes in network growth (scale), inpstsc(labour and materials)
and inflation.

3. Forecasting certain costs on a year by year belsese are costs for which the
base year is not reflective of costs expected tiodared over the access
arrangement period, including:

a. network development
b. UAG
c. Non-base year costs:
i. Opex related to capex
ii. Ad-hoc opex programs
iii. Step changes — for permanent increases/decreasests

Envestra submitted that the base year does naide@ny non-recurrent
expendituré® Further, while submitting that the base year di®€.0 represents the
most recent year for which the AER will have fudlay results when conducting its
review, Envestra submitted that it had been necgs$saely on nine months of actual
data and three months of forecast data. It subdnittat the three month forecast
represents the best estimate of costs to be irtdueng that period and that it would
submit regulatory accounts to confirm the accumfdnie numbers®

8.3.3 Forecast operating expenditure

Envestra’s proposed opex for the access arranggmednt is set out in figure 1. It
shows that Envestra has for this access arrangehkents previous proposal to
ESCOSA for the earlier access arrangement, proposeghificant step increase in
total opex. Envestra’s proposal represents a 2@qdrincrease on actual opex and an
18 per cent increase on allowed opex in the eaatieess arrangement period.

EnvestraSA access arrangement informati@ctober 2010, p. 74.
EnvestraSA access arrangement informati@ctober 2010, pp. 74-75.
EnvestraSA access arrangement informati@ctober 2010, p. 81.
EnvestraSA access arrangement informati@ctober 2010, pp. 77-78.

10
11
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Table 8.2 disaggregates Envestra’s proposal by ogigories, showing that
substantial increases on actual opex in the eatiegss arrangement period are
proposed across all categories of opex. The mdableincreases relate to categories
to which Envestra has not applied the base yebforgbard method but rather
forecast on a specific year by year basis, inclyidmetwork development (43

per cent) and UAG (26 per cent).

Table 8.2: Envestra’s forecast opex for the acceassrangement period ($m, 2010-11§ 2

Expenditure category 2011-12  2012-13 2013-14 2018-1 2015-16 Total
Operating & maintenance 37.3 37.2 37.4 37.5 374 6.88
Administration & general 9.1 9.9 10.0 10.3 10.5 349.
Network development 8.0 8.3 8.7 9.0 8.9 43.0
Unaccounted for gas 14.3 14.2 13.3 12.1 10.6 64.5
Total opex 68.7 69.6 69.5 69.0 67.4 344.1

Source: Envestra, Email to the ABRjvestra — Opex categories AER EN 02 Response
101020.dogc20 October 2010; and,
EnvestraSA access arrangement information, Attachment RIN-Template, Proforma
6 (revised 101020).xIs

While Envestra proposed that debt raising cosiadladed as an opex item, it has
excluded this cost category from all tables irpitsposal that present previous and
proposed opex. The AER has followed Envestra’sagagr in this chapter by
presenting opex without debt raising costs. Howether total revenue figures set out
in chapter 9 present opex inclusive of debt raisiosts. The AER’s consideration of
debt raising costs is set out in appendix F.

8.4  Submissions
The AER received three submissions in relationredstra’s opex:
=  QOrigin questioned the reasonableness of Envegirajsosed network

development and marketing expenditure and whethee&ira was best placed to
deliver the programs within this expenditdife.

®=  The SA Minister for Energy, the Hon Patrick ConMd® submitted that the AER
demonstrate caution in analysing the proposalrgrpojects for which funding

12" The AER has converted 2009-10 real dollars iBt0211 real dollars.

13 Envestra in its access arrangement proposaldadinon-base year costs and incremental growth
as separate cost categories in the forecast opeandble meaningful comparisons with historical
expenditures, Envestra advised the AER as to theppate allocation of these costs across other
opex categories. Envestra, Email to the AERyestra — Opex categories AER EN 02 Response
101020.dog¢20 October 2010; and Envesti®A access arrangement information, Attachment 1-2
— RIN Template, Proforma 6 (revised 101020).xls.

14 Origin, Submission on Envestra’s SA gas access arrange@&htovember 2010, pp. 2-3.
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was provided in the earlier access arrangementgbérit which were not
undertaken or completéd.

= The ECCSA commented on the AER’s possible apprtaehnalysing related
party margins and questioned the prudence andesfég of various categories of
Envestra’s proposed opex includitfy:

= the year selected as being an efficient base;

= the non-base year costs, in particular some ostiéye changes proposed; and
= the level of UAG, including both the volume andgerassumptions.

Further, the ECCSA also raised concern with the AEfeneral approach to input
cost escalation, proposing that the AER adopt @&nggrindustry inflation adjuster
in place of the CPI in the control mechanism. tgested that if the AER does
continue applying real labour cost escalators theae must include productivity
adjustments’

8.5 Consultant review

The AER engaged Wilson Cook, engineering consididatreview whether the
technical aspects of Envestra’s proposed opexradept and efficient. Wilson Cook
reviewed Envestra’s opex in the earlier accessgement period in order to provide
context to the forecast expenditures and asseselbetion of the base year as well as
the forecast expenditures as proposed.

Wilson Cook noted that actual opex in the earlereas arrangement period was
generally at its forecast level in total. Howewatiances in individual opex
categories were more significant, with Envestra imgkeductions in discretionary
items in a period when external factors put thérmss under financial pressufe.
In regard to forecast opex, Wilson Cook recommentat®

= 2009-10 be accepted as being an efficient base year

= several of the proposed non—base year costs imgugirious step changes be
rejected or amended

= the level of UAG opex be amended to reflect a nmaped reduction in volumes.

The AER has had regard to these recommendaticaygpiying the NGR and NGL.

15 SA Energy MinisterSubmission to the AER on the 2010 review of Era/esdistribution gas

access arrangemer2s5 November 2010.

ECCSA,SA gas distribution revenue reset, Envestra apfitioaa responsdovember 2010,
pp. 50-60.

ECCSA Envestra application, a responséovember 2010, pp. 39-46.

Wilson Cook Reviewof expenditure of Queensland & South Australiandjasibutors: Envestra
Ltd (South Australig)December 2010, p. 2.

9 Wilson Cook,Report — Envestra (SADecember 2010, p. 2.
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8.6 AER'’s consideration

8.6.1 Base year selection

Envestra proposed 2009-10 as being an efficier year for the purpose of
forecasting the ‘operating and maintenance’, aedatministration and general’
opex categorie®

The starting point when applying a base year ayliverd method of forecasting
expenditure, also commonly referred to as the awaefficient cost method’, is the
selection of a base year from a series of actyadmditures. The rationale behind the
adoption of this method is that many opex itemdangely of a recurring nature—
requiring only escalation for expected changesjoui costs or scale, or step changes
for regulatory or business environment alterations.

However, the rationale is based on various assomutiThe first is that previous
expenditure can be used as an indicator of likelyre expenditure. Secondly, that
the selected base year actually reflects effi@apenditure in a previous period. To
test these assumptions, consistent with previaydatory decisions, a number of
conditions are to be considered, including:

®= The base year should not include non-recurrentredipgre—such expenditure
would not be reflective of that to be incurred otrer forecast period. Further, it
would be a form of double counting if a busines®agdroposed opex related to
non-base year costs of a non-recurrent nature.

=  The expenditure should reflect actual rather tlomedast or unrealised
expenditure—to reduce the possibility of artifityahflated expenditure figures.

®= The base year should be close as possible to tbeast period—to present an
accurate reflection of a business’s current opagadind organisational
circumstances.

Further, and importantly, the AER needs to be ctarfi that the expenditure realised
in the base year was efficient. This can be donednyparing its level with that
realised in other years of the earlier access geraent period, and between
businesses if such data are available.

These conditions need not all be met, but rathesidered on balance as a basis on
which to assess the base year’s compliance withetipgrements of r. 91 of the NGR.

The AER accepts Envestra’s proposal that 2009-K&bas the base year for
forecasting opex over the access arrangement péni@dming to its conclusion the
AER has considered the following matters:

= the level of base year expenditure, which excluage/ork development and
UAG, compares favourably and is consistent witreogfears of the previous

2 EnvestraSA access arrangement informati@ctober 2010, p.74.
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access arrangement. A period in which an efficiancgntive scheme applied to
Envestra. The expenditure in the base year is b#loge in the preceding two
years and below the allowed level in all years

= the base year is sufficiently close to the accassigement period to be a reliable
indicator of Envestra’s current operating and orggional circumstances

= the advice of Wilson Cook that there is no indicatihat the base year includes
any non-recurrent expenditure itéths

= the advice of Wilson Cook that the benchmarkinggaibvided in the report from
Marksman Consulting for Envestra does not inditdaae Envestra’s base—year
opex is outside the expected rafige.

The AER therefore considers that year 2009-10 bepied as an efficient base.

8.6.2 Roll forward forecasts

Envestra has forecast its ‘administration and gadhand its ‘operating and
maintenance’ costs using the roll forward methdte AER accepts the advice of
Wilson Cook that Envestra’s application of costadstors to roll these costs forward
is appropriate, having reviewed the applied prapostof labour and materiaf3.
However, the AER has itself separately considenedattual cost escalators applied
by Envestra and considers that these should natdepted as they have not been
arrived at on a reasonable basis and for this rethgy cannot provide for the best
forecast in the circumstances, as set out in r)7@f(the NGR.

Further, and in relation to Envestra’s proposedaipey and maintenance opex, the
AER considers that the proposal for opex relatddneestra’s Network Management
Fee and incentive payments within its operatingrmadagement agreement with the
APA Group are not consistent with the NGR and NGhe AER considers that these
costs need to be removed from the opex forecashéoaccess arrangement period.

8.6.2.1 Outsourcing and margins

Envestra outsources its network operating actwitethe APA Group under its
operating and management agreement (Of&nvestra makes a number of
payments to the APA Group under the OMA, including:

= re-imbursement of reasonable costs incurred byAB% Group;

= a network management fee (NMF) — which includeest recovery component, a
margin and an incentive payment;

® incentive payments — one for opex, based on pee@.ctions in opex, and one
for capex, based on reductions in capex assoocidthchew connections’

2L Wilson CookReport — Envestra (SApecember 2010, p. 51.
22 Wilson CookReport — Envestra (SApecember 2010, p. 52.
% Wilson CookReport — Envestra (SApecember 2010, p. 52.
24 EnvestraSA access arrangement informati@ctober 2010, p. 45.
% EnvestraSA access arrangement informati@ctober 2010, p. 47.
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Envestra proposed that the NMF be set at threegyerof total revenue derived by
Envestra across its networks, totalling [c-i-c]liait ($2010-11) for the access
arrangement period, and proposed incentive payntetaiting [c-i-c] million ($2010-
11)?" Both were incorporated into Envestra’s opex foseca

In submitting that the costs incurred under the OM@& consistent with the NGR,
Envestra advanced the following ration&le:

= the relevant consideration under the NGR is wheteexpenditure is likely to
lower overall costs compared to alternative arrarmgygs, that is, in-house service
provision. Having regard to r. 91 of the NGR, Ernveesubmitted that it does not
need to show that expenditure is in fact the lowastainable cost achievable.

= outsourcing via the OMA enables Envestra to obdagnificant scale and scope
efficiencies

= were it not to pay the NMF, Envestra would not bkedo access these
efficiencies, with the alternative being to undketall operating activities in-
house at greater cost.

In support of its rationale Envestra submitted repby:

* KPMG (peer reviewed by Worley Parsofisjomparing OMA expenditure with
that which would be incurred were Envestra to penfthe services in-housg.

=  Marksman and Economic Insights, benchmarking Enasstosts and
productivity, suggesting that Envestra’s overapp@xditure compares well with
other gas businesses and that its overall expeadind therefore the OMA and
NMF is efficient®

= NERA Consulting, which concludes that Envestra’s N&bmpares well with
other margins in comparable industriés.
AER'’s consideration

Envestra’s opex and capex forecasts include expeedifor activities outsourced to
the APA Group. In terms of opex, Envestra’s acegsmngement proposal also

% For the access arrangement period, Envestra jsraposing to include incentive payment

associated with capex. EnvestEmail AER.EU.07November 2010.

EnvestraSA access arrangement informati@ctober 2010, p. 47; and, EnvesEamail
AER.EU.07 November 2010.

EnvestraSA access arrangement informati@ctober 2010, pp. 45-58.

EnvestraSA access arrangement information - Attachment\B/érley Parsons - The cost of gas
distribution service — Reviewdctober 2010 pp. 1-20.

EnvestraSA access arrangement information - Attachment®F8VIG — The cost of gas
distribution service when capabilities are retainiaternally, October 2010, pp. 1-180.
EnvestraSA access arrangement informatiottachment 5-8: Marksman Consulting Services —
Gas distributor benchmarking report Envestra Solitistralia and Queenslan@®ctober 2010, pp.
1-33; and, Envestr&A access arrangement information - AttachmentBepnomic insights —
The productivity performance of Envestra’s Soutbktfalian and Queensland Gas distribution
systemsOctober 2010, pp. 1-49.

EnvestraSA access arrangement informatiofttachment 5-9: NERA — Benchmark study of
contractor profit marginsOctober 2010, pp. 1-47.
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includes expenditures to cover an above cost marginncentive payment which
Envestra submits is required to access the outsdwactivities.

A service provider’s decision to outsource or pdavservices in-house is a matter for
a service provider to evaluate taking into congitien the relevant potential
efficiencies. The AER recognises that there is@dylad economic literature that in
some cases supports outsourcing as being effitiéfhere significant economies of
scale, scope and low transaction costs exist, faueh as Envestra might well find it
more efficient to outsource particular operatiometivities to a much larger firm such
as the APA Group. The literature indicates thaguaoh situations, the decision to
outsource not only allows the contractor to perféieoutsourced activities more
efficiently, but allows the firm to obtain efficieres from specialising in what it does
best** In support of its proposal Envestra has also stibchevidence including
affidavits from senior management, outlining thega of efficiencies that it asserts it
receives by outsourcing to the APA Grotip.

The AER is concerned only with the consistencyxgiemditures incurred via this
outsourcing with the NGR and NGL. The AER must haagard to whether proposed
expenditure is such as would be incurred by a pruskervice provider acting
efficiently, in accordance with accepted good iridupractice to achieve the lowest
sustainable cost of delivering pipeline servicesegsliired under r. 91 of the NGR. In
response to the latter part of this requiremert AER does not agree with Envestra’s
claim that the passage “achieve the lowest sustem@st” should be interpreted as a
form of best endeavours rather than an absolutéreegent.

Where outsourcing is obtained through competitiegk®t processes, the AER is able
to presume that the price paid for such serviceffisent. However, where this is not
the case, particularly where services are accesaatn-arms length transactions,
the AER cannot assume that prices within such ageats are efficient. The AER
considers that such circumstances might influensenace provider to artificially
inflate expenditures, particularly via the additmiprofits/margins on top of
expenditures for pure direct and indirect cost vecp>°

To assess the consistency of Envestra’s proposeld &id incentive payments with
these requirements, the AER has applied the comakfpamework set out in the
AER’s Victorian electricity distribution decisioff.This multi-step framework
investigates the circumstances surrounding the eranrwhich the contract was

% Coase, R.HThe nature of the firmEconomica, 1937, pp. 386—405; Williamson, ONEarkets

and HierarchiesFree Press 1978e economic institutions of Capitaliskree Press, 1985;

Transaction Cost Economics Holstrom and Tirole, 1989, Handbook for IndiggtOrganisation,

Ch.3, p. 135.

Prahalad, C.K. and Hamel, Bhe core competence of the corporatiblarvard Business Review

(v. 68, no. 3), 1990, pp. 79-91.

EnvestraSA access arrangement informati@ctober 2010, p.55; an8A access arrangement

information — Attachment 5-2: Affidavit of John Baeson October 2010.

% AER, Victorian Electricity Distribution Network Servid&roviders — Final decision 2011-2015
October 2010 p. 150.

%" AER,Victorian Final decision 2011-201®ctober 2010, p. 152.
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entered into, and then, if required, the economiionale behind the payments within
this contract®

Given the AER’s concerns with contracts sourced oon-competitive basis, the

AER considers it necessary to investigate the omigtances in which such contracts
are sourced and the relationship between the atatrand the service provider. To
this end, the AER’s assessment begins with thediep of this framework, a
presumption threshold test. By investigating mattdrpotential concern, the test does
not replace the NGR criteria but rather assistsABR in determining whether such
contracts and the payments therein are consisiéimtive NGR, and in particular r.91.

Step 1 - Presumption threshold test

The AER considered whether Envestra had an ineettiagree to non-arms length
terms at the time the contract (that is, the OMA)ywegotiated® The notion that a
test be applied to investigate circumstances wbiehd lead to incentives for
artificially inflated prices has not only been goisal but also proposed previously by
consultants NERA?

Circumstances in which the AER considered therentrbg an incentive to agree to
non-arms length terms include whéte:

= the outsourcing is with a related party;

= the outsourcing contract is not determined indepetig from the negotiations of
some other contract or agreement; and,

= some other side payment or benefit is conferrdddaservice provider in
exchange for accepting an artificially inflatedqgexi

The APA Group is the largest shareholder in Engestivning a significant interest of
30.6 per cent, with the Cheung Kong Infrastruc(@kl) group being the second
largest shareholder with 19.97 per c&ithese ownership levels afford both groups a
presence on the board of Envestra. Despite Env@stramission that the OMA is
managed in an independent manner and subjecidbrsinagement protocdfs the
APA Group is a party related to Envestra. The AERautious that such situations
might minimise incentives to reduce the cost ofdhtsourcing, given that the value

of the contract charge has minimal effect due toenship interests: The AER
acknowledges that the CKI group’s ownership level presence on the board of

% A detailed description of the steps within thimceptual framework is set out in the AER’s

decision on the Victorian electricity distributibusinesses. AER/ictorian Final decision 2011-
2015 October 2010, p. 152.

% AER, Victorian Final decision 2011-201®ctober 2010, pp. 163-168.

0" These comments were contained in a report corionisg by Multinet as part of its gas access
arrangement review (2008-12) by the Essential 8er@iommission of Victoria. NERA,
Treatment of outsourcing arrangements — Multinet distribution October 2007, pp. 34—40.

“1 " AER, Victorian Final decision 2011-201®ctober 2010, p. 164.

2 EnvestraSA access arrangement informati@ctober 2010, pp. 48-51.

3 EnvestraSA access arrangement informati@ctober 2010, pp. 53-55.

*  AER,Victorian Final decision 2011-201®ctober 2010, p. 164.
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Envestra may counter balance the possible infludratehe APA Group can exert
over Envestra.

The AER is also aware that at the time the APA @roeicame the outsource service
provider to Envestra, it was in the process of aoggfrom Origin Energy a 17

per cent equity interest in Envestralhe AER considers that in circumstances where
an outsourcing contract is not determined indepetitg&om the negotiations for

some other arrangement, then a service providemmoglgave an incentive to

minimise the cost of the outsourcing contract. Taisecause the price that a service
provider is willing to pay under the outsourcingitact may depend on the outcome
of the second arrangeméfit.

Similarly, the 1997 divesture of the Envestra netwuwy Boral (later, Origin) and the
agreement under which Boral’s subsidiary, Boralrgpé\sset Management (BEAM)
(later, Origin Energy Asset Management, OEAM) beedhe outsource operations
provider to Envestra, occurred as part of the sarmader transaction. Under such
circumstances, it is not possible to presume tiatontract reflected arms length
terms.

Given the simultaneous nature of these transactinh897 and then in 2007, and
significantly, given that the agreement betweendstna and the APA Group was not
the result of a competitive open tender processAER considers that it cannot
presume that the terms of that agreement areaificthe AER considers that the
agreement does not pass the presumption thresthalgever, this does not mean that
the AER considers that the expenditures thereinlghwot be recovered, but rather
that more detailed scrutiny of the merits behirelékpenditures is required.

Step 2 — Economic rationale

The AER questions the economic rationale behindbave-cost margin and
incentive payment, and whether this is consistetit thie requirements of r.91 of the
NGR and the national gas objectff/eSuch margins allow Envestra and the APA
Group to withhold from consumers the benefits eféfficiencies derived from their
outsourcing agreement for an indefinite time whiod AER considers contradicts the
intention of the regulatory framework.

The regulatory framework’s intent is such that muolg service providers are
provided with incentives to ensure that any priceeomes are consistent with what
would be expected to be realised in a workably cetitipe market. This intention

was noted by NERA, in its overview of the decisiynthe Supreme Court of Western
Australia in the matteRe Michael and by the AEMC in its final rule determination i
relation to chapter 6A of the NER.

%> EnvestraSA access arrangement informati@ctober 2010, p. 53.

% AER, Victorian final decision 2011-201p. 165.

" Section 23 of the NGL.

8 NERA, Treatment of outsourcing arrangements — Multinet distribution partnership
October 2007, pp. 5-10; Re: Michael, ex parte BPd€rgy (WA) Nominees Pty Ltd & Anor
(2002) WASCA 231, August 2002; and AEMRule Determination — National electricity
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Consistent with this intent, the AER has reviewse prudence and efficiency of
Envestra’s proposed expenditures for an accessgamaent period. Should Envestra
achieve efficiencies of any form, whether througlsourcing or any other
administrative, operational or technological imgrment, over the course of the
access arrangement period it is permitted to reterbenefits of these efficiencies,
but only for a period of time. The earlier accesarsgement period provided for an
opex efficiency incentive mechanism. For the acessmgement period an efficiency
mechanism would continue to reward Envestra forkastprical efficiencies

obtained, including via its outsourcing arrangemantl allow it to retain associated
benefits for a period of tim®.

The scheme operates such that, consistent witAERs EBSS in electricity, after 6
years from the time in which the efficiencies aralised, the service provider is
required to share these benefits with consumerthédcommencement of a new
access arrangement period, expenditures realigbe iparlier period are used as the
basis on which to forecast expenditut®$his process attempts to replicate what
would be expected to occur in a competitive mankbere premiums cannot be
charged for indefinite periods of time, unless assumes continuous service
improvements?

The AER considers that to allow Envestra and thé &Poup to indefinitely

withhold from consumers the benefits of efficiersdieey derive, through additional
costs for margins and incentive payments is at edttsthe intention of the
regulatory framework, to replicate a workably comitpe market. For this reason,
such expenditures cannot be considered to be ¢beasaa as consistent with the
lowest sustainable cost, as set out in r. 91 oNB®, or for that matter, efficient.
Neither would this be in the long term intereste@isumers with respect to price, as
set out in the national gas objecti7e.

Other legitimate factors

The AER has also taken into account any mattetsmight be considered legitimate
reasons for including a margin. To this end, thdRAdbserves that the NMF, in
addition to comprising a margin, also includes mponent that recovers costs
attributable to operating the network and not cedes direct cost§.Consistent with
previous decisions, the AER considers that suctseogght comprise a reasonable
addition to actual cosfs.

amendment (Economic regulation of transmissionisesy rule 2006 No.18\ovember 2006,

p. 93.

As set out in chapter 7, while the AER’s draftid®n is to not approve the carryover mechanism
as proposed by Envestra, the AER considers suatchanism can be approved subsequent to
Envestra undertaking required amendments.

This process is generally referred to as thee'atad cost method'.

Consistent with economic theory, a firm’s abilitycharge above market premiums can only be
sustained by delivering continuous improvementh@product or service that it provides to a
market.

2 Section 23 of the NGL.

>3 EnvestraSA access arrangement informati@ctober 2010, p. 57.

*  AER, Victorian final decision 2011-2015. 174.
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However, as Envestra submits that it is neithectprable nor appropriate to break
down the NMF into component parts. the AER is ueablassess the expenditure as
being consistent with the NGR requirements. Furtter AER considers that such
expenditure would need to be adequately substadtitd the extent that such costs
are required in addition to and do not duplicate@Rpenditures (particularly those of
an overhead nature) that are already incorporat&shvestra’s forecast opex and
capex.

Incentives

Envestra submitted that in the absence of the pimviof the NMF and incentive
payments to the APA Group, it would not be abladoess the efficiencies available
under its outsourcing contrattlt also submitted that the KPMG report sets ouatwh
the resulting situation would be if the activit@grently being outsourced were
internalised. The AER does not accept this comparas it does not agree that not
allowing Envestra to recover the NMF and incenpagments within its forecast
opex will create a perverse incentive toward affitient in-house alternative®

The AER accepts the notion that an opex efficiancgntive mechanism should be
applied to Envestra. Such a mechanism would thexefilow Envestra to retain the
efficiencies derived under its outsourcing agreenf@ma period of time. Should
Envestra consider that paying an NMF and incergagment to the APA Group is
necessary, the AER considers that such above-gkpshditures can be funded by
Envestra through these efficiency benefits.

Further, the AER does not agree with the suggestianEnvestra would find it
efficient to choose to internalise its currentlysmurced activities if not permitted to
recover its NMF and incentive payment expendit@igen the significant scale and
scope efficiencies that Envestra’s submission basw as resulting from its OMA,
the AER questions whether internalising these digsvin the face of such
efficiencies would be a likely favourable optiom tenvestra and indeed whether it
would be consistent with r. 91 of the NGR.

The AER also questions whether such a situatioridvaigo be consistent with the
long-term interests of consumers as set out ilN(B®. Given the information
submitted by Envestra, the AER considers that droumse cost standard as advanced
by Envestra, whether used to substantiate a Situathere Envestra would choose to
provide all services in-house, or to justify theergion of efficiency benefits, would
not promote efficiency in the long term intereste@nsumers, as consumers would
not share in the realised scale and scope effigernf the contractoy.

Comparative analyses

In submitting that its OMA expenditure and the Ni#d incentive payment therein
is efficient, Envestra provided a number of coresk reports comparing Envestra’s
overall cost and productivity performance with tbabther businesses, and

> EnvestraSA access arrangement informati@ctober 2010, p. 58.

*  AER, Victorian final decision 2011-201®ctober 2010, p. 198.
> AER, Victorian final decision 2011-201®ctober 2010, p. 212.
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comparing the NMF against margins in other indesffl The AER has had regard to
the analyses submitted by Envestra, however the A&SRhot placed significant
weight on these reports given the concerns notedtahese expendituré3The

AER does not agree with the premise of such corspasiin regard to payments
made under Envestra’s OMA.

As noted, the AER is concerned that allowing Emeetst recover expenditures of this
nature would effectively allow the benefits of dexd efficiencies to be indefinitely
withheld from consumers. Further, the AER consideas using comparative
analyses such as those advanced by Envestraify arsapproach inconsistent with
the intent of the regulatory framework is not arate. A related party contractor
may be relatively more efficient in service prowisithan other service providers. If
the maximum charge between a service provider araitsourcing contractor that
was permissible under the NGR were the prevailwgistry average, then the service
providers could retain the benefit of efficiencieslonger periods than the AER
considers appropriate—that is, for 6 years wittardgo opexX?

Further, despite the efficiency retention concavith regard to margins, the AER
considers that it is still appropriate for the AERconsider the economic case for
margins or any component on a case by case basisassdone in regard to Envestra.
The AER acknowledges that there might be legitimessons for the inclusion of a
margin, as it has highlighted in regard to cosé$ Envestra submits have not been
recovered as direct costsNo allowance for legitimate costs has been detegthi

with regard to Envestra given the lack of detagalistantiation. However, the AER
considers that such a process of case by casadeoatson necessarily needs to be
followed, rather than the alternative of resortiogomparative analyses such as those
submitted by Envestra to inform on the legitimatyhese costs.

AER conclusion

For the reasons set out in section 8.6.2.1, the A&#$ not consider that Envestra’s
proposed NMF and incentive payment opex is contistéh r. 91 of the NGR and
the national gas objective of the NGL. The AER rszgithat Envestra’s opex
proposal be amended such that these expendituresnoeed as set out in table 8.3.

% Envestra, SAccess arrangement information — Attachment 5-8VIGP- The cost of gas

distribution service when capabilities are retairiaternally, October 2010, pp. 1-180;
Attachment 5-8: Marksman Consulting Services — dstsibutor benchmarking report — Envestra
South Australia and Queenslardctober 2010, pp. 1-33; arAtfachment 5-7: Economic insights
— the productivity performance of Envestra’s Sotistralian and Queensland Gas distribution
systemsOctober 2010, pp. 1-49.

% AER, Victorian final decision 2011-201®ctober 2010, p. 219.

®1  AER, Victorian final decision 2011-201®ctober 2010, p. 214.
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Table 8.3: AER conclusion on Envestra’s proposed NMand incentive payment

2011-12 2012-13 2013-14 2014-15 2015-16 Total

Envestra proposed NMF [c-i-c]
Envestra proposed incentive payment [c-i-c]
AER amendment [c-i-c]

8.6.2.2 Growth escalators

Envestra adjusted its opex to account for foregastith in the size of its operation
(incremental growth escalators). It submitted thiaile the majority of its opex is
fixed in the short term, an incremental cost of 85%er customer will be incurréd.

Wilson Cook noted that Envestra’s estimate inclub@®7 for periodic meter change
costs (PMC) which Wilson Cook considered to bemegatem. Wilson Cook
recommended that the PMC costs be removed froroaleelation®® The AER agrees
with Wilson Cook that while otherwise reasonablireated, Envestra’s growth
escalators need to be amended to remove the PM@ormnt from opex. The result
of the AER’s amendment to Envestra’s growth esimalas set out in table 8.4.

Table 8.4: AER conclusion on incremental growth estator ($m, 2010-11)

Incremental growth escalator 2011-12 2012-13 20131 2014-15 2015-16 Total

Envestra proposed 0.21 0.41 0.51 0.72 0.92 2.77
Amendment to PMC -0.09 -0.17 -0.26 -0.34 -0.43 91.2
Total AER approved 0.12 0.24 0.25 0.38 0.49 1.48

8.6.2.3 Input cost escalators

Envestra engaged BIS Shrapnel to produce foreohstal input cost escalators. It
proposed to apply three types of labour cost egwaland two for materials, as set
out in table 8.5. All of these escalators were &elbfrom BIS Shrapnel’s forecasts.

2 EnvestraSA access arrangement informati@ctober 2010, p.84.

8 wilson CookReport — Envestra (SApecember 2010, p.62.
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Table 8.5: Envestra’s proposed real cost escala®w(per cent)

Escalator category  Escalator 2011-12 2012-13 2013-12014-15 2015-16
EGW Labour 1.6 1.8 2.2 2.3 1.9
General Labour 1.4 2.5 2.7 2.6 2.0
Labour
Construction (capex 23 3.2 36 24 13
only)
Network materials 2.5 1.5 -0.2 -3.1 -2.4
Materials
General materials 0 0 0 0 0

Source: Envestr&A access arrangement informati@ctober 2010, p. 90.

Envestra’s proposed approach to the applicatidhesfe escalators has been to apply
the Electricity, Gas and Water (EGW) labour, gehlatzour and network materials
escalators to its opex based on submitted appitasites.

The AER has had regard both to Envestra’s methaldfing input cost escalation
forecasts (including the data sources and indexsurea) and the method of applying
these escalators to its opex and capex, and whibidse met the NGR requirements.
The AER considers that for it to be satisfied floagcast opex or capex meet the
requirements of r. 91 and r. 79(1) of the NGR, eea} cost escalation must be
forecast on a reasonable basis, represent th@bssible forecast or estimate in the
circumstances and be supported by a statemené tfais of the forecalt.

The NGR do not require real cost escalation beieghpb a business. Under the
control mechanism applied to Envestra, x-factomelets reflect the path of real costs
and a CPI is used to transform real costs into nahvialues. Where the AER does
not accept real cost escalation, input costs ar@ated in line with CPI under the
control mechanism.

In its submission, the ECCSA proposed that the AlEfRelop an ‘energy industry
inflation adjuster’ of specifically defined coseatents, rather than CPI, in the
interests of eliminating forecasting risksThe AER considers that this would be a
significant departure from the regulatory approtctate. It has been regulatory
practice to analyse the components of capital gedading expenditure and identify
cost drivers for which published forecasts arelatée or for which forecasts can
reasonably be made. These real terms forecastisearéncorporated in price paths to
which a CPI adjustment is made annually. It may aks noted that the return on and
of capital together represent about three quantetictal revenue needs. CPl is an
appropriate escalator for these components, haegayd to forecast cost of capital in
real terms. Thus the use of CPI is overall reaslyrrapresentative of all inflationary
effects. The AER prefers a regime that is simpk @me which allows greater

® NGR, . 74.
% ECCSA,Envestra application, a respondé¢ovember 2010, p. 42.
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predictability within the regulatory period, and IG®a well-understood adjustor for
which forecasts are readily available.

The use of forecasts rather than ex-post adjussngmin important feature of the
regulatory regime. The AER is required to providevie providers with incentives
to promote efficient investment and provision afvgges. By forecasting based on its
best estimates, the AER provides businesses wittppropriate efficiency baseline
that it can potentially outperform, revealing effiacy gains. The service providers’
actual costs are then used as a basis to foracadt forward over the next period,
reflecting the most up-to-date information and pagthe benefits of any efficiency
gains through to consumers.

The AER acknowledges that any forecast is by itg mature subject to some degree
of uncertainty and some deviation between foremadtactual expenditure is to be
expected. However, the AER does not consider bisinecessarily leads to forecasts
that are systemically biased towards conservatsnsuggested by the ECCSA. The
AER accepts forecasts that are consistent with.#erequirements.

The AER has reviewed Envestra’s proposed methagbjoliying escalators and the
escalators themselves for both labour costs andrrakst

Application of escalators

Envestra proposed applying escalators based deritged cost allocations for each
opex and capex category. It submitted that thdeeadlons were calculated using
historical averages where available, and otherbysesing reasonable estimaftés.

Wilson Cook reviewed Envestra’s method for deriviogt escalator application rates
and considered it to be reasonable for both opdxcapex, having reviewed the
applied proportions of labour and materiflFhe AER accepts Wilson Cook’s advice
that Envestra’s proposed method for cost escadgiplication is reasonable and
consistent with r. 74 of the NGR.

Labour cost escalators

The AER does not accept that Envestra’s proposemlitacost escalators allow for a
forecast to be arrived at on a reasonable basegasred under r.74(2)(a) of the
NGR. The AER does not agree with the method chbgdefnvestra, in particular the
index measure used to forecast labour price grawththe method’s exclusion of
productivity effects on escalation.

Index measure

The AER considers that the Labour Price Index (li$the appropriate measure on
which to forecast labour prices for the purposeeaf cost escalation. The AER’s
reasons for this were set out in detail in its sieci for the Victorian electricity
distribution businessé8.In contrast, Envestra has proposed escalators lnasthe
Average Weekly Ordinary Time Earnings (AWOTE) measof wage growth. The

EnvestraSA access arrangement informati@ctober 2010, p. 90.

7 Wilson CookReport — Envestra (SA). 38.
%  AER, Victorian Final Decision 2011-201%\ppendix K, October 2010, p. 246.
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basic construction and purpose of the two indexes@tical in determining their
appropriateness for use in forecasting labour castsoted in both the Victorian final
decision and in several reports prepared by AcEessomics’ "°

The AWOTE index is designed to reflect the avenagges earned by a worker in a
segment of the economy, in this case by state grs@d¢tor. As noted by BIS

Shrapnel, the primary difference between AWOTE thedLPI is the influence of
compositional shifts in employmeftChanges in the composition of the workforce in
terms of seniority, occupation within an industeg®r or gender distribution are all
reflected in the AWOTE index. By comparison the kéflects the growth in the

price of labour based on costs of fixed levelsséfll and is unaffected by
compositional shifts. The AER considers that thesgwvity of AWOTE to
compositional effects is problematic in the contediabour cost escalation—as
evident from the severe oscillation shown in figlre

Figure 2: Growth in AWOTE and LPI, Australian utili ties sector
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Source: AER analysis of ABS data: ABSat 6302.0: Average Weekly Earnings —
Australia, August 2010; and ABSZat 6435.0: Labour Price Index — Austrglia
September 2010.

Figure 2 sets out the progression of LPI and AWQ@Tthe national EGW sector over
time. The volatility shown in figure 2 is likely toe exaggerated further at the state—
sectoral level as the sample sizes in the surveysthesses decrease. In its report,
Access Economics noted that the analysis of cortippal shifts is sometimes
relevant when analysing the wage progression ofiti@e Australian economy:.
However, at this level of disaggregation, the AERSiders the benefits from this
analysis are clearly outweighed by the volatileeseit produces. In highlighting the
marked deviation between the two indexes in 2009At8ess Economics statéd:

% AER, Victorian Final Decision 2011-201%ppendix K, October 2010, pp. 245—248.

0 Access Economic§orecast growth in labour costs — Queensland anatisAustralia November
2010, pp. 86—-91; Access Economi€Esyecast growth in labour costs, update of Marci@0
report, September 2010, pp. 74-79.

L BIS ShrapnelReal Cost Escalation Forecasts to 2015-16 — Quaadsind South Australja

August 2010, p. Al.

Access Economic$§,orecast growth in labour costs (Qld and SBecember 2010, p. 89.

Access Economic§,orecast growth in labour costs (Qld and SBecember 2010, pp. 88-89.
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It is therefore worth calculating the degree of positional change that
would explain the current divergence in the AWOTIE &PI assessments of
the pace of wage growth in the utilities sectorrdie past year — that is,
generating 10.7% growth instead of 4.4% growth.

Say the compositional change that other commeistat@r concerned about
involving firing 1% of the workforce, and then g replacements. Further,
for the sake of simplicity of the example, assuha the average wage in the
sector is $100,000 a year.

To get a gap in wage growth equal to that evidentenitly (10.7% growth
instead of 4.4% growth) as a result of such contjposil change, then the
past year would have to have seen 1% of the warkftgome 1,300 people)
earning only half the average ($50,000) being séckéh their replacements
earning an average of almost fourteen times tf&8q®00).

The AER accepts the advice of Access Economicauliiag AWOTE is unlikely to
provide a reasonable reflection of the true movdmenthe price of labour faced by
Envestra. Further, the AER considers that the prooced volatility associated with
the AWOTE is unlikely to represent a reasonablestfas a forecast, or to produce
the best forecast possible in the circumstancesudl, the AER considers that
Envestra’s forecast is not representative of thieiet costs it is likely to face, and
the AER is not satisfied that the labour cost edoad meet the requirements of r. 74,
and by extension, r. 79(1) and r. 91 of the NGR.

Productivity effects

In line with BIS Shrapnel and Access Economics ABR considers that productivity
is a key driver of relative wagé$However, BIS Shrapnel did not explicitly adjust fo
the effect of productivity on per unit of outpubtaur costs. Access Economics
accounts for the effect of productivity in its walgeecasting model, by assuming that
more productive workers will be compensated witjher wage<® It also accounts

for productivity effects on the cost of labour peit of output. To do so, Access
Economics applies post—forecast adjustments teatethe assumption that a more
productive workforce will produce the same unibafput of labour at a lower co%t.

The ECCSA in its submission to the AER proposet phaductivity adjustments
should be applied to labour cost forecd$tBhe AER considers that Access
Economics’ assumptions reasonably reflect the tififggimpacts of productivity on
wages and overall unit costs of labour, and they tire therefore arrived at on a
reasonable basis and represent the best forecasblaoin the circumstances.

Disaggregation and application of labour cost estais

The AER accepts Envestra’s proposal to apply restl escalation to disaggregated
labour expenditure categories. Envestra has propsegarate forecast indexes to
escalate EGW labour costs, general labour coste@matruction labour costs. This is

" BIS ShrapnelReal Cost Escalation Forecasts to 2015-16 — Quaedsand South Australja
August 2010, p. 13; and Access Economiicgecast growth in labour costs (QIld and SA)
December 2010, p. 103.

Access Economic$§,orecast growth in labour costs (Qld and SBecember 2010, p. 103.
Access Economic$§,orecast growth in labour costs (Qld and SBecember 2010, pp. 105-106.
ECCSA Envestra application, a responddovember 2010, p. 45.
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consistent with previous decisions approved byMER.’® The AER considers that
this level of disaggregation produces a more atewstimation of real labour cost
growth, considering the diversity of occupationghiwi Envestra’s labour pool.

Envestra stated that the types of workers includede ‘general labour’ category
were ‘mainly clerical-administration, professionaigl managerial staff providing
mainly administration and corporate servic€sThe ‘general labour’ escalator
forecasts labour price growth in the Property andiBess Services (PBS) sector
using the ANSIC 1993 classification scheme. Howgefecess Economics provided
forecasts based on the ‘administrative and suggovices’ (ASS) ANZSIC 2006
industry classification. In its Victorian electtigidecisions, the AER used a weighted
average of EGW labour and ASS sector labour tactmEethe rate of internal labour
cost escalatiof’ Envestra has provided detailed separate weighforgs EGW
labour, and general labour. The AER considers t88 Alassification reasonably
reflects the type of labour in Envestra’s ‘gendémbour’ workforce.

Materials cost escalators

Envestra’s proposed ‘network materials’ cost edoaia similar to the ‘polyethylene’
escalator developed by the Competition Economistsi(CEG) that has to date not
been accepted by the AER. Such escalators wereggddy Jemena, Country
Energy and ActewAGL in their recent access arraregemeviews: # The AER did
not accept the proposed plastics escalators imfthese reviews. The AER
understands that BIS Shrapnel:

1. derived a historical relationship between crudeand thermoplastic resin prices,
both converted into $AUD

created a weighted average of network pipe prices

derived a historical relationship between crudetb#grmoplastic resin and
network pipe prices

4. used forecast movements in crude oil and thermbplaesin prices to forecast
movements in plastic prices, using the relationslet@rmined in 3.

Under r. 74(2) of the NGR, the AER must be satisfleat forecasts are arrived at on
a reasonable basis, and are the best forecasblgossthe circumstances. The AER
considers that the BIS Shrapnel report providedffitsent detail on the

methodology, approach to, and computation of tlevalsteps. The report sets out the
general underlying relationships but does not destnate whether the variables were

8 AER, Victorian Final Decision 2011-2015, Appendix ®ctober 2010, p.255; and AER,
Queensland Final Decision 2010-2015 413.

EnvestraSA access arrangement informati@ctober 2010, p. 89.

8 AER, Victorian Final Decision 2011-2015, Appendix Gctober 2010, pp. 251-252.

8 For example: CEGEscalationfactors affecting expenditure forecasts, A reportfctewAGlL,
March 2010, pp. 10-12.

JGN,Letter to the AER, JGN access arrangement revigioposal: JGN further response to the
draft decision, 28 April 2010, attachment 2, JGINygHcs cost escalatorg\pril 2010, pp. 2-3
(public version); Country Energfccess arrangement information, appendix F: CEG@aldion
factors affecting expenditure forecasts, a reportGountry EnergyJune 2009, pp. 17-18; and
ActewAGL, Revised access arrangement informatidanuary 2010, pp. 25-26.
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regressed, which variables were assessed or irtslodany quantitative assessment
of the models’ predictive success. Due to this laicitetail and substantiation in the
BIS Shrapnel report, the AER considers that thedast based on the proposed
‘network materials escalator’ does not meet theireqents of r.74(2). In addition,
the AER considers that a reasonable alternativeaodetf forecasting network
materials does not exist, and therefore considetsark materials expenditure should
not be escalated in real terms. As such, netwotiemaainput costs will be escalated
in line with CPI under the control mechanism.

Envestra proposed zero real cost escalation fatlaélr materials. BIS Shrapnel stated
that the general materials escalator includedngeaof items common to most
businesses and organisations such as station&icg fafrniture, electricity, water,

fuel, rent etc’. The AER considers that pricesdativerse basket of goods as
described would reasonably be expected to movieannith CPI. As CPl is the rate

of inflation applied under the control mechanishe AER accepts Envestra’s
proposal that no other material input costs shbeléscalated in real terms.

AER conclusion on input cost escalators

The AER considers that Envestra’s proposed redleszalators have not been
estimated on a reasonable basis nor produce thébesast in the circumstances
faced by Envestra. In particular, the AER considers

= the labour cost escalators are not based on theappsopriate method—it uses
the AWOTE index rather than the LPI index, andsfédl effectively account for
the effects of productivity on the cost of labour

= insufficient substantiation was provided by Enves$tr suggest that its network
materials escalator produces an accurate refleofiomaterials costs.

The AER does not approve of Envestra’s real castlators and requires that the
following amendments be made:

= the labour cost escalators be replaced with AcEessomics’ forecast
"=  the ‘network materials’ escalator be removed.
The result of these amendments is set out in &ble

Table 8.6: AER’s amended real cost escalators (peent)

Escalator category  Escalator 2011-12 2012-13 2013-12014-15 2015-16
EGW Labour 1.6 -0.4 0.0 0.3 -0.7
Labour General Labour -1.8 -1.1 -0.4 -1.2 -1.7
Construction (capex only) 0.8 0.6 0.6 -0.5 -1.0
Network materials 0 0 0 0 0
Materials
General materials 0 0 0 0 0
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8.6.3 Specific year by year forecasts

8.6.3.1 Network development

The AER does not accept that sufficient evidencel®en provided by Envestra to
suggest that particular components of Envestratchst network development opex
have been estimated on a reasonable basis aseetyyir.74(2)(a) of the NGR. The
AER requires that this program be amended.

Envestra proposed a total network development progf $43 million ($2010-11)
over the access arrangement period. The overajr@mo comprises of two sub-
programs each with various distinct projects, idiig®*

1. operations support ($6.2 million) - physically mgimg new customer network
connections

2. market development ($37 million) — industry repreagon, incentive
payments, advertising, website and IT managementldpment and
deployment of new technologies and other markedpex.

Envestra submitted that the program is necessatitg¢mpt to reverse the declining
average residential consumption of natural gaouttsAustralia, and also increase
customer number¥.

Envestra’s proposed network development expendi@&#@ million) represents a
significant step increase in costs when considaleagside its previous allowed
expenditure of $34.7 million ($2010-11) and moréBstgly, alongside its actual
incurred expenditure of only $23.3 million ($2010y1The ECCSA and Origin have
both raised concerns about the level and subsequanits of this expenditure,
particularly for a distribution busine&SEnvestra has submitted that actual
expenditures in the earlier access arrangemerddgare somewhat misleading as its
network development program was significantly restlim response to the global
financial crisis>® This demonstrates the significant discretionatyreaof such
expenditure.

While the AER acknowledges that some forms of ntagkeelopment can be
experimental or prospective in nature, expendipuoposals need to be adequately
justified in terms of their expected efficiency.garticular, proposals for projects
involving forecasts of uptake numbers or estimatet required incentive payments
need to be reasonably based on sound economicyigeThe AER has had regard
to these matters in assessing the particular coemgsmof Envestra’s network
development program for consistency with r.74 afd of the NGR.

Wilson Cook reviewed the operations support compbo(iE/ per cent of the network
development proposal), noting that the expendisipgedominately related to the

8 EnvestraSA Access arrangement informatiofttachment 6.5 — Network Development Plan

October 2010, p.26.

8 EnvestraAttachment 6.50ctober 2010, p.2.

8 ECCSA Envestra application, A respondéovember 2010, p.59; and, OrigEnvestra’s SA gas
access arrangementlovember 2010, pp.2-3.

8  EnvestraSA access arrangement informati@ctober 2010, p.34.
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labour involved in planning new connections. Wilstook considered this
expenditure was consistent with previous, only kegicen was applied, and is prudent
and efficien’ Based on Wilson Cook’s review, the AER acceptstBi€ million in
operations support expenditure as consistent withand r.91 of the NGR.

The market development component was not a tedremncgneering matter and was
reviewed by the AER. The AER identifies concernthwiree components of
Envestra’s proposed market development progransd hee considered in turn.

Incentive payments

Envestra proposes to spend $16 million to provatéous types of performance
incentives to induce customers to take up gaseet@appliance®® The incentive
programs and related payments are set out in &ble

Table 8.7: Envestra’s proposed incentive payments market development

Incentive program Incentive payment ($ per customer
Home electric to gas hot water changeover [c-i-c]
Gas central heater installation incentive [c-i-c]
Gas air conditioning (gas heat pump) [c-i-c]

Source: Envestr&A Access arrangement informatiodittachment 6.5 — Network
Development PlanOctober 2010, pp.28.29.

Each of these programs and their positive busicasss have been linked to forecasts
of appliance uptake numbers, with the first twaeimive programs submitted as being
based on the results from previous pilot trial2®05, 2006, and 2018 The AER
reviewed the uptake number forecasts for thesept@grams and does not find
sufficient evidence to suggest the programs withdaad to an uptake of 2000 new
appliances for each year of the access arranggreentl. It is not evident how
Envestra extrapolated the results of the pilot pots to produce a figure of 2000.

The AER notes that the gas air conditioning inaengrogram is new and that the
estimates provided by Envestra are even more progpehan the other two
proposed programs. The AER considers that insaffteevidence has been advanced
to provide a basis for an anticipated total of 146 appliances to be taken up
across the access arrangement period.

For these reasons the AER considers that contary4(2) the forecasts are not
arrived at on a reasonable basis nor the bestassnpossible in the circumstances.

Further, the AER considers insufficient evidence weovided to demonstrate what
level of incentive payment is required to inducetomer uptake. Such an assessment

87 Wilson CookReport — Envestra (SA). 53.
8 EnvestraAttachment 6.50ctober 2010, p.27.
8 EnvestraAttachment 6.50ctober 2010, pp.28-29.
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necessarily needs to demonstrate how the levalcehtive payment is economically
efficient and achieves the lowest sustainable a®sequired under r.91 of the NGR.

Website and IT management

Envestra proposed $0.6 million in total over theess arrangement period to develop
a website to provide a range of information, inahgd promotion of natural gas;
informing customers on how to connect and arrangepliance installation; and,
collating market research informatidh.

While in general such programs may have some nileetAER considers that
Envestra has not submitted sufficient informatiomdicate if the website is to be in
addition to Envestra’s current website, and ifwgby the proposed features cannot be
accommodated in its current website. As such thR A&nnot be satisfied that the
expenditure is prudent. Further, the AER is conegnhat expenditure on website
development for the purpose of market developmeuldcbe double counting on
other information technology related costs thatadiready included in Envestra’s base
year costs. A case has not been set out as tohHeproposed expenditures differ and
are in addition to those in the base year, andthiwse in the base year would still be
required. As such, the AER considers that the peg@xpenditure for website and
IT management is neither prudent or efficient aggguired under r.91 of the NGR.

Development and deployment

Envestra proposed $4 million over the access aeraegt period to establish a new
technology group to facilitate the deployment oblging technologies in the South
Australian market! It proposed that the group would engage in a rafigetivities
including running demonstration appliance triateating and maintaining watching
brief activities and liaising with relevant stakéthers®

The AER is generally supportive of efforts to deyethe market for pipeline services
where such efforts can lead to increases in derttatdn effect disperse the
individual impact of tariffs to recover network ¢esWhile accepting that such efforts
can have lagged effects, the AER needs to beisdtitfat such expenditures are
efficient and prudent. The activities proposed witBnvestra’s development and
deployment project, particularly the trialling ofw technologies, appear to go
beyond market promotion activities and into adegatof a more developmental
nature. Various stakeholders including the ECCS&@rigin have questioned the
reasonableness of Envestra’s proposed network a@weint expenditure. In its
submission, Origin submitted that it was not awafrany new gas technologies in the
medium term that could increase gas consumptidmines likely to have below
average consumption. Origin further consideredithaas not apparent that Envestra
as the distributer is best placed to develop theketdor the relevant technologigs.

The AER has considered these concerns in the dooftéhxe NGR and NGL
requirements and with regard to the detailed bgsicase submitted by Envestra. The

% EnvestraAttachment 6.50ctober 2010, pp. 29.

L EnvestraAttachment 6.50ctober 2010, pp. 29—30.

%2 EnvestraSA access arrangement information — Attachmenfppendix 4: Development and
deployment of new technologi€xctober 2010, pp. 1-5.

% Origin, Envestra’s SA gas access arrangemBinivember 2010, p. 3.
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business case assumes that if 400 units from thdewhnologies program were
installed each year, the overall program wouldffieient.>* The AER considers that
Envestra has not sufficiently demonstrated hova# feasonably estimated that its
program will lead to the installation of 400 unper annum. As such the AER
considers that contrary to r. 74(2) Envestra haslamonstrated that the estimate has
been arrived at on a reasonable basis nor repsettenbest estimate.

Furthermore, the AER notes the proposed actiwigsin the development and
deployment program appear to overlap with thosegsed under its “representation”
project. In particular, under the representatiarjgut, Envestra already intends to
develop and maintain relationships with key indpstakeholders in order to promote
natural gas and its applianc8#s such the AER does not consider that sufficient
evidence has been submitted to suggest that sesdrgiween the representation
project and the development and deployment prajechot likely, and will require
additional expenditure. Therefore, the AER consdkat Envestra has not
established that this expenditure would be consistéh r.91 of the NGR.

AER conclusion

The AER does not consider that Envestra’s propaségdork development opex has
been demonstrated to be prudent and efficientqasrezl under r. 91 of the NGR:

= the incentive payments project has not been demadedtto be prudent and
efficient. There is insufficient evidence to suggést the proposed appliance
uptake numbers and level of incentive payment heen estimated on reasonable
grounds, or represent the best estimate possibeinircumstances, as required
under r. 74 of the NGR

= the website and IT development program has not depronstrated to be prudent
and efficient

= the development and deployment project has not Beeronstrated to be prudent.
Its expenditure has not been demonstrated to e, with insufficient
evidence to suggest that its 400 unit per yeaallagton figure represents a
reasonable estimate. Further, insufficient eviddraebeen advanced to suggest
that synergies between this program and the repiesan program are not likely,
SO as to require separate and additional expeeditur

The AER requires that Envestra’s network develogregpenditure be amended to
remove these particular programs and projectsetasus in table 8.8. The effect of
these amendments has been incorporated into thésAteRision on Envestra’s
demand forecasts, as set out in section 10.6ladtaft decision.

% EnvestraAttachment 6 — Appendix 4: Development and deployofenew technologies

October 2010, p. 5.
% EnvestraAttachment 6.5 — Network Development Pl@atober 2010, p. 27.
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Table 8.8: AER conclusion on Envestra’s network deslopment program ($m, 2010-11)

Network development 2011-12 2012-13 2013-14 20131 2015-16 Total

Total Envestra proposed 8.0 8.3 8.71 9.02 8.92 42.96
AER amendment -3.49 -4.20 -4.41 -4.41 -4.61 -21.12
Total AER approved 451 4.10 4.31 4.61 4.31 21.84

8.6.3.2 Unaccounted for gas

The AER does not accept that Envestra’s forecalstAds volume is arrived at on a
reasonable basis and is the best forecast in ttienestances as required under r.74(2)
The AER considers that the forecast should refidarger reduction in UAG volume
across the access arrangement period. FurthedBRedoes not consider that
sufficient justification has been provided by Enva@$o support its gas price
assumption within the UAG opex forecast.

UAG is defined by Envestra as the difference betwtbe amount of gas injected into
the network and the amount billed to custoniBnvestra submitted that an
estimated 80 per cent of the total UAG volume soagted with leaking cast iron
and unprotected steel maiiEEnvestra proposed a total of $63 million in opegro
the access arrangement period in order for it tol@ase gas to compensate for gas
losses in the network.Envestra’s forecast is based on certain assungpésito the
forecast price of gas and the likely volume of UABt out in table 8.9.

Table 8.9: Envestra’s proposed UAG opex assumptions

2011-12 2012-13 2013-14 2014-15 2015-16

Volume (TJ) [text removed - c-i-C]
Price ($) [text removed - c-i-C]
Total UAG opex ($m 2009-10) 13.91 13.89 13.00 11.82 10.31

Source: Envestr&A access arrangement information, Attachment 6e2hSAustralian
Network Opex Forecast — UAE@ctober 2010, p. 1.

AER’s consideration

Envestra’s proposed UAG opex represents a signific&rease on its allowed and
incurred expenditure in the earlier access arraegéperiod. The AER has reviewed
both the volume and price assumptions within tbiedast, with Wilson Cook being
engaged to provide the AER with engineering adeitéhe volume.

96
97

EnvestraSA access arrangement informati@ctober 2010, p.78.
EnvestraSA access arrangement information: Attachment duttSAustralia Network — Mains
replacement planjuly 2010, p. 22.

% Envestra, SA access arrangement information, E@ct2010, p.74.
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UAG volume

The increasing rate of leakages in Envestra’s ndtivave been a matter of concern
to both the technical regulator (OTR) and the pliagonal regulator (ESCOSA) in
South Australia. Attempting to mitigate the levéleakages has been submitted as
being the principal driver behind the significantlaaccelerated mains replacement
program that Envestra has submitted in its capepgsal. The prudence and
efficiency of that program is considered in cha@telowever, consideration of the
proposed opex for UAG has necessarily requiredttf@®@fAER have regard to the
program and its stated and likely impacts on raaythe increasing deterioration
rates of the pipes.

Given the impact of gas sales on the percentagA\Gf volumes on the network,
Wilson Cook considered it appropriate to analysei$Bue in pure volume terms and
not percentage ternisThe AER notes that this is how UAG volumes we@ppsed
by Envestra and appears reasonable consideringsEEaves put together a detailed
bottom up forecast of UAG volumes with linkageshe mains replacement program,
length of cast iron mains and deterioration rates.

Wilson Cook was not satisfied that the projecteell®f reduction in UAG volumes
over the access arrangement period reconciledtirgtinformation submitted by
Envestra as to the proposed rate of mains replagetheonsidered that Envestra’s
submitted level of loss reduction was minimal amat it assumed a high rate of
deterioration of the mains still in service eachrydo this end, Wilson Cook did not
consider that Envestra’s forecast rate of deteimraf 9 per cent was reasonably
based. Further, it noted that while the numbeeaklIrepairs were projected by
Envestra to fall by over 60 per cent over the azeesangement period, the minimal
proposed reduction in losses did not appear tm ali¢h that forecast?

Wilson Cook recommended that based on the infoomairesented by Envestra, and
assuming that its proposed mains replacement prograccepted, the UAG forecast
should reflect a lower rate of deterioration over period and the volume should
therefore be reduced® As set out in chapter 3, the AER has approved &ra/s
proposed mains replacement capex program. Inaelédithe UAG forecast, the AER
considers that the proposed UAG volume assumptionsot reasonably based, as
required under r. 74(2)(a) of the NGR, and woultlead to an efficient amount of
expenditure as required under r. 91 of the NGR.AER requires Envestra’s forecast
of UAG opex to reflect the volume assumptions reemmnded by Wilson Cook and
set out in table 8.10.

UAG price

Envestra’s proposed UAG opex assumes a forecastardrgas price of [c-i-c] for
every year of the access arrangement péffolinvestra submitted that it has
previously contracted for the supply of gas for UAKRd that it is in the process of
tendering for another similar contract for the ascarrangement period. As this

% Wilson CookReport — Envestra (SAPecember 2010, p. 27.

190 Wwilson Cook,Report — Envestra (SAPecember 2010, pp. 27-28.

191 Wwilson Cook,Report — Envestra (SAPecember 2010, p. 28.

192 EnvestraSA Access arrangement information, Attachment 8@ October 2010, p. 1.
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process is not complete, Envestra sought the eadeite of the Core Energy Group
(Core) to produce a forecast price of §&s.

The Core report forecasts a gas price based orntarct/pe of individual contract
with unique and specific characteristics and teamd conditions that it considers
Envestra would require for the purpose of UR6Importantly, the forecast contract
price is comprised of an estimate as to the cogasfdelivered into Adelaide (that is,
a wholesale plus transmission cost), but with aalt#ti assumptions as to required
contract premiums and retailer margifis.

Approving premiums on gas prices for the purposeAt opex would be
inconsistent with the AER’s approach to date. kevus gas distribution decisions
(for example, Jemena Gas Networks and ActewAGle) bilsinesses have only
proposed and the AER only accepted a forecastatelivgas price (that is, wholesale
plus transmission costS¥’ The AER considers that Envestra has not submitted
sufficient evidence to support an alternative apphan these circumstances.

Further, while acknowledging the difficulty in saurg public data on individual
contract prices and premiums, the AER considerstteaCore report does not
advance sufficient evidence to demonstrate thasitireéficant premiums and margins
proposed are consistent with market practice. Thesmunt to [c-i-c] per cent of the
total contract price forecast by Core. The ECCSAssubmission to the AER raises
similar concerns over the price forecast by Eneestnbmitting that it is excessive
and that its constituent members are currentlyrqagr have contracted for gas prices
well below the price that Envestra has propd$éd.

The AER does not consider that it has evidenceggest that Core’s forecast of
delivered gas prices into Adelaide has not beeweatiat on a reasonable basis and
therefore accepts this component of the forecaspgee.

However, any proposal suggesting that a premiupiu@ging retailer margin) of

[c-i-c] per cent of total contract price is reqaiy@eeds to be adequately substantiated.
The AER does not consider that sufficient evidemae been submitted by Envestra to
suggest that the estimate has been arrived atessanable basis as required under
r.74 and leads to expenditure that is consistetiit M1 of the NGR. The AER

requires that Envestra’s UAG price assumptionsrberaled such that it incorporates
only the delivered cost derived by Core, thatas:-§].

The AER requires that Envestra’s proposal be anteadeh that it incorporates the
volume and price assumptions as set out in tathl@ 8.

193 EnvestraAttachment 6-2, UAF@ctober 2010, p. 1.

104" Core Energy GrougEastern Australia Natural Gas Market — Market ovew & price outlook to
2016 September 2010, p. 35.

Core Energy GroupMarket overview and price outlook to 2Qeptember 2010, p. 43.

AER, Final decision — Jemena Gas Networks, Access agamegt proposal for the NSW Gas
networks 1 July 2010 — 30 June 20d6ne 2010, p. 275; and AERnal decision — Access
Arrangement proposal, ACT, Queanbeyan and Palegasgdistribution network 1 July 2010 —
30 June 2015March 2010, p. 85.

ECCSA Envestra application, a responddovember 2010, pp. 58-59.
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Table 8.10: AER conclusion on UAG

2011-12 2012-13 2013-14 2014-15 2015-16

Volume (TJ}® [text removed — c-i-]
Price ($§* [text removed — c-i-C]
Total UAG opex ($m 2009-10) 11.82 10.97 9.69 8.26 .696

8.6.3.3 Other opex items

As discussed in chapter 3 the AER considers tlemetare two items that should be
considered opex rather than added to the capisg-b#he costs of refurbishment of
valves and the minor remedial work on transmisgi@ssure. Wilson Cook has
considered the work prudent and efficient (oncdiogency allowances are removed)
and recommended that the additional opex be aat.&jft€he AER accepts Wilson
Cook’s recommendation that these two items (totg$1.43 million, $2010-11) be
added to opex and be accepted as being prudemtfiaridnt.

8.6.3.4 Non-base year costs

Envestra proposed 20 items as being non base gst®: @hese were proposed as
being either opex related to capex, ad hoc opestepr changes, in total representing
4 percent of the opex proposal, or $14 million (B2011).

Figure 3: Envestra’s proposed non base year costs

15

13 —

[y
[
1

$m ($2010-11)

Oplexrelated to Ad-hoc opex Step changes Total
capex

Envestra submitted that these are required in dadprovide services that are not
included in the base ye&r With specific regard to step changes, Envesttadthat
they should be justified and therefore considered case by case basis and included
in the forecast if the cost meets the criteria &1rof the NGR:*?

O Ow kR WO N O
Il

198 \wilson CookReport — Envestra (SAPecember 2010, p. 28.

199 Core Energy Groupvlarket overview and price outlook to 20eptember 2010, p. 43.
10 wilson Cook,Report — Envestra (SAPecember 2010, p. 61.

11 EnvestraSA Access arrangement informati@ctober 2010, pp. 84-89.

12 EnvestraSA Access arrangement informati@ctober 2010, p. 81.

158



The AER agrees with Envestra to the extent thatpaagosal for opex, whether it be
contained in a base year or as a step changeneeedsarily be assessed against the
NGR, in particular, r. 91, r. 74, and s. 24 of M@BL. However, the AER would

expect that as Envestra has chosen to apply aybaseoll forward method, in which

it has also proposed certain non-base year costex@enditures proposed as non
base year costs should reflect certain circumstaand allow the AER to determine

if they are indeed reasonable additions.

Firstly, as an auditing exercise, the AER needssgure itself that the expenditures
are to reflect changes in costs that are not rteftein the base year, as noted by the
ECCSA in its submission to the AE& Secondly, with specific regard to step
changes, these should relate to exogenous changests associated with either
changes in the operating environment, or changestiregy from new or modified
regulatory obligations. Both of these matters waelitect circumstances in which it
is not reasonable to assume that a business’sybasexpenditures will be reflective
of future requirements or pressures.

However, the AER has also considered whether amnoeéstra’s proposed step
changes, that do not have the characteristicsecdéloond point are otherwise
required in order for Envestra to provide pipek@evices in a prudent and efficient
manner, consistent with the NGR and the NGL.

The AER sought the expert advice of Wilson Cookoashether Envestra would be a
prudent service provider acting efficiently wittspect to its proposed non base year
costs. The AER’s considerations of each of theviddial business cases for these
items against the NGR and NGL, having regard taathace of its consultant are set
out in table 8.12. Overall, the AER considers ttiaof the 20 non base year costs
require either amendment or are not approved &g lwansistent with the NGR. The
AER'’s required amendments are summarised in tale #d detailed in table 8.13.

Table 8.11: AER conclusion on Envestra’s non basegr costs ($m, 2010-11)

Non base year costs 2011-12 2012-13 2013-14 2014-2315-16 Total
Total Envestra proposed 3.7 3.4 2.8 2.3 1.6 13.7
ﬁiigg(endme”t toopexrelated 514 025 025 038  -0.38 -1.42
AER amendment to ad-hoc opex -0.16 -0.03 -0.03 3-0.0 -0.03 -0.29
AER amendment to step changes -1.09 -1.32 -1.34 41-1. -1.60 -6.70
Total AER approved 2.31 1.80 1.18 0.48 -0.41 5.29

113 ECCSA Envestra application, a respondéovember 2010, p. 55.
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Table 8.12: AER consideration of Envestra’s non-basyear costs ($m, 2010-11)

Item of expenditure Envestra
proposal

Wilson Cook recommendation

AER consideration

Opex related to capex

Replacement of domestic 0.5
regulators - Surveying

presence of unsuitable

domestic regulatot$’

The regulators pose a potential safety rigkréperties and the
associated rates for meter readers to undertalsutirey were

market tested. The work is a prudent responsekanmitigation
and should be accepted. However, for the reassesstied in

chapter 3, the proposed addition of a 20 percemtiragency

allowance is not appropriate.

AER considers that consistent with the advice d@fi Cook, the proposed

opex for the replacement of domestic regulatoretsfficient and therefore

not consistent with r.91 of the NGR. It requireseaaiment to remove the 20
per cent contingency allowance.

Pressure surveillance and 0.7
control — Maintenance of

new equipment to remotely

control transmission

regulators, vales and

operate pressure monitoring

data loggers®

The work is prudent as it would improve assgfqggmance and
service levels, but the estimated costs are inefficThe
estimate accounted for savings in maintenanceisfieg
mechanical data loggers but the estimated labaquined for
visits to capture data from new loggers is twica thvolved for
the present data loggers. The program should heeed
reduction of 50 percent to the labour and vehiolagonent to
cover the cost of one additional FTE rather tham, &and
removal of the 20 per cent contingency allowah€e.

The AER accepts Wilson Cook’s advice and consitlasthis expenditure,
contrary to the requirements of r.91, is not effitiand needs amendment to
include only the cost of one FTE and to removectirgingency allowance.

Tanunda and McLaren vale 0.02
extension - Maintenance of
proposed network

extensiof’

The increase in opex is commensurate witlsitteeof the
extension. The expenditure is therefore prudentediident.

The AER accepts Wilson Cook’s advice that the egfiare is prudent and
efficient consistent with r.91 of the NG&

114
115

1% wilson CookReport — Envestra (SAPecember 2010, p. 57.

117
October 2010pp. 1-4.

18 Wilson Cook,Report — Envestra (SAPecember 2010, p. 57.

EnvestraSA access arrangement information — Business da&edgtober 2010, p
EnvestraSA access arrangement information — Business cikedgtober 2010, p

EnvestraSA access arrangement information — Business @sg8tober 2010pp. 1-10, and,EnvestraSA access arrangement information — Business caige S
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IT costs - opex associated 0.78 Envestra did not demonstrate or quantify thened efficiency The AER notes that these projects were includebgraccess arrangement

with “roadmap initiative” improvements associated with the projects. Therdipgre has proposal for the previous access arrangement paridéapproved by

capex project® not been demonstrated to be efficit. ESCOSA but were deferred by Envestra. As Envestsanbt been able to
demonstrate that the costs are indeed efficierggsred by r.91 of the
NGR, the AER accepts Wilson Cook’s recommendatia they not be
approved.

Leak repair cost saving — 0.8 The basis of the calculation is reason&Ble. The AER accepts the basis of the calculation asomable consistent with

reduction to opex r.74(2)(a), the forecast as the best forecastqsrasl by r.74(2)(b) and that

associated with leak the associated opex is prudent and efficient. TER Aas accepted

repairs, due to reduction of Envestra’s proposed mains replacement progransasstied in chapter 3,

leaks resulting from the and therefore opex related to leak repairs wiltdmiced accordingly.

mains replacement

progrant!

Ad hoc opex

Inlet data capture — 1.4 The work is prudent, consistent with good indugractice, and The AER accepts Wilson Cook’s recommendation thatcbsts associated

information capture to would deliver improvements in safety and servieele to with this project are not efficient and need tcab@ended (such that the

manage emergency leak customers. However, the costs are inefficient. dov@ractor's  labour component is reduced by 20 percent) in cxereet the

response and to provide to charge out rate should be sufficient to cover thsscof project requirements of r.91 of the NGE*

third parties to mitigate management and the inclusion of a contingency altme is

network damage ri¢k not appropriate.

Holes in meter boxes - 2.7 The OTA in SA has raised concerns with Envesitigaut wall-  The AER accepts Wilson Cook’s recommendation thattork is a prudent

surveying and subsequent

mounted gas meter boxes that have holes leadiwglto
cavities, creating a fire/ explosion risk. The wigla prudent

response to mitigate a network safety risk, ancctsts are reasonable and

119

EnvestraSA access arrangement information - Business cakeC®tober 2010, pp. 1-23.

120 \ilson CookReport — Envestra (SAPpecember 2010, p. 57

EnvestraSA access arrangement information — Business &@egtober 2010, pp. 1-2.

122 \ilson CookReport — Envestra (SAPecember 2010, p. 57.

123

EnvestraSA access arrangement information - Business dageC®tober 2010, pp.1-4.

124 Wilson Cook,Report — Envestra (SAPecember 2010, p. 58.

125

EnvestraSA access arrangement information - Business céseC®tober 2010, pp. 1-4.
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rectification> response to mitigate network safety ris¥s. efficient consistent with r.91 of the NGR.
Gas contaminant - locating 0.3 The work is a prudent response to the riskusfamer service  The AER accepts Wilson Cook’s advice that the egfiare is prudent and
and extraction of oil in the interruption and efficient having reviewed the asfi the efficient, and therefore consistent with r.91 of tHGR.
network?’ estimate as being reasonabfe.
Nil gas consumption — 0.3 The work is a prudent response to a safety liskthe proposed On the basis of the NGR and NGL requirements, diolyir.91 of the NGR,
attendance, maintenance expenditures are inefficient. No allowance was nfadé¢he the AER accepts Wilson Cook’s recommendation tbaadditional
and making safe properties increased revenue or reduced UAG that will resoltnffinding  allowance be made for the costs of this programizss not been
registering no and replacing faulty meters. Industry experienceuzh demonstrated to be efficient
consumptiof?® programs is that the costs are typically more thféset by

savingst*°
Step changes
Virginia gate station - opex 2.6 The cost is efficient, representing a contraciurangement The AER accepts Wilson Cook’s recommendation thiatstep change is
to cover increase in rent with a third party. The upgrade to the station wassponse by prudent and efficient and consistent with r.91h&f NGR.
imposed by Epic Energl* Epic Energy to a network constraint, and its decisd upgrade

led to an imposition on Envestra that has in efédétetrred its

business environmefit?
Gas market administration - 0.3 The STTM has placed greater emphasis on the qualdyreliability of the
an additional FTE to metering data that participants are to provide &oket daily. The AER
support participation in the accepts that the cost arises from the impositiom méw external obligation
gas Short Term Trading and is therefore prudent and efficient consistatit w91 of the NGR.
Market (STTM)*33
Meter change notification - 0.7 The direct notification costs are reasonabtbagree that there The work is a response to numerous customer complabout the lack of

advance notification of

would be additional administration time require@wgéver, the  notifications, and subsequent discussions witlSthdEnergy Industry

126 \ilson CookReport — Envestra (SAPecember 2010, p. 58.

127

EnvestraSA access arrangement information - Business ca3eC®tober 2010, pp.1-6.

128 \ilson CookReport — Envestra (SAPecember 2010, p. 58.

129

EnvestraSA access arrangement information - Business ch§eC®tober 2010, pp.1-3.

130 wilson CookReport — Envestra (SAPecember 2010, p. 58-59.

EnvestraSA access arrangement information - Business dageC®tober 2010, pp.1-3.

132 Wwilson Cook,Report — Envestra (SAPecember 2010, p. 59.

133

EnvestraSA access arrangement information — Business cB3etober 2010, pp. 1-7.
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interruptions from periodic
testing and meter
replacement®*

productivity loss could be eliminated by good pliagnand by
providing a notification “window” to customers ttaav
flexibility on when the work can be done. The casts
inefficient and recommend that only the allowarcedver the

direct and administration costs be allow&d.

Ombudsman. The AER accepts that the work is prusignon the basis of
Wilson Cook’s analysis, does not accept that @ldbsts are efficient. The
AER therefore considers that the costs do not theetequirements of r.91
of the NGR and should be amended to include omydirect and
administration costs.

Support for analysis of 0.7
UAG - Employing 2 FTEs
to analyse and investigate

underlying causes of UAG costst®’
and coordinate reduction
strategies>®

The costs have been offset by estimates of t&lGction over
the access arrangement period. The work is pruaeht
efficient as it seeks to reduce one of Envestaagdst annual

The AER acknowledges that UAG can result from usitactors other than
leakages. However, the AER notes that Envestrpitgmsed a significant
and accelerated mains replacement program thapsosted by
assumptions as to effects on reducing UAG levetsiaurn on UAG opex.
Further, the AER notes that as submitted by the E&&nvestra has been
running a mains replacement program for many yeaud the issue of UAG
is not new or particular to this access arrangermperiod?*®

Therefore, the AER considers that Envestra hasuiitiently
demonstrated that the expenditure proposed for dA&@ysis is to be
utilised for investigating matters of which it istralready aware, and that
such expenditure actually represents a step cHameits base year. The
AER does not approve this expenditure as consistithtr.91 of the NGR.

Survey of polyethylene 1.9
pipe condition - Surveying
polyethylene pipe mains for

leaks™®

every 5th yeat®®

Recent failures of high-density polyethylengepat “squeeze
off” points have raised concerns about the longteafety of
such pipes. These pipes had generally been suraeygdnce
every five years. The work is a prudent responstmentified
safety risk, but the cost is inefficient. Recommémelfive per
cent contingency allowance be removed. Furthemgdhat the
base level of opex includes inspection of maing\efiee years,
recommend that the cost of annual inspections dhecesl by a
further 20 per cent to account for the existingvmion for

The AER accepts that this step change is a prudspbnse by Envestra to a
safety risk, but based on Wilson Cook’s analysissiders that the cost as
proposed are not efficient. Therefore the AER abers that these costs do
not meet the requirements of r.91 of the NGR armishbe set at 75 per cent
of the level proposed by Envestra, consistent Witlson Cook’s advice.

134
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EnvestraSA access arrangement information - Business c26eC®tober 2010, pp. 1-6.

Wilson CookReport — Envestra (SApecember 2010, pp. 59-60.

EnvestraSA access arrangement information - Business ca@eC®tober 2010, pp. 1-5.

Wilson Cook,Report — Envestra (SApecember 2010, p. 60.
ECCSA Envestra application, a respondéovember 2010, p. 56.

EnvestraSA access arrangement information - Business cégeC®tober 2010, pp. 1-6.
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Proposed additional 2.0 The mains replacement program is expectedstdtria a The AER accepts Wilson Cook’s advice that this stegnge not be accepted

standby crews — significant and progressive drop in the numbeeaks (60 per as being prudent and efficient as it is not corsiswith r.91 of the NGR.
establishing additional cent drop by the end of the access arrangememd)efihis
employee work crews and would see a proportionate drop off in the work ieggioutside
first response operatives to normal business hours, but Envestra has not alldaretthis in
cover after hour its business case; nor has the cost of alternativpsoviding
emergencies* stand down periods been identified. The proposeemditure
is not prudent and efficient?
New specification for 2.1 The work is a prudent response to an extetvgjation, but the The AER agrees that there should be an acknowlditgetdetween the
reinstatement of road cost is inefficient. The expenditure is associatéti leak effect of the mains replacement program on the rmurableaks and in turn
services after excavation - repairs and the forecast assumes the number & ie&010 on the opex required for reinstating road servitégerefore, the AER does
opex resulting from will continue unabated throughout the next pertddwever, not accept that the step change is efficient asiredjunder r.91 of the NGR
increased requirements for Wilson Cook expects the number to decline as thasna and requires that it be amended and reduced.
reinstatement and replacement program proceeds. Recommend that thehgo
resurfacing of roads after accepted but that the expenditure be reduced jpoption to
excavation*® the expected lower level of leak repairs over tiegu 244
Knowledge management - 1.2 It is normal for such projects to result inngfigant business The AER agrees with Wilson Cook’s advice that éficies for such a
development of formal efficiency improvements and this is given as onthefbenefits project need to be demonstrated. Further, the AEBRagrees with the
process for documentation of the project. The expenditure was not demonsiratde ECCSA'’s submission that while knowledge managerisegdod business
management'® efficient as no allowance was made for such efficye practice, Envestra should already be applying gmabtices throughout the
improvements, and recommend that it be rejetfed. earlier access arrangement period and related ditpemshould be captured

in the base yedf’ The AER therefore does not approve Envestra’sqzegp
opex on knowledge management as it does not cowithyr.91 of the NGR.

Real increase in insurance 1.2 The Marsh report applied several general assungpfmrforecasting a five
costs™®— supported by a year outlook for premiums of various insurance $yfiecluding, property,

EnvestraSA access arrangement information - Business cé8eC®tober 2010, pp.1-16.
142 wilson CookReport — Envestra (SAPecember 2010, pp. 60—61.

143 EnvestraSA access arrangement information - Business ca&eC®tober 2010, pp. 1-5.
144 wilson CookReport — Envestra (SAPecember 2010, p. 61.

145 EnvestraSA access arrangement information - Business daseC®tober 2010, pp. 1-12.
146 wilson CookReport — Envestra (SAPecember 2010, p. 61.

147 ECCSA, Envestra application, a response, Nove20&®, p. 56.

148 EnvestraSA access arrangement information — Business &&e08tober 2010, p. 2.
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report from Marsh Pty Ltd.

public liability, and directors and officers). Isexd market cycle premium
forecast percentages to account for rate fluctnataver the access
arrangement periof® The AER considers the report does not demonsirate
sufficient correlation between the general foréogsassumptions and the
year by year forecast market cycle premiums foperty, and directors and
officers insurance.

The Marsh report noted that property insurance etadtes did not increase
during 2009 due to various factdr8 While these factors give an indication
as to historical trends in property insurance mapkiees, the AER considers
this information does not support the forward lakimarket cycle premium
forecasts. The AER also notes that no supportifayrimation was provided

in relation to the market cycle premium forecaetsdirectors and officers
insurance?®! Further, in regard to public liability insurant¢kee Marsh report
noted that it expected flat market conditions dhershort term, but with
year on year increases of up to 10 per cent int@2The AER notes that the
Marsh report does not provide sufficient detaidleanonstrate how an annual
increase of 10 percent is consistent with the egien of flat market
conditions over the short term.

For these reasons, the AER considers that Enveasrarovided insufficient
evidence to suggest that the access arrangeménd pell require a step
increase in insurance costs. As such, the AER derssthat the forecast has
not been arrived at on a reasonable basis as eelquider r. 74 of the NGR.

Connection compliance 0.1 ESCOSA has advised Envestra that its appr@acpbrting its
reporting®2 connection compliance is inadequate and that it will be

required to report actual outcomes rather thamestis. As
such, the work is a prudent and efficient respdose
regulatory obligatiofr®

The AER accepts Wilson Cook’s recommendation thattork be
considered a prudent and efficient response taneonehanged regulatory
obligation.
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Marsh,Insurance forecastAugust 2010, pp. 1-7.

Marsh,Insurance forecastAugust 2010, p. 7.

Marsh,Insurance forecastAugust 2010, p. 10.

EnvestraSA access arrangement information - Business cagedgtober 2010, pp. 1-4.
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8.7 Conclusion

The AER proposes to not approve Envestra’s propopes as it does not comply
with the relevant requirements of the NGR and & $sinot consistent with the
national gas objective of the NGL. The AER requiEesestra to make the
amendments set out in section 8.8 of this drafisi@at.

Overall, the AER approves $260 million ($2010-Iilppex over the access
arrangement period as consistent with the NGR, wiepresents a 24 per cent
reduction on proposed expenditures. The total aggropex against that proposed is
set out in figure 4.

At the subsequent access arrangement review, tiRevlilErequire that Envestra
demonstrate that the non base year costs accepttdus access arrangement period
have been removed from the year proposed as Heenggise year.

Figure 4: Envestra’s historic opex vs forecast andllowed

Envestra SA opex

E Actual G Estimate —&— ESCOSA alowance-@— AER allowance—— Envestra's forecast

80 1

1
I
|
704 - - - ]
|
60 I

so - - — - — -

40 4 e

30 4

Real $m 2010-11

20

o+ ---.--E-8-E--B -2 - __

2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16

8.8 Required amendments

Amendment 8.1 amend the access arrangement proposal and accasgement
information as necessary to reflect the adjustmenatde to proposed opex for the
access arrangement period set out in table 8.1taqupendix F.
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Table 8.13: AER required amendments to Envestra’sdrecast opex

201112 2012-13 2013-14 2014-15 2015-16 Total

Growth escalators -0.09 -0.17 -0.26 -0.34 -0.43 -1.29
Roll forward forecasts

[text removed — c-i-C] [c-i-c] [c-i-c] [c-i-c] [cc] [c-i-c] [c-i-c]
Specific year by year forecasts

Network development -3.49 -4.20 -4.41 -4.41 -4.61-21.12
UAG -2.14 -2.99 -3.39 -3.65 -3.71 -15.88

Opex related to capex

Replacement of domestic regulators -0.09 0.00 0.00 0.00 0.00 -0.09
Surveillance and control 0.00 -0.05 -0.05 -0.09 090. -0.29
IT roadmap expenditure 0.00 -0.15 -0.15 -0.24 -0.24 -0.78
Inlet data capture -0.05 -0.05 -0.05 -0.05 -0.05 -0.26
Ad-hoc opex

Nil gas consumption -0.16 -0.03 -0.03 -0.03 -0.03 -0.29

Step changes

Notification of planned meter changes -0.09 -0.09 0.09 -0.09 -0.09 -0.46

Support for analysis of UAG -0.26 -0.26 -0.15 -0.05 0.05 -0.67

Survey of polyethylene pipes -0.09 -0.09 -0.09 90.0 -0.09 -0.46

Additional standby crews -0.54 -0.36 -0.36 -0.36 .3€0 -1.98

New specification for road reinstatement -0.04 60.0 -0.12 -0.18 -0.26  -0.67

Knowledge management 0.00 -0.31 -0.31 -0.31 -0.31-1.23

Real increase in insurance costs -0.07 -0.15 -0.22-0.33 -0.44 -1.21

Other opex

Capex transfer to opex 0.29 0.29 0.29 0.29 0.29 1.43

Total specific amendments -11.48 -13.41 -14.22 42. -15.31 -69.24
Envestra forecast opex 68.69 69.61 69.51 69.00 667.4344.26

Total AER specific amendments -11.48 -13.41 -14.22-14.82 -15.31 -69.24

Forecast opex less specific amendments 57.21 56.265.29 54.18 52.14 275.03

Effect of AER input cost escalator -0.97 -1.91 -2.90 -3.99 -5.19 -14.96

amendments

Total AER approved opex 56.24 54.29 52.39 50.19 95. 260.06
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9 Total revenue

The AER has calculated a total revenue requirerf@riEnvestra over the access
arrangement period of $985 million, compared to @ iillion proposed by
Envestra. The main reasons for this differencetheereductions required by the AER
to Envestra’s proposed WACC, forecast capex, fatemaex and the opening capital
base as at 1 July 2011.

Based on the AER approved revenues and demandé$isethe tariffs for haulage
services for both volume and demand customersxqrecged to rise in real terms by
about 5.5 per cent per annum (on average). Théfsaor ancillary services will
increase each year only by the rate of change ih CP

9.1 Introduction

This chapter provides the AER’s estimation of amnexzenue requirements for
Envestra for the provision of pipeline servicesdach year of the access arrangement
period. It draws on the adjustments to Envestredp@sed building block components
discussed in the preceding chapters.

9.2 Regulatory requirements

Rule 72(1)(m) of the NGR provides that the accesmgement information for a full
access arrangement proposal must include therestahue to be derived from
pipeline services for each regulatory year of tteeas arrangement period.

Rule 76 of the NGR provides that total revenu® ibe determined for each
regulatory year of the access arrangement periog tise building block approach.
The building block components are:

= areturn on the projected capital base for the year

= depreciation on the projected capital base foydes

forecast operating expenditure for the year
® the estimated cost of corporate income tax forytae (if applicable)
= any penalty/reward from the operation of an inaenthechanism.

9.3 Access arrangement proposal

Envestra proposed a total revenue requirement % nillion over the access
arrangement perioiThe break down of this amount (including the amaetated to
ancillary services) is provided in table 9.1. Ttaible also provides information on
Envestra’s proposed smoothing of these revenuetham@sulting X factors for both
haulage and ancillary services. The same X fa¢tbed is, a single price path) were

1 EnvestraSA access arrangement informati@ctober 2010, pp. 182—183.
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proposed by Envestra to apply to all volume andatehtustomers of haulage

services.

Table 9.1:
($m, nominal)

Envestra’s proposed annual revenue regument and X factors

2011-12 2012-13 2013-14 2014-15 2015-16
Return on capital 109.7 121.1 133.3 144.8 157.4
plus regulatory depreciatidn 2.5 3.4 4.4 4.5 5.1
plus operating and maintenance 71.0 73.7 75.2 76.7 76.9
plus corporate income tax 18.8 16.5 17.0 16.5 16.2
plus incentive mechanism payments 11.7 3.4 3.4 1.9 0
Total revenue 213.7 218.1 233.3 2443 255.6
less ancillary services revenue 1.8 1.8 1.9 1.9 2.0
Total haulage services revenue 212.0 216.3 231.4 224 253.6
Smoothed haulage services revenue 177.9 213.3 247.7 259.3 270.1
X factors”
Haulage reference services (%) -19.08 -17.00 -14.00 -2.00 -1.00
Ancillary service fees (%) 0 0 0 0 0

Source: Envestr&A access arrangement informati@ctober 2010, pp. 182-183.
€) Regulatory depreciation includes the negateereciation impact of inflation

on the capital base.

(b) Negative values for X indicate real price irases under the CPI-X formula.

9.4 Submissions

The Energy Consumers Coalition of South Austrdi@CSA) considered that the
large increase in revenue will result in tariffsr@asing by nearly 70 per cent in real
terms by the end of the access arrangement peti@bnsidered such price increases
to be unsustainable for consumers and would resaldecline in the demand for gas.
The ECCSA stated that such tariff increases aremigtexcessive but unnecessary.

The ECCSA stated that the AER must balance théyatmlpay for the regulated
service against the aspirations of the regulateihless to maximise the cost of the

2
3

ECCSA Envestra application, a responddovember 2010, p. 18.
ECCSA Envestra application, a responddovember 2010, p. 77.
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service it provides. It contends that the AER nded=mnsure that the tariffs Envestra
develops are as close as possible to cost refigctiv

The South Australian Minister for Energy stated lthes| of average real price
increases of 10.6 per cent per annum as proposeEd\msstra needs to be justified
based on actual cost drivers including the needrteedy the level of gas leakage and
improve the reliability and security of the netwoilhe Minister pointed out the
necessity for balancing the need for security atidbility of the network with
minimising prices for customers.

9.5 AER’s consideration

The AER notes the concerns of interested partigarding the price increases
proposed by Envestra. In making this draft decisibe AER has had regard to the
national gas objective and the revenue and prigingiples in ss. 23 and 24 of the
NGL respectively. The AER has examined the varmmponents of Envestra’s
proposed revenue requirement against these prasisi® well as the requirements of
the NGR. The assessment of the various revenueawngs (both the service
provider’'s proposal and any alternative value deieed by the AER) are presented
in the various chapters of this draft decision. Ng&L does not identify customers’
ability to pay as a criterion that the AER mustsider in assessing a service
provider’'s proposal. To the extent the AER has mststhat the costs approved for
Envestra are efficient, this will promote priceattheflect the cost of delivery of the
service and are in customers’ long term inter@3tse. AER also considers that its
position on the various revenue components achiaves/erall outcome that is
consistent with the SA Minister’s concern with badeng the need for security and
reliability of the network while minimising pricder customers.

One outstanding matter not discussed in other ehsd the ancillary services
revenues (for special meter reads, disconnectiotseconnections) forecast by
Envestra. The AER reviewed Envestra’s calculatibthese figures and considers
them to be reasonable. The forecasts are basedwastEa’s proposed ancillary
services tariffs for 2010-11, historical demand #ralexpected increases in these
tariffs over the access arrangement pefiod.

Bringing the various revenue components togetherAER’s draft decision results in
a total revenue requirement over the access amargeperiod of $984 million,
compared to $1165 million proposed by Envestra. & reasons for this
difference are the reductions required by the A& Ertvestra’s proposed:

=  WACC for the access arrangement period

= capex for the access arrangement period

= opex for the access arrangement period

® opening capital base as at 1 July 2011.

ECCSA Envestra application, a responddovember 2010, pp. 79 and 86.
®  SA Energy MinisterSubmission to the AERIovember 2010, pp. 1-2.
EnvestraSA access arrangement informati@ctober 2010, p. 211.
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The total revenue requirement is smoothed and cteo/é tariffs using the forecast
demand figures approved by the AER. The annuahueeequirements and annual
price changes (as indicated by the X factors) amensarised in table 9.2. The AER
accepts that the same X factors will apply to alume and demand customers, as
discussed in chapter 12.

Table 9.2:  AER'’s conclusion on Envestra’s annual neenue requirement and
X factors ($m, nominaly’

2011-12 2012-13 2013-14 2014-15 2015-16

Return on capital 101.3 110.3 118.4 125.8 133.7
plus regulatory depreciatibn 1.6 12.9 14.4 16.2 16.2
plus operating and maintenance 58.3 57.8 57.2 56.3 54.0
plus corporate income tax 7.7 8.6 7.9 7.6 7.3
plus incentive mechanism payments 9.7 1.6 0.9 -0.4 0.0
Total revenue 178.7 190.6 198.9 205.6 211.3
less ancillary services revenue 1.8 1.8 1.9 1.9 1.9
Total haulage services revenue 177.0 188.8 197.0 320 209.4
Smoothed haulage services revenue 165.6 181.3 195.7 212.1 228.3
X factors®
Haulage reference services (%) -7.50 -6.00 -5.00 .00-5 -4.00
Ancillary service fees (%) 0 0 0 0 0
(a) Numbers may not add correctly due to rounding.
(b) Regulatory depreciation includes the negateerdciation impact of inflation

on the capital base.
(c) Negative values for X indicate real price ireses under the CPI-X formula.

The X factors indicate there will be real increaskabout 5.5 per cent per annum (on
average) in haulage reference service tariffs theaccess arrangement period.
There are no real price changes for ancillary sessfees, which will be indexed by
the change in CPI each year.

9.6 Conclusion

The AER does not approve the annual revenue ragairts proposed by Envestra as
these do not comply with r. 76 of the NGR.
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9.7 Required amendments

Before its access arrangement proposal can betad¢&mvestra must make the
following amendment:

Amendment 9.1:make all amendments necessary in the access amang proposal
and access arrangement information in order torpurate the values noted in
table 9.2 of this draft decision.
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10 Demand forecasts

Demand forecasts are used to calculate the refer¢axiffs and also influence
forecast capital and operating expenditure linkeahétwork growth.

The AER considers Envestra’s general approach toaghel forecasting is

reasonable. The forecast models were developeditwassppropriate key drivers of
future gas demand, and the consumption data wasalwed where necessary to remove
weather factors that might cause bias in the fostxa

However, the AER considers that three amendmeataeeded in order for the
forecasts to be accepted. First, more realisticreoic growth projections should be
used for forecasting consumption. Second, the éstaate of decline in average
residential consumption needs to be revised tomt@e with the long run historical
trend. Third, the proposed forecasts need to basdd to reflect the impacts of the
marketing and network expansion programs approwethé AER in chapters 8 and 3
respectively.

The AER considers the demand forecasts for resedecdmmercial and small
industrial, and demand customers should be ametalét levels set out in

section 10.8. This represents a nine per cent aégdr cent upward revision to total
consumption forecasts for residential, and comna¢id small industrial customers
respectively over the access arrangement period.

10.1 Introduction

This chapter sets out the AER’s consideration efghs demand forecasts submitted
by Envestra to apply over the access arrangemeiotdpe

10.2 Regulatory requirements

Rules 72(1)(a)(iii) and 72(1)(d) of the NGR provitkat the access arrangement
information for a full access arrangement propésah distribution pipeline must
include:

= usage of the pipeline over the earlier access geraent period showing, for a
distribution pipeline, minimum, maximum and averagenand, and customer
numbers in total and by tariff class

= to the extent that it is practicable, a forecagtipéline capacity and utilisation of
pipeline capacity over the access arrangementgarnd the basis on which the
forecast has been derived.

Rule 74(1) of the NGR provides that any informatiiothe nature of a forecast or
estimate must be supported by a statement expdpih@basis of the forecast or
estimate.

Rule 74(2) of the NGR provides that a forecaststingate must be arrived at on a
reasonable basis and represent the best forecastimate possible in the
circumstances.
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10.3 Access arrangement proposal

Envestra engaged the National Institute of Econ@nit Industry Research (NIEIR)
to prepare its demand forecasts.

Envestra proposed to divide its customers intcethaeff classes. Customers with
annual consumption less than 10TJ have been albegiher to the residential
customer class (Tariff R) or commercial and snraduistrial (C&I) customer class
(Tariff C). The demand customer class (Tariff Dhsigts of large business customers
with annual consumption greater than 10TJ. Thestomers are charged based on
their contracted maximum daily quantity (MD®).

NIEIR and Envestra identified the following factavhich will influence gas demand
over the next access arrangement pefiod:

= performance of the SA economy

= dwelling growth and demographic factors (aging pafon)

®= more stringent building code to improve energyoggficy of new dwellings
=  Envestra marketing programs

= government policy initiatives and efficiency gaingas appliances

® introduction of a Carbon Pollution Reduction Schd@BRS) and retail gas price
increases.

A bottom up approach was adopted to forecast resade&onsumption, where two
separate end-use models were constructed to foresidential water heating and
space heating gas demand$lEIR’s end-use models are constructed based®n th
input assumptions made in relation to the penematnarket composition, efficiency
gains and lifecycle of gas appliances, real regfasl price forecasts, and the projected
impacts of government energy saving initiaties.

For Tariff D and Tariff C customers, consumptiomnsvi@recast by NIEIR using an
econometric approachNIEIR included real business retail gas pricesi{fmmirrent
and lagged terms) and gross product by industkegslriver variables in its
econometric regressiofis.

EnvestraSA access arrangement informati@ctober 2010, pp. 207-211.

NIEIR, Natural gas forecast for the Envestra South Augtrdistribution region to 2019-20

chapter 4, September 2010.

EnvestraSA access arrangement informati@ctober 2010, pp. 192—-203.

® NIEIR, Natural gas forecast for the Envestra South Augtrdistribution region to 2019-20,
September 201(@p. 24-27.

* NIEIR, Natural gas forecast for the Envestra South Augtrdistribution region to 2019-20,

September 201(@p. 37-47.

NIEIR, Natural gas forecasts for the Envestra South Alistdistribution region to 2019-20

September 2010, p. 24.

®  Envestra, Email to the AERER.EU.05 - Questions on the demand forec@siovember 2010.
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NIEIR used dwelling stock as the key driver forefcaisting residential customer
numbers. Customer numbers for Tariff D and Tariffl@&sses were based on the
division of total consumption forecasts by histaliaverage consumption per
customer for each industry. The MDQ forecast faifT® customers was derived by
applying the historical load factor to the totahsamption forecast at industry level.

Envestra has placed considerable weight on twaakgyments to support its expected
above trend decline in forecast average residerdraumption. Firstly, Envestra
stated that the rate of decline in average consompicreased over the period 1998
to 2009, driven by factors such as an increasephiance efficiency, the retail gas
price, and government policy initiativBSecondly, Envestra emphasised that it
expects the impacts of these factors on averagaiogption are likely to intensify

over the access arrangement period, and that NMBfRncorporated these impacts
into the end-use residential consumption modelsgusarious input assumptioRs.

Envestra adjusted NIEIR’s demand forecast to refleeimpacts of its proposed
marketing program and network expansion to the shwps of McLaren Vale and
Tanunda?

The ESCOSA approved, actual and Envestra foreesstantial and C&I customer
numbers and consumption for each tariff class foreStra’s South Australian
distribution network for 2006—07 to 2009-10 arespreed in figure 10.1 and figure
10.2. The ESCOSA approved, actual and forecast Mid@Qemand customers are
presented in figure 10.3.

" Envestra, Email to AERAER.EU.05 - Questions on the demand forec&sikovember 2010.
EnvestraSA access arrangement informati@ctober 2010, pp. 187-190;

Envestra, Email to AERAER.EU.05 - Questions on the demand forec@siovember 2010; and
Envestra, Email to AERRE: Questions from ACIL Tasman on the demand dstg@ttachment
101122-AER EN 09 Response to AT Questions.@dcddovember 2010.

EnvestraSA access arrangement informati@ctober 2010, pp. 190-203;

Envestra, Email to AERAER.EU.05 - Questions on the demand forec&@sikovember 2010; and
Envestra, Email to AERRE: Questions from ACIL Tasman on the demand fetgattachment
101122-AER EN 09 Response to AT Questions.@dcdXovember 2010.

19 EnvestraSA access arrangement informati@ctober 2010, pp. 203—204.
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Figure

Source

Note:

Figure

Source:

Note:

10.1: Residential and C&l customer numbersESCOSA approved, Envestra
actual and forecast 2006—07 to 2015-16
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—#&— Residential and C&I customer numbers - actual
—— Residential and C&I customer numbers - ESCOSA approved

— A — Residential and C&I customer numbers - forecast

. Envestr&A access arrangement informati@ctober 2010, p. 204, RIN pro
forma (confidential); and

ESCOSA Proposed revision to the access arrangement fottSAustralia gas
distribution system — Final decisip@hapter 6, June 2006.

Approved forecasts presented do not inclushsemption forecasts for
Tanunda and McLaren Vale, as the anticipated né&tempansion did not occur

in the earlier access arrangement period.

10.2: Residential and C&l consumption, ESCOS approved, Envestra actual
and forecast 2006—07 to 2015-16
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—— Residential and C&I consumption - TJ - ESCOSA approved

Envestr&A access arrangement informati@ctober 2010, p. 204, RIN pro
forma (confidential); and
ESCOSAProposed revision to the access arrangement fotfSAustralia gas
distribution system — Final decisip@hapter 6, June 2006.

Approved forecasts presented do not incluhsemption forecasts for
Tanunda and McLaren Vale, as the anticipated néterpansion did not occur
in the earlier access arrangement period.
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Figure 10.3: MDQ, ESCOSA approved, Envestra actuadnd forecast 2006-07 to
2015-16
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Source: Envestr&A access arrangement informati@ctober 2010, p. 204, RIN pro
forma (confidential); and
ESCOSA Proposed revision to the access arrangement fottSAustralia gas
distribution system — Final decisip@hapter 6, June 2006.

10.4 Submissions

Submissions were received from Origin Energy (Q)igAGL Energy (AGL) and the
Energy Consumers Coalition of South Australia (EBLS

Issues raised in submissions included:

= QOrigin submitted that additional information shoblel provided in relation to the
approved, actual and forecast levels of gas consomfor Envestra’s domestic
and non domestic customefs.

=  Origin and AGL expressed concern about the degitiend in consumption per
domestic customer forecast by EnvesfrAGL noted that Envestra asserted that

demand forecasts need to be approved at a “redése!”.*®

=  ECCSA requested that the AER should carry out dapendent assessment of the
expected gas consumption in the Envestra netwd@kCFA highlighted the
following key areas requiring the AER’s attenti:

1 Origin, Envestra’s SA gas access arrangemblavember 2010, p. 1; and AGEnvestra’s SA gas

network access arrangemehtovember 2010, p. 1.

Origin, Envestra’s SA gas access arrangemslavember 2010, p. 1; and AGEnvestra’s SA gas
network access arrangemehtovember 2010, pp. 1-2.

AGL, Envestra’s SA gas network access arrangenidotvember 2010, pp. 1-2.

ECCSA,SA gas distribution revenue reset, Envestra apptinaa responseNovember 2010,

pp. 81-83.

12

13
14
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= Envestra’s proposition that gas consumption isidieg due to global
warming is not sustainable, as while global warniiag increased during the
20th century, so has gas demand

= the impact of a fall in the Australian dollar oretmanufacturing sector should
be factored into the tariff D consumption forecast

= review the apparently competing views included mvéstra’s proposal in
relation to the reduction in gas consumption argha&ntation capex
requirement

= minimise the impact of regulatory gaming of theefmasts of peak demand and
consumption.

10.5 Consultant review

The AER engaged ACIL Tasman Pty Ltd (ACIL Tasma®mand forecasting
consultants, to provide an independent assessrhére ceasonableness of Envestra’s
proposed demand forecaStACIL Tasman’s assessment included:

= acomparison of actual demand to forecasts indheeeaccess arrangement
period

= a comparison of forecasts with historical trendd eonfidence intervals
= an assessment of NIEIR’s input assumptions andlkiegr variable forecasts

= areview of NIEIR’s methodologies for forecastingstomer numbers,
consumption, and MDQ.

ACIL Tasman noted the followintf:
®= NIEIR’s forecasting approach in general appeatsetoeasonable

= the Gross State Product (GSP) forecast used tdageVariff C and Tariff D
consumption forecasts are significantly below Sduiktralian government
projections and very low compared to average grawdr the past decade

= NIEIR’s real retail gas price forecasts are reabtmna

= input assumptions regarding the quantitative imgatttibuted to particular
factors such as appliance efficiency gains and igowent policies in the
forecasting models are generally not explained

= historical weather normalised average consumptomnecent years does not
support an increase in the rate of reduction fsidential average consumption
proposed by Envestra

5 ACIL TasmanReview of demand forecasts for Envestra SA foatbess arrangement period

commencing 1 July 201December 2010.

16 ACIL TasmanReview of demand forecasts for Envestra3dcember 2010, pp. 38—40.
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® no persuasive evidence has been presented to sappacrease in the rate of
reduction of average residential customer conswngt 3.4 percent per year
from historical rate of decline of two per cent year.

Based on its analysis, ACIL Tasman made the folgwecommendations:

1. average residential consumption forecasts shouatipested to reflect the
historical rate of decline of two per cent per year

2. Inorder to understand the sensitivity of the dednfamecast to the GSP
assumption, an alternative South Australia GSRcamEerate assumption that is
consistent with current South Australian Treasorngéasts and with the long-
run historical rate of growth in the South Australieconomy should be adopted
for the Tariff C and Tariff D demand forecadls.

10.6 AER’s consideration

10.6.1 Introduction

The AER considers the forecast methodology addpyeeinvestra in preparing its
demand forecast as set out in its proposal hasdreled at on a reasonable basis.
The AER also accepts that Envestra’s forecasteatial customer numbers are
reasonable. However, the AER does not accept theuoaption forecasts for
residential, commercial and industrial, and demaumstomers. The AER considers
that Envestra was unable to adequately supportrdboauof input assumptions
underpinning these forecasts. The AER considetsibelues are available and
requires that Envestra to adopt these values fecésting demand.

10.6.2 Forecast methodology

The AER considers the demand forecast methodoldgptad by Envestra appears
reasonable for the following reasons:

= jtis appropriate to separately forecast deman@dah tariff class, as demand for
each tariff class is based on different driver atales

= key driver variables selected to develop the T&itind Tariff D demand forecast
models are reasonable

= jtis appropriate to forecast residential consuorptising two components,
customer numbers and average consumption. The fdangely depends on
dwelling stock growth, while government policieslappliance efficiency gains
are expected to have a material impact on the latte

= jtis appropriate to normalise consumption datare/lmecessary to remove
weather factors that could bias consumption fortscas

17
18

ACIL TasmanReview of demand forecasts for Envestra3#&cember 2010, pp.38-41
ACIL TasmanReview of demand forecasts for Envestra3#cember 2010, p. 8
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10.6.3 Residential customer numbers

The AER considers Envestra’s methodology for foséng residential customer
numbers based on dwelling stock forecasts is reddenFigure 10.4 shows the
correlation between historical and forecast growtresidential customer numbers
and dwelling stock.

Figure 10.4: NIEIR historical and forecast residenital customer numbers and dwelling
stock growths
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Source: NIEIRNatural gas forecasts for the South Australia Etngedistribution
regions to 2020pp. 52 and 63.

The forecast annual average residential custonosvtrof 1.8 per cent over the
period from 2010-11 to 2015-16 is in line with aalnaverage growth of 1.9 per cent
observed over the period from 2006-07 to 2009—he. Slight decline in forecast
growth is linked to the lower household growth fast from 2012-13 onwards due to
expected increases in interest rdteBhe AER accepts this assumption is not
unreasonable, as similar declines are also obsamtéé Australian Bureau of
Statistics (ABS) household growth projection andaie dwelling investment growth
forecast prepared by KPMG Econtéth.

Overall, the forecast growth in households of &7 gent from 2009-10 to 2015-16
appears reasonable as it is comparable to the ABSehold numbers growth
projection of 7.9 per cent over the same pefiod.

Given the close link between household numbersasidential customer numbers
the AER considers Envestra’s forecast residentisiocener numbers are reasonable
and represent the best forecast possible in tharmstances.

9 NIEIR, Natural gas forecasts for the Envestra South Alistdistribution region to 2019-20

September 2010, p. 22.

2 ABS, Cat 3236.0Series Il Household and Family Projections, Aus&&006 to 2030une 2010.
KPMG EcontechAustralian National, State and Industry outlp®dovember 2010.

2L ABS, Cat 3236.0Series Il Household and Family Projections, Aus&&006 to 2030une 2010.
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10.6.4 Residential consumption

Forecasts of average or per customer consumpoomhiced with customer numbers,
are the basis on which residential gas consumti@tasts are calculated. While the
AER accepts Envestra’s forecast customer numberAER does not accept the
average customer consumption forecasts proposé&mgstra. The proposed
forecasts show average consumption declining orageeby 3.4 per cent per year
over the access arrangement period, higher thabQlyear long run historical rate of
two per cent. ECCSA expressed concern in its suomsabout the above trend rate
of decline in average consumption forecast by Em&éSThe short term trend in
average residential consumption is shown in figuré.

Figure 10.5: Average residential consumption per atomer — GJ/year
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Source: ACIL TasmanReview of demand forecasts for Envestra3#cember 2010,
p. 27.

The AER accepts that average gas consumption leasdeelining in South Australia
for a number of years. However, the AER does nogjicthe projected rate of decline
in average consumption proposed by Envestra. THe édhsiders that the average
consumption forecast adopted by Envestra will tenghderstate residential
consumption. ACIL Tasman recommended that foraesstiential consumption
should be adjusted to reflect the long run histdniate of decline in average
consumption of two per cent per yéaithe AER agrees that the historical rate is
more appropriate, and considers the revised resaleonsumption forecast derived
on this basis, shown in table 10.1, representbéiseforecast possible in the
circumstances. Figure 10.6 compares the consumfaiienast for residential
customers as proposed by Envestra and approvdelAER.

22
23

ECCSA Envestra application, a responddovember 2010, pp. 81-83.
ACIL TasmanReview of demand forecasts for Envestra3#&cember 2010, p. 39.
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Table 10.1: AER approved residential (Tariff R) denand forecasts

2011-12 2012-13 2013-14 2014-15 2015-16

AER draft decision 19.28 18.9 18.52 18.15 17.79
Average annual

consumption - GJ Envestra proposal 18.22 17.61 17.02 16.44 15.93

Customer AER draft decision ~ 400964 407565 414498 421 790429 705
numbers

. AER draft decision 7732 7702 7676 7655 7643
Total consumption
-1 Envestra proposal 7300 7168 7041 6920 6826

Source: NIEIRNatural gas forecasts for the South Australia Etreegistribution
regions to 2020pp. 63 and 64.

Note: The AER approved forecast was derived baseapplying the long run trend
decline in average consumption to the final yeaaatfial data (2008-09).
Therefore the proposed and approved forecast didestarting from 2009-10.

Figure 10.6 Envestra proposal and AER draft decisio residential consumption forecasts
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Source: NIEIRNatural gas forecasts for the South Australia Etreegistribution
regions to 2020pp. 63 and 64.

The AER has reached this view for the followings@as:

= although appliance efficiency gains, and federdl state government energy
efficiency policies, have had a material impactlmaresidential average
consumption, ACIL Tasman’s analysis shows that#te of decline in weather
normalised average residential consumption haactslerated over the period
1999 to 2009, as shown in figure 16%7.

24 ACIL TasmanReview of demand forecasts for Envestra3dcember 2010, pp. 29-30.
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Figure 10.7: Change in average residential consumipnh 1999-2009
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Source: ACIL Tasman,Review of demand forecasts for Envestra@#cember 2010,

p. 30.

Note: Average residential consumption calculatesktaon detailed customer

numbers and weather normalised consumption dasepied in tables 6.2 and
6.3 of NIEIR,Natural gas forecasts for the Envestra South Alistra
distribution region to 2019-2(eptember 2010.

Envestra has adopted an average consumption folssesd on analysis by
NIEIR. However, NIEIR provided limited referenceskiey source materials and
provided little substantiation regarding the cadtian of the numeric values used
in the input assumptions for the analySis.

the AER has concerns in relation to a number afii@ssumptions used by NIEIR
including:

= the estimate of the existing stock, and the fortecasbers of new
connections, of solar boosted hot water heatersaappio be overstated when
compared to information released by the ABS anddtfiee of the Renewable
Energy Regulator (ORER)

= the assumed percentage reduction in hot watemgegéis consumption due to
water efficiency gains is likely to be overstatad for storage water heating
systems the energy required for constant heatirsgooéd water when not in
use (standing loss) is independent of hot wategai5a

25

26

27

Envestra did not respond to the AER’s requesfuidher information regarding the source
material used by NIEIR to develop its forecasts.

AER, Email to EnvestraAER.EN.13 - Questions on demand forecds®sNovember 2010.

The AER understands Envestra’s ability to provideety responses regarding demand forecasts
may be restricted by the confidential nature ofRHEIR model.

ABS, Cat 4602.0.55.001 Environmental Issues: EnergydsskConservationMarch 2008;
ORER,Register of Renewable Energy Certificates
https://www.rec-registry.gov.au/getSearchPublicRaldithgs.shtml?recType=LGC, viewed 13
January 2010.

Equipment Energy Efficiency CommitteRegulatory Impact Statement — Proposal to introdaice
Minimum Energy Performance Standard for gas wagatérs October 2009, p. 93.
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= the assumption that the average energy efficieattyg of hot water heaters
will reach 6 stars in 2015-16 appears to be owagstymistic when compared
to the current star ratings of gas hot water heasrshow in figure 108.

Figure 10.8: Energy efficiency of gas hot water heers
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Source: Equipment Energy Efficiency CommittRegulatory impact statement —

Proposal to introduce a Minimum Energy Performaftandard for Gas Water
Heaters October 2009, p. 6.

= although the assumed average life of 17 yearsdsispace heaters by NIEIR
appears reasonalfiethe actual replacement rate adopted by NIEIR did n
reflect this assumption and appears to imply amameelife of 12 years

= historical ABS data and information provided by NREloes not support an
acceleration in the rate of decline in gas spaegifg market share

28

29

30
31

NIEIR assumed improvements in average star ratirigpt water heaters from 4 to 7 stars from
2009-10 to 2019-20. A straight line interpolatindicates a 6 stars average rating in 2015-16.
Higher star rating indicates higher energy efficie Equipment Energy Efficiency Committee,
Regulatory impact statement — Proposal to introdaddinimum Energy Performance Standard
for Gas Water Heatergctober 2009, p. 6.

ESCOSA assumed an average effective life of 20syfor ducted heating systems, see ESCOSA,
Residential Energy Efficiency Scheme — Review efgyrEfficiency Activities Phase 1
information paperp. 49, September 2010.

Sustainable Energy Authority Victoria (SEAV) indied that the average retirement age of gas
space heaters was 13.4 years in 1999-00, andibé@tdata shows an improving trend over time.
SEAV, Energy Labelling & Minimum Energy Performandéovember 2002, p. 41.

Envestra, Email to the AERER.EU.05 - Questions on the demand forec&stéovember 2010.
ABS, Cat 4602.0.55.001 Environmental Issues: Energy &fgkConservationMar 2008;

NIEIR, Natural gas forecasts for the Envestra South Alistdistribution region to 2019-20
September 2010, p. 45;

Straight-line interpolation of NIEIR’s assumptitirat market share to reduce to 10 per cent in
2020 suggests 1.4 per cent decline in market gieargear.

ABS estimated that in March 2005, 29.3% of dweliiin SA used mains gas for space heating,
the proportion declining to 26.6% in the three gaar2008. This implies 0.9% reduction per year.
NIEIR’s own estimate for 2009-10 is 170,308 spaga&ting connections, combined with NIEIR’s

185



= based on information published by ESCOSA and alaégy impact
statement from the Australian Building Codes Bq#&HBCB), the decline in
average gas space heating consumption as a réstkmges in the building
code and the Residential Energy Efficiency Schesnalikely to reach the
levels assumed by NIEIR.

10.6.5 Commercial and industrial and demand custome r demand
forecasts

Envestra proposed to allocate small business cassowith annual consumption less
than 10TJ to Tariff C and are charged based onuropson. Tariff D consists of
large business customers with annual consumptieatgr than 10TJ. These
customers are charged based on their contracteimaxdaily quantity (MDQ)>
This represents a continuation of existing tarifigy.

The AER and ACIL Tasman reviewed the key driveratae forecasts on which
Envestra based its Tariff C and Tariff D consumpfiorecasts. The AER considers
that the economic outlook adopted by Envestraépame the Tariff C and Tariff D
demand forecasts is not reasonable, and has requesvestra to adjust the forecasts
based on a more realistic outlo8kThe AER considers the revised forecasts derived
based on South Australian Government projectiodsaaerage growth in South
Australia over the past decade, as shown in tah21 represent the best forecasts
possible in the circumstances. Figure10.9 comparesonsumption forecasts for
Tariff C and Tariff D customers as proposed by Etnzeand approved by the AER.

estimate of dwelling stock of 647,160 implies markgare of 26.3%, which suggests annual
decline of approximately 0.14%.
Envestra, Email to the AERAER.EU.05 - Questions on the demand forec8d#ovember 2010;
NIEIR, Natural gas forecasts for the Envestra South Aliatdistribution region to 2019-20,
September 201®. 52.
%2 ABCB, Consultation RIS 2009-03 - Proposal to Revise ther§y Efficiency Requirements of the
BCA for Residential Buildings - Classes 1, 2, 4% September 2009, pp. 54-55, and 62.
ESCOSAResidential Energy Efficiency Scheme — Review efgyrEfficiency Activities Phase 1
information paperSeptember 2010.
Envestra, Email to the AERE: Questions from ACIL Tasman on the demand fsteca
attachment, 101122-AER EN 09 Response to AT Questarx24 November 2010.
EnvestraSA access arrangement informati@ctober 2010, p. 210.
¥ AER, Email to EnvestradER.EN.19 —Demand forecasi® December 2010.
% Envestra, Email to the AERW: AER.EN.19 — demand, attachment, NIEIR Refstegih
Treasury GSP Values (December 2010).d@@December 2010.
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Table 10.2: Tariff D and Tariff C demand forecasts

2011-12 2012-13 2013-14 2014-15 2015-16
. , AER draft decision 3124 3212 3218 3258 3330
Tariff C consumption -
& Envestra proposal 3071 3115 3060 3082 3138
AER draft decision 71 860 71 500 70 191 70 573 71541
Tariff D MDQ- GJ
Envestra proposal 72 800 72 000 69 900 70 100 70 900
. AER draft decision 10 143 10 321 10 483 10 557 10 687
Tariff C customer
numbers Envestra proposal 10064 10205 10144 10167 10262
. AER draft decision 148 148 146 146 147
Tariff D customer
numbers Envestra proposal 147 148 145 146 147

Source: Envestr&A access arrangement informati@ctober 2010, p. 204; Envestra,
Email to the AERFW: AER.EN.19 — demand, attachment, NIEIR Refotecas
with Treasury GSP Values (December 2010).da2xDecember 2010.

Figure 10.9 Envestra proposed and AER draft decien Tariff D and Tariff C total
consumption forecasts
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Source: Envestr&A access arrangement informati@ctober 2010, p. 204; Envestra,
Email to the AERFW: AER.EN.19 — demand, attachment, NIEIR Refsteca
with Treasury GSP Values (December 2010).da2xDecember 2010.
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The AER has reached this view for the followings@as:

ACIL Tasman advised that the quantum and timinthefforecast increase in gas
prices due to the potential introduction of a carpacing scheme are

reasonablé®

the assumed rate of economic growth (GSP) on wihisrestra’s demand
forecasts have been based is significantly bel@eneSouth Australian
Government projections and the average growth uttSAustralia over the past
decade.

Envestra’s GSP growth assumptions (based on atteiceNIEIR) are low
compared to other sources, as shown in table kOarticular, the growth
assumptions contradict those used by BIS Shrapr@kiparing advice for
Envestra on labour cost escalatfofthe overall effect of Envestra’s growth
assumptions is potentially unreasonably low forecatgas demand for Tariff D
and Tariff C customer®.

Table 10.3: South Australia GSP forecasts

Average of

NIEIR State BIS KPMG ACCPTSS forecasts other
budget Shrapnel Econtech Economics than NIEIR
2010-11 2.3% 2.8% 1.9% 3.4% 2.6% 2.7%
2011-12 1.9% 3.5% 3.4% 3.1% 2.8% 3.2%
2012-13 1.1% 2.8% 4.8% 2.1% 2.3% 3.0%
2013-14 0.5% 2.8% 0.6% 2.7% 1.9% 2.0%
2014-15 1.9% NA 3.3% 3.1% 1.9% 2.8%
2015-16 2.2% NA 4.2% 2.2% 2.4% 2.9%
Average growth 1.7% 3.0% 2.8% 2.3% 2.8%

2011-2016

Source: NIEIRNatural gas forecast for the Envestra South Augrdistribution

region to 2019-20September 2010, p. 19; SA Government, 201Btidget
paper 1 September 2010, p. 17; BIS ShrapRaal Cost Escalation Forecasts
to 2015/16 — Queensland and South Australiagust 2010, p. 12; KPMG
EcontechANSIO reportDecember 2010, p. 109; Access Econonticsecast
growth in labour costs: Queensland and South Alistr®ecember 201(. 10

Note: Average of forecasts other than NIEIR cal@daby the AER and is intended

for comparison purpose.

36
37

38

ACIL TasmanReview of demand forecasts for Envestra3&cember 2010, pp. 16-17.
BIS ShrapnelReal Cost Escalation Forecasts to 2015/16 — Queedshnd South Australia,

August 2010p. 12.
ACIL TasmanReview of demand forecasts for Envestra3#&cember 2010, p. 38.
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=  OQverall, NEIIR forecast consumption for all Envestustomers to decline on
average by 0.6 per cent over the period 2010-2016-16% In the 2010 Gas
Statement of Opportuniti€8 AEMO forecast SA domestic gas demand (total SA
demand net of gas powered generation demand) o @naverage by
0.4 per cent, one per cent and 1.6 per cent pemyeker the low, medium and
high scenarios over the period from 2010-11 to 265" While the AER
acknowledges that NIEIR’s and AEMOQO's projections aot directly comparable
due to transmission connected demand, the fach\iidR’s forecast lies
significantly below the low scenario of AEMO'’s peation provides further
indication that NIEIR’s forecast appears to unggesgjas consumption.

Based on the updated Tariff C and Tariff D consuomptorecasts, the forecast
customer numbers for these two tariff classes lagsebeen revised as they are
derived from the total consumption forecasts usiistprical average consumption per
customer for each industry. The MDQ forecast farfT® customers was revised as
it is derived by applying the historical load facéd industry level to the total
consumption forecasts by indusfAThe revised forecasts are set out in table 40.2.

10.6.6 Marketing and new township adjustments to de  mand forecast

Envestra proposed to adjust NIEIR’s demand foredasaccount for the expected
impacts of its marketing program and the propossdiork expansion to the
townships of McLaren Vale and Tanurifaable 10.4 sets out Envestra’s proposed
adjustments to NIEIR’s demand forecasts.

The AER accepts that it is reasonable to adjustRIEEdemand forecasts to
incorporate impacts outside of its forecasting nmdgased on its assessment of
Envestra’s proposed marketing and network exparestpenses, the AER considers
the adjustments should be reduced to the levelsusen table 10.4. This reflects the
AER’s draft decision to approve the proposed nekveapansion progranis but to
adjust the proposed marketing expenditure to thel leroadly in line with actual
expenditure in the earlier access arrangementg&tio

% NIEIR, Natural gas forecast for the Envestra South Augtrdistribution region to 2019-20

September 2010, p. 64.

40 AEMO, 2010 Gas Statement of Opportunities (GS@cember 2010, pp. 98—105.

4 AEMO, 2010 GSOO Chapter 5: Demand Projectioviswed at
http://www.aemo.com.au/planning/1410-0004.xIsx

42 Envestra, Email to the AERER.EN.O5 - Questions on the demand forec@si#ovember 2010.

4 Envestra, Email to the AERER.EN.19 - demand forecast, attachment, NIEIRrBedst with
Treasury GSP Values (December 2010).d@@December 2010.

4 See section 3.6.2.2 and section 8.6.3.1 of thift decision.

4 See section 3.6.2.2 of this draft decision.

46 See section 8.6.3.1 of this draft decision.
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Table 10.4: Marketing and new township adjustmentd demand forecast

2011-12 2012-13 2013-14 2014-15 2015-16

. . Envestra proposal 600 913 1207 1496 1775
Residential customer
numbers AER decision - 396 753 1085 1387
Residential consumption Envestra proposal 11 27 52 83 118
(TJ) AER decision - 14 35 61 90
Envestra proposal - 24 43 51 52
C&Il customer numbers
AER decision - 24 43 51 52
Envestra proposal - 19 26 28 28
C&I consumption (TJ)
AER decision - 19 26 28 28

Source: Envestr&A access arrangement informati@ctober 2010, p. 204.
EnvestraSA access arrangement informatiattachments, 6-5, S25, S55 and
S56 October 2010.

10.6.7 Minimum, maximum and average demand

Rule 72(1)(a)(iii) of the NGR requires that the e&x arrangement information for a
distribution pipeline must include minimum, maximamd average demand for the
earlier access arrangement. The AER considershbatata provided by Envestra in
its access arrangement information, and reproductble 10.5 below, meets the
requirement of r. 72(1)(a)(iii) of the NGR.

Table 10.5: Minimum, maximum and average demand 2@3-06 to 2010-11
(TJ per day)

2006-07 2007-08 2008-09 2009-10 2010-11

Minimum demand 59.01 61.66 64.49 57.40 60.10
Maximum demand 162.45 160.03 154.02 150.21 146.00
Average demand 106.12 104.45 105.06 102.01 101.50

Source Envestr&A access arrangement propqgattober 2010 RIN pro forma
(confidential).

10.6.8 Forecast pipeline capacity and utilisation

Rule 72(1)(a)(iii) of the NGR requires that, to #went practicable, the access
arrangement information should include forecaseloie capacity and utilisation of
pipeline capacity over the access arrangementgdfiavestra provided no
information on pipeline capacity and utilisatioh€TAER understands that a
distribution network is a meshed network made uptefrconnected pipes, and there
are a number of practical considerations governing the calculation of utilisation

is not straightforward, and so therefore may noptaeticable.
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10.7 Conclusion

The AER accepts the proposed forecasting approeganeral appears reasonable,
and that the residential customer numbers foresastsonable. However, the AER
does not approve Envestra’s proposed demand fasegashey do not meet the
requirements of r. 74 of the NGR.

The AER considers that Envestra has not providedaate information to justify the
proposed above trend decline in forecast averaygematial consumption. As a result,
the AER agrees with ACIL Tasman that the historreéé of decline is more
appropriate. The AER considers the revised res@eransumption forecast derived
on this basis, as shown in table 10.1, represkatbdst forecast possible in the
circumstances. The AER considers that the econouatlook adopted by Envestra to
prepare Tariff C and Tariff D demand forecastsasreasonable, and requested
Envestra to adjust the forecasts based on a mailistie outlook as discussed in
section 10.6.5. The AER considers the revised &mtsoderived on this basis, as
shown in table 10.2, represent the best forecassile in the circumstances.

The AER considers the forecasts need to be adjbsteeld on values set out in
table 10.4 to reflect the impacts of marketing aativork expansion programs
approved by the AER in chapter 3 and chapter Sctsely.

Overall, the AER’s amendments to the proposed ddrf@ecast will lower the X-
factor by 0.94 per cent on average over the aareasgement period. In other words,
the maximum allowed increase in weighted averagepifor all customers is
reduced by approximately 0.94 per cent on averagetbe access arrangement
period.

10.8 Required amendments

Before the access arrangement proposal can betadc&mvestra must make the
following amendments:

Amendment 10.1:amend the access arrangement information to delele 13.2 and
replace it with the following:

Table 10.6: AER draft decision on Envestra’s demanfbrecasts

30 June end 2011-12 2012-13 2013-14 2014-15 2015-16
Tariff R consumption (TJ) 7732 7716 7711 7716 7733
Tariff R customer numbers 400 964 407 961 415251 22 875 431 092
Tariff C consumption (TJ) 3124 3231 3244 3286 3358
Tariff C customer numbers 10 143 10 345 10 526 ad 6 10 739
Tariff D customer numbers 148 148 146 146 147
Tariff D MDQ demand (GJ) 71 860 71 500 70 191 7857 71541
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11 Reference tariffs

An access arrangement is required to set out hegereice provider intends to charge
for reference services. The NGR requires that #sesbfor setting reference tariffs be
explained. This is done by defining the tariff sesand comparing the revenue to be
raised by each reference tariff with the cost ailing each individual reference
services.

Envestra has proposed the same reference tanftsire as in the earlier access
arrangement, with tariffs for domestic, commereiatl demand network customers,
and tariffs for ancillary services. Envestra proedlinformation to demonstrate the
compliance of its proposed tariffs with the NGRmiost instances the AER is
satisfied the requirements of the NGR have beenhiogtever, the AER considers
that Envestra has not adequately justified its isg) to categorise demand
customers based on their maximum demand instetheioflevel of consumption, as
in the past.

The AER considers Envestra did not adequately s¢épdne allocation of revenue
between reference services, and other servicesAERealso considers that Envestra
did not provide sufficient information to suppdréetprudent discounts it proposed for
four customers.

In revising its reference tariffs to address mattir this chapter, Envestra is required

to incorporate the various amendments requiredigyAER in other chapters of this
draft decision.

11.1 Introduction

This chapter sets out the AER’s consideration ofeStra’s proposals about the
structure of tariffs and allocation of revenue eattihan the level of tariffs against the
requirements of the NGR. Envestra’s access arraegepnoposal addressed the key
aspects of its proposed tariff structure, including

= the number of tariff classes, tariffs, and chargpagameters

= the share of total revenue to be recovered frorh &adf class

= the cost-reflectiveness of tariffs and chargingapsaters.

11.2 Regulatory requirements

With respect to reference tariffs, the NGR requiesestra to:
= specify the tariffs for each reference serviced®(1)(d)(i))

=  demonstrate that total revenue is allocated betwefenence and other services
on the basis of costs allocated according to gepanciples (r. 93(1)&(2))

= divide reference service customers into tariff eéess(r. 94(1)) that are
economically efficient and avoid unnecessary tretisa costs (r. 94(2))

192



= describe the proposed approach to the settingiféfstancluding the method used
to allocate costs, and demonstrate the relatiortstipeen tariffs and costs and
provide a description of any applicable pricingpiples (r. 72(1)()))

= demonstrate that revenue expected from each téad6 is within certain lower
and upper thresholds (r. 94(3))

= demonstrate that each tariff and its charging patare must take into account
long run marginal costs, and are determined wigiane to transaction costs and
customer responses to price signals (r. 94(4))

= demonstrate that prudent discounts offered to ocuste are necessary for
competition or efficiency reasons and that thid Wkely lead to lower tariffs for
other customers (r. 96).

11.3 Access arrangement proposal

Envestra’s tariff proposals are described in tdldld.. In summary, Envestra proposed
a domestic tariff, a commercial tariff, eight derddariffs across six regions, and
three ancillary servicesThe tariff classes proposed by Envestra direetiect the
reference services it proposed, as discussed ptexh2 of this draft decision.

Envestra’s general approach to tariffs in its as@sangement proposal is unchanged
from the earlier access arrangement. In particilavestra retained the same tariff
classes and number of tariffs in each tariff cla$® only change Envestra proposed
to the structure of tariffs was to split the fiedttwo consumption bands for the
domestic tariff into two bands. For other taritfse thresholds at which different
consumption charges apply remain unchanged.

Table 11.1: Envestra’s proposed tariff classes, tifs and tariff parameters

Tariff classes Tariffs Tariff parameters

Domestic services Domestic tariff Fixed base charge
Stepped variable consumption
charge

Commercial services Commercial tariff Fixed base charge
Stepped variable consumption
charge

Demand services Demand tariffs for: Fixed base charge (based on

customer’s demand)
Stepped variable demand charge

Adelaide region — 3 zones

Five other regions including
Port Pirie, Riverland, South
East, Peterborough, Whyalla

Ancillary services Special meter read Fixed charge
Disconnection

Reconnection

Source: Envestr&A access arrangement informati@ctober 2010, p. 209.

1 EnvestraSA access arrangement propggattober 2010, Annexure B.
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While the tariff structures proposed by Envestreeii@mained largely unchanged,
the relative magnitude of tariff parameters hasged from the earlier access
arrangement period. Specifically, Envestra hasglige-balanced charges, with
more revenue to be recovered by fixed base chamgtow levels of consumption
and demand. Also, Envestra proposed categorisisipaiers as demand customers
based on their consumption and maximum demanddseaslopposed to just their
consumption levels in the earlier access arrangepeziod?

Envestra included in its access arrangement inflitoma detailed description of the
cost allocation method it used to develop tariffisreference services, with the
exception of ancillary reference services.

Table 11.2: Envestra expected revenue compared te@dable and stand alone costs
for domestic, commercial and demand tariffs, 2011-2L($m, nominal)

Avoidable cost Expected revenue Stand alone cost
Tariff R: Domestic 20.22 99.51 194.39
Tariff C: Commercial 2.39 18.50 50.42
Tariff D: Northern 2.40 16.27 31.12
Tariff D: Central 1.41 4.65 31.12
Tariff D: Southern 0.65 1.63 31.12
Tariff D: Peterborough 0.09 0.38 31.12
Tariff D: Port Pirie 0.02 0.65 31.12
Tariff D: Riverland 0.02 0.19 31.12
Tariff D: South East 0.14 0.41 31.12
Tariff D: Whyalla 0.02 0.17 31.12

Source: Envestr&A access arrangement informati@ctober 2010, p. 214.

11.4 Submissions
Submissions were received from AGL and Origin.

Origin submitted that Envestra’s proposal to mamtae division of volume
customers into domestic and commercial customersechproblems with business-
to-business systems and raised questions abousitesiare identified as domestic.
For these reasons Origin stated that the volunegjoag should be removéd.

EnvestraSAaccess arrangement informatio@ctober 2010, p. 41.
EnvestraSA access arrangement informati@ctober 2010, Attachment 14.1, pp. 11-17.

4 Origin, Envestra’s SA gas access arrangemdluvember 2010, p. 4.
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AGL?® and Origiff raised concerns with Envestra’s proposal to caisgaemand
customers on the basis of maximum daily quantitip@) instead of annual
consumption levels, as in the earlier access aeraegt period. AGL stated that the
new definition was not in the interests of netwoslers and end-use consumers.
Origin stated that it was unclear whether customatts annual consumption less than
10 TJ but with MDQ greater than 50 GJ will be moweado interval metering and, if
they are, whether network users will be able tes masthe cost of the new meter.
Origin also noted these customers would not easilidentified in current business
systems, which would cause billing problems. Finalrigin stated that it was not
convinced there was a sufficient benefit in coieotive pricing to justify the change
for a very small group of custométs.

ECCSA stated that the AER needed to ensure thadfavs tariffs are as close as
possible to cost reflectivity and that gaming d thriffs is minimised. ECCSA also
stated that because Envestra did not propose detaaffsl based on maximum
hourly quantity, and a similar approach for volutaeff users, the issue of short term
high volume consumption was not a real concernniveftra’

11.5 AER’s consideration

The AER has identified those elements of Envespredposal that meet the NGR
requirements and those elements that require anmertdnm order to sufficiently
demonstrate that certain tariff characteristics glyrwith the NGR requirements. In
considering Envestra’s proposal, the AER has takienaccount the submissions
received. In addition, the tariffs need to be reglated to reflect the adjustments
made to revenue and demand, as discussed in chped 10.

11.5.1 Tariff classes and tariffs

Envestra proposed to divide customers for its egfeg services into the same
reference tariff classes used in the earlier aceeasgement period. The AER
considers this meets the requirements to speaify tbasses in accordance with r.
48(1)(d)(i) and r. 94(1) of the NGR.

Envestra considered a range of factors that the éd&Riders relevant to the
economic efficiency of providing reference serviaes the associated transaction
costs, including for example:

® bases for grouping customers, such as usage prafilé location

= customers’ changing behaviour and response to pigeels

* customers’ impact on connection and pipeline ctsts.

AGL, Envestra’s SA gas network access arrangenidovember 2010, p. 2.

Origin, Envestra’s SA gas access arrangemblovember 2010, p. 5.

AGL, Envestra’s gas network access arrangemiiovember 2010, p. 2.

Origin, Envestra’s SA gas access arrangemslovember 2010, p. 5.

ECCSA Envestra application, a responddovember 2010, p. 86.

19 EnvestraSA access arrangement informati@ctober 2010, pp. 209—-211, 218-220; EnveSifa,
access arrangement informatio@ctober 2010, Attachment 14.1, pp. 24-25.
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The access arrangement information indicated thae&ira developed and adjusted
its tariff classes (and tariffs) for this accesmagement period with a view to
addressing the requirements of r. 94(2) of the NGR.

Envestra has proposed to maintain a separationloime customers between
domestic and commercial customers. Origin has stéxdnihat in its view, this

division is not effective in South Australia aneposed it be removed. It submitted
that its business-to-business systems currentigelisustomers between demand and
volume which limits its capacity for further sep@wa of customer groups and also
limits any price impact of the sub-division. Funthimere are also complications to
identify whether a site is more or less then 50qgeert threshold of domestic use in
order to qualify for the domestic tariff.

The AER notes that separate domestic and commeaciti have been offered by
Envestra for the past two access arrangement gerlde AER considers that
Origin’s proposal to change the structure of tariffisses to reduce administrative
costs would itself impose administrative costs ondstra and therefore users. It is
unclear, therefore, that a net benefit would refsaih Origin’s suggestion. Further,
the AER notes Envestra’s view that it is not pdssib further consolidate its existing
tariff classes in such a way that customers woeldrouped on an economically
efficient basis:* For these reasons, in relation to Origin’s subibisgthe AER
considers that Envestra’s proposed tariff clasppsogriately reflect both the need to
group customers on an economically efficient b@si84(2)(a)) and the need to avoid
unnecessary transaction costs in accordance wi#h(2)(b) of the NGR.

The AER considers that Envestra has not adequadielsessed requirements on
economic efficiency and transaction costs in r294f the NGR in proposing to
categorise customers as volume or demand custdrases! on their maximum
demand levels. For example, Envestra has proposetpbse an additional criterion
of 50 GJ per day for its demand haulage refereecace customers. Envestra noted
that its proposed ‘daily demand’ criterion for demdaeference services was
previously in place, but was dropped for its eaidiecess arrangement period in order
to simplify administrative arrangements. Envestia stated that it was now clear that
capacity management will be an increasingly impdrissue for the network.
Envestra noted that from time to time, there mag Benall number of customers that
do not meet the annual 10 TJ threshold but which dnaw large volumes of gas over
a short period of several hours, with such a pea#t Eclipsing that of some smaller
demand customers.

The AER considers that if capacity management issue, then extending demand
charges to more customers seems to be a sensibteaah as proposed by Envestra.
However, Envestra did not provide any evidenceaufipsrt this claim. Also Envestra
has not discussed the administrative implicatidrme-antroducing this approach. The
AER notes that Origin and AGL have raised a nuntibeoncerns regarding the
implementation of Envestra’s proposed approd@rigin is concerned that

11
12
13

Envestra, SAaccess arrangement informatio@ctober 2010, p. 219.

Envestra, SMAccess arrangement informatio@ctober 2010, p. 41.

Origin, Envestra’s SA gas access arrangemlavember 2010, p. 5 ; and AGEnvestra’s gas
network access arrangemehtovember 2010, p. 2.
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customers with annual consumption less than 10utWikh MDQ greater than 50 GJ
would not easily be identified in current businegstems, which would cause billing
problems. Also it is unclear whether such customalidoe moved onto interval
metering and, if they are, whether network usetkbeiable to pass on the cost of the
new meter.

The AER notes the ECCSA submission that the AERIs&® ensure that Envestra’s
tariffs are as close as possible to cost reflagtiiine AER disagrees with the

Origin’s submission that there was not a sufficieenefit in cost reflective pricing to
justify the change for a very small group of custosn For the reasons outlined above
the AER considers that the tariff classes propdseinvestra do not meet the
requirements of r. 94(2) of the NGR.

11.5.2 Allocation of total revenue and costs to tar iff classes

The NGR includes requirements at two levels of nereeand cost allocation — the first
between reference services and non-reference egfamd the second between
reference services.

11.5.2.1 Allocation of revenue and costs between referencersices and other services

Envestra stated that it will provide negotiated/ses that are different to reference
services® Envestra also stated that it does not allocates ¢bat are not attributable

to reference services in its cost allocation mdf@his suggests Envestra incurs costs
for reference services that may be attributableoio-reference services. The AER
considers therefore that r. 93 has not been satistihat is, Envestra has not
adequately demonstrated that total revenue isabdcbetween reference and other
services in the ratio in which costs are allocdte@3(1)) or that costs have been
allocated between reference and other servicesdingao r. 93(2) of the NGR®

11.5.2.2 Allocation of revenue and costs between referencersices

Envestra included in its access arrangement infooma detailed description of the
cost allocation method it used to develop tarifisreference servicéd The AER
considers this description meets the requiremdritseed\NGR, with the exception that
ancillary services are omitted. Ancillary serviees reference services and therefore
must be included in Envestra’s response to r. T2} )of the NGR. Also, Envestra
did not demonstrate the relationship between @sidariffs, as required under

r. 72(1)(j)(i) of the NGR. In its revised accessagement proposal, Envestra should
include ancillary services.

Also, Envestra did not include any information tantbnstrate the relationship
between costs and tariffs, as required under 4.){2() of the NGR. In its revised
access arrangement proposal, Envestra should déaateribis relationship. The AER
considers Envestra could do so by quantifying tep-by-step cost allocation process

" NGR, r. 93.

15 NGR, r. 72(2)()().

16 EnvestraSA access arrangement informati@ctober 2010, p. 42.

7 EnvestraSA access arrangement informati@ctober 2010, Attachment 14.1, p. 17.

18 EnvestraSA access arrangement informati@ctober 2010, Attachment 14.1, p. 17.

¥ EnvestraSA access arrangement informati@ctober 2010, Attachment 14.1, pp. 11-17.
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for calculating tariffs that Envestra provided s &access arrangement information
(amended to include ancillary services).

11.5.3 Tariff class revenues and parameters

Rule 94 of the NGR imposes limits on the revenag tlan be recovered for each
reference tariff class and includes requiremenéeé to the nature of tariffs and
tariff parameters.

11.5.3.1 Tariff class revenue limits

For each tariff class, the NGR requires that taeffenue lies between the stand alone
cost of supplying customers and the avoidable @bsbt supplying therf® The AER
has reviewed Envestra’s definitions of avoidablé stand alone costs for domestic,
commercial and demand tariff classes and constteysare acceptable for assessing
compliance with the NGR. As shown in table 11.2y&stra calculated avoidable and
stand alone costs for domestic and commerciaf @asses, and for each tariff within
the demand tariff class, and showed that expear#tirevenue lies between these
values.

Compared to the earlier access arrangement, iiffs tanvestra proposed included
slightly re-balanced charges, with a greater sharevenue to be recovered from
fixed base charges and low levels of consumpti@ehdemand. This re-balancing is
permissible under the revenue limits imposed aff tdasses under the NGR. As
shown in table 11.2, the revenue Envestra expectcbver from domestic,
commercial and demand customers lies well withenkitoad range of avoidable and
stand alone costs for each tariff class. As a tethd AER is satisfied that Envestra
has complied with r. 94(3) of the NGR in relationstand alone and avoidable costs
for the domestic, commercial and demand tariffsgas

11.5.3.2 Tariffs and charging parameters

The NGR requires that each tariff and its chargiagameters must take into account
long run marginal costs, and must be determinethgaegard to transaction costs
and customer responses to price signdl#\s discussed in section 11.5.1, the AER
considers that Envestra has not adequately addresgeirements on transaction
costs in proposing to categorise customers as \@hhmidemand customers based on
their maximum demand levels. Aside from this isshe AER considers that
Envestra’s formulation of tariff classéshows adequate consideration of transaction
costs and customer responses for domestic, comathard demand services but not
for ancillary services. This is because ancillagviEes were not included in
Envestra’s discussions of transaction cdsiad customer responsgs.

The AER also considers that Envestra appropriaetpunted for long run marginal
costs in constructing domestic, commercial and dehtariffs and tariff parameters,
based on its review of section 14.6 of the accesmgement information. However,

2 NGR, r. 94(3).

2L NGR, r. 94(4).

#  gee section 11.5.1.

% EnvestraSA access arrangement informati@ctober 2010, pp. 218-219.
% EnvestraSA access arrangement informati@ctober 2010, pp. 219—220.
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Envestra did not address how tariffs for ancillseyvices take account of long run
marginal costs and is therefore required to addresomission in its revised access
arrangement proposal.

11.5.4 Prudent discounts

The AER has considered Envestra’s application fodent discounts it proposed for
four of its demand customet3All of these customers received discounted priices
the earlier access arrangement period and in thedpgrior to the earlier access
arrangement. The AER reviewed the confidentialrimi@tion provided by Envestra
against the requirements for approving prudentodists under r. 96 of the NGR.
Based on this review, the AER is satisfied thahediscount is in response to the
potential bypass of Envestra’s network in favouawnbther pipeline service provider
or energy source, as required by r. 96(2)(i) ofNiigR. However, Envestra has not
demonstrated how each discount is likely to leagkterence tariffs being lower than
otherwise, as required by r. 96(2)(b) of the NGRe RER requires Envestra to
demonstrate, on a confidential basis if need l#,ttie revenue expected to be
recovered from a discounted tariff exceeds thealdeicosts of servicing each
customer.

11.6 Conclusion

The AER considers that the tariff proposed by Etraemeet many of the
requirements of the NGR, including r.48(1)(d)(idan94(1). However, the AER
proposes not to approve the following aspects @eBima’s access arrangement
proposal and requires Envestra to make the amertdreehout in section 11.7.

= all reference tariffs—all reference tariffs requarmendment to reflect
amendments to total revenue and demand set obapters 9 and 10

= definitions of demand and volume customers basezbosumption and
demand—Envestra’s access arrangement proposahdoesmply with r. 94(2)
of the NGR

= allocation of revenues and costs to reference #met services—Envestra’s
access arrangement does not comply with r. 93(dPa&(2) of the NGR

= allocation of revenue and costs between tariffsdas—-Envestra’s access
arrangement proposal does not comply with r. 7P(1))6f the NGR

= other factors influencing tariffs and charging paesers—Envestra’s access
arrangement proposal does not comply with r. 9d{4he NGR

= prudent discounts—Envestra’s access arrangemepbgmbdoes not comply with
r. 96 of the NGR.

% EnvestraSA access arrangement informati@ctober 2010, Attachment 12-1 (confidential).
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11.7 Required amendments

Before the access arrangement proposal can bevaggpiienvestra must make the
following amendments.

Amendment 11.1:amend the access arrangement information to:

= demonstrate that revenue is allocated betweerergferand other services in the
ratio in which costs are allocated between refexemmd other services

®  demonstrate that costs are allocated between nefei@nd other services
according to r. 93(2) of the NGR

® include discussion of ancillary services in thet@®cation description

= demonstrate the relationship between costs arféstancluding for ancillary
services

® include consideration of transaction costs andotnst responses for ancillary
services

= demonstrate how tariffs for ancillary services takeount of long run marginal
costs

= demonstrate how all proposed discounted priceBkalg to lead to reference
tariffs being lower than otherwise.
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12 Tariff variation mechanism

An access arrangement is required to set out hoiffganay be varied during the
access arrangement period. Envestra has propogadfaivariation mechanism that
allows tariffs to be adjusted by inflation and, wapplicable, an ‘X’ factor each
year. In addition, Envestra has proposed a mechaifics adjusting tariffs in the
event of an approved cost pass through.

The purpose of the tariff variation mechanism mmpagst other things, to permit the
building block revenues to be recovered over tleess arrangement period smoothly
and to take account of actual inflation.

The AER considers that Envestra’s tariff variattormula in principle complies with
r. 92(2) of the NGR. However, the AER considerstti@initial reference tariffs for
reference services and ‘X’ factors must be amenadeeflect the changes to the
forecast total revenue identified in other chaptefrshis draft decision.

The AER does not propose to approve the cost pemsgh mechanism as Envestra’s
proposed cost pass through events are not defileaally enough and it does not
comply with r. 97 of the NGR. The AER also doesoo¢pt Envestra’s proposed
specific cost pass through events and the quanfuheanateriality threshold. The
AER has applied a preferable set of defined eweamdsa materiality threshold of

one per cent of smoothed revenue.

12.1 Introduction

This chapter sets out the AER’s consideration ofdstra’s tariff variation
mechanism. The purpose of the tariff variation na@tém is to permit tariffs to be
adjusted during the access arrangement periodeTddgastments are to account for
actual inflation whilst maintaining the proportiohrevenue to be recovered from
different reference services. The mechanism alsoramodates any other tariff
adjustments that may be required, such as for proaed cost pass through event.
The tariff variation mechanism also sets administegorocedures for the approval of
any proposed changes to tariffs.

12.2 Regulatory requirements

Rule 72(1)(k) of the NGR requires that the accesshgement information for a full
access arrangement proposal must include the sgsxawider’s rationale for any
proposed reference tariff variation mechanism.

Rule 92(1) of the NGR requires that a full accessrgement must include a
mechanism for variation of a reference tariff othex course of an access arrangement
period. Rule 92(2) of the NGR provides that therefice tariff variation mechanism
must be designed to equalise in present value teEnmasast revenue from reference
services over the access arrangement period armbthen of total revenue allocated
to reference services for the access arrangemeantipe

Rule 97(1) of the NGR requires that a referena#f tariation mechanism may
provide for variation of a reference tariff in acdance with a schedule of fixed
tariffs; or in accordance with a formula set outhie access arrangement; or as a

201



result of a cost pass through for a defined evard; combination of 2 or more of
these operations.

Rule 97(2) of the NGR provides that a formula fariation of a reference tariff may
(for example) provide for variable caps on the reseto be derived from a particular
combination of reference services; or tariff bagkate control; or revenue yield
control; or a combination of all or any of thesettas.

In deciding whether a particular reference taréfiation mechanism is appropriate to
a particular access arrangement, the AER mustie@aed to the various factors in r.
97(3) of the NGR including the need for efficieatitf structures; and the possible
effects of the reference tariff variation mechan@madministrative costs; and the
regulatory arrangements (if any) applicable tortdevant reference services; and the
desirability of consistency between regulatory rgeaments for similar services; and
any other relevant factor.

Rule 97(4) of the NGR requires that a referend#f taariation mechanism must give
the AER adequate oversight or powers of approvat gariation of the reference
tariff.

12.3 Access arrangement proposal

Envestra has proposed two reference tariff vanati@chanisms as part of its access
arrangement proposal:

= an annual tariff variation formula mechanism dethibelow consistent with the
formula applied in the earlier access arrangemenog, other than the value of
X.

» 3 cost pass though reference tariff variation meisna®

12.3.1 Annual tariff variation mechanism

Envestra has proposed to maintain the tariff basketal tariff variation mechanism
in the form of a weighted average price cap (WAR@Nula as in the earlier access
arrangement.This approach relies on historical quantities fiwo years prior to the
tariff variation year and allows the price contimlrely on actual rather than estimated
guantity data. Envestra stated that the tariff baaknual tariff variation mechanism

is allowed under r. 97(2)(b) of the NGR.

EnvestraSA access arrangement informati@ctober 2010, pp. 221-226.
EnvestraSA access arrangement informati@ctober 2010, pp. 221-226.

®  EnvestraSA access arrangement informati@ctober 2010, pp. 221-226.
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where:

CPI, is calculated as the CPI for the year ending 3tcklanmediately preceding the

start of year t, divided by the CPI for the yeadiag 31 March immediately
preceding the start of yetaf

X, is-0.17 for 2012-13
X, is-0.14 for 2013-14
X, is-0.02 for 2014-15

X, is-0.01 for 2015-16

n is the number of different reference tariffs

m is the different components, elements or variabbesprised within a reference
tariff

p! s the proposed compongrf reference tariff in yeart
pt”_1 is the prevailing componepbf reference tariff in yeart—1
', is the quantity of componejibf reference tariff that was sold in yea2.

Envestra has also proposed a rebalancing controlula consistent with the formula
applied in the earlier access arrangement peribeéy than the side constraint which
it has increased from 2.5 per cent to 10 per dbat (s, Y value increased from 0.025
to 0.10). Envestra suggested that the increadeisitle constraint to 10 per cent will
enable greater flexibility to respond to changestistomer gas usaj&nvestra also
noted that a 10 per cent side constraint is cadistith the tariff rebalancing control
formula approved by the AER for Jemena’s accessmigament for the NSW gas
networks (JGNF.

Envestra has proposed to maintain its referendéstéor ancillary reference services
in real terms over the access arrangement periogedira has submitted that subject
to AER approval, it will have the right to vary theference tariffs for ancillary
reference services on 1 July 2011, and thereatftanaly during the access
arrangement period.

EnvestraSA access arrangement informati@ctober 2010, pp. 221-226.

®  AER, Draft decision, Jemena access arrangement prodosahe NSW gas networks July
2010-30 June 2015, February 2010.

®  EnvestraSA access arrangement informati@ctober 2010, p. 225.
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12.3.2 Cost pass through tariff mechanism

Envestra has proposed to include a cost pass thmmeghanism in its access
arrangement, in order to recover incremental aestslting from material unforeseen
or uncontrollable eventsEnvestra has proposed five defined ‘trigger evénitging:

= change in impost

network user failure event

compliance obligation event

business continuity event

= carbon pollution reduction scheme event.

Envestra has proposed that a materiality thresbiof.1 million net of third party
payments, including proceeds from insurance, agpall individual trigger event.

12.3.3 Annual tariff variation approval

Envestra has proposed that it will notify the AERespect of any reference tariff
variations at least 35 business days before theeafamplementation. The

notification will include an explanation and desailf how the proposed variations
have been calculated. Envestra has proposed th&HR have 20 business days to
approve or reject the proposed variations. Thsaalmarket participants 15 business
days to prepare for the implementation of the remvif$. Envestra has submitted that
the tariff variation process satisfies the requieats of r. 97(4) of the NGR.

12.4 Submissions

The Energy Consumers Coalition of South Austrdi@CSA) stated that in some
instances, it is reasonable for Envestra to passidgin costs to consumers. However,
ECCSA also noted that firms in a competitive indpgstinnot simply recover costs by
raising prices, and must occasionally absorb sostscECCSA noted the proposed
$0.1 million materiality threshold is far too loeing approximately 0.01 per cent of
forecast revenue. ECCSA suggested the materihligghold should be no less than
one per cent of revendé.

EnvestraSA access arrangement informati@ctober 2010, pp. 221-226.

For the purposes of this access arrangemenfEReconsiders the terms ‘trigger event’ and ‘cost
pass through event’ can be used interchangeabfycdrsistency with past determinations and

r. 97 of the NGR, the AER will refer to the ‘cosigs through’ mechanism.

EnvestraSA access arrangement informati@ctober 2010, pp. 221-226.

EnvestraSA access arrangement informati@ctober 2010, pp. 221-226.

ECCSA Envestra application, a responddovember 2010. pp. 79-80.

10
11
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12.5 AER’s consideration

12.5.1 Annual tariff variation formula mechanism

12.5.1.1 Revenue equalisation

The purpose of the annual tariff variation mechaniser the access arrangement

period is, amongst other things, to equalise isgmévalue terms the building block
costs associated with reference services and thiepof total revenue allocated to

reference servicées.

The AER considers that Envestra’s annual tariffateon formula in principle

complies with r. 92(2) of the NGR. However, the AEdhsiders that the initial
reference tariffs must be amended as set out imament 12.1. This is required to
reflect the changes to forecast total revenue aretést demand. The changes in total
revenue are outlined in the total revenue chaptar®changes to forecast demand are
outlined in the demand chapter 10 of this drafisien.

12.5.1.2 Annual tariff variation formula

The AER’s consideration of Envestra’s proposed ahtariff variation formula is
discussed below.

Side constraints

Since the release of its decision for the JGNABR has reviewed its position on
side constraints in its recent decisions for thet&ian electricity distribution

network service providers distribution determinat{®ictorian DNSPs}? Under

r. 97(3) and r. 97(4) of the NGR, the AER must heagard to the regulatory
arrangements reflected in the previous tariff wasiamechanisnt? and the
desirability of consistency in the mechanism, witand beyond the relevant
jurisdiction® Further, the AER notes that large stakeholderbwigta both gas and
electricity networks businesses and it is appréog@iia have consistency across these
businesses.

The AER considers that consistent with the appratcok for its determination for
the Victorian DNSPs, a side constraint of 2 peit ceappropriate for Envestra to
respond to changes in the customer gas usageepiBfil/estra has freedom to
rebalance tariffs at the start of the access aeraegt period as the NGR does not
provide for side constrains at that time. The ABRssders that within the access
arrangement period, it is important for customerkadve a reasonable degree of
certainty to facilitate investments. The AER comesgitthat 10 per cent side constraint
proposed by Envestra is too high as it allowsftd increase up to 50 per cent
across the access arrangement period. Consistiénth&iapproach for the Victorian

12 NGR, 1. 92(2).

13 AER, Draft decision, Victorian distribution network sére providers, Distribution determination,
2011-2015June 2010, pp. 59-70; AERinal decision, Victorian distribution network service
providers, Distribution determination, 2011-20QX3ctober 2010, pp. 31-33, 40-57.

14 NGR, r. 97(3)(c).

15 NGR . 97(3)(d).
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DNSPs, side constraints contained in this draftsii@t do not apply for the first year
of the access arrangement peribd.

The AER acknowledges that not accepting the 1@@et side constraint proposed by
Envestra is not consistent with its decision torape a similar side constraint for the
NSW gas service providers. However, in its finatid®n for the Victorian DNSPs,
the AER notes that any change in its regulatory@gugh necessarily results in some
inconsistency across jurisdictions for a finiteipér This is because regulatory
control periods (and applicable distribution detiations) are not concurrent across
jurisdictions and do not have uniform commencende¢s:’

The AER requires Envestra to change its proposaalarcing control formula to
reflect the side constraint value of 2 per centiacdrporate the other changes as
outlined in amendment 12.2.

The AER notes the side constraints contained imghalancing variation formula
does not apply for the first year of the accesarmyement period. The AER considers
that Envestra should consult with its customersaoiff rebalancing in the first year

of the access arrangement following the releaskeoAER’s draft decision. This
would ensure customers are not surprised by ongodéntially large tariff increases

in 2011-12 (changes in tariffs in the following y&af the access arrangement period
are limited by side constraints).

12.5.1.3 Other technical specification matters

In addition to the matters outlined above, theeesarme other technical specification
issues that the AER requires Envestra to addréseselare addressed below.

Envestra has stated that subject to the approwhkecAER, it will have the right to
vary the reference tariffs for ancillary referesegvices, initially on 1 July 2011 and
thereafter annually during the access arrangeneiad®

The AER does not consider that a tariff variatioechanism which requires tariffs to
be varied on the first day of the access arrangepesiod (1 July 2011) is practical.
This would require a revision to tariffs that haekh determined in May 2011 which
would result in unnecessary administrative costh@#\ER would need to assess the
proposed tariffs prior to 1 July 2041 The annual ancillary tariff variation
mechanism needs to be amended as outlined in aneendi?.3 so that the first
annual tariff variation is made for the year compieg 1 July 2012As a
consequence, all tables in annexure B of the a@gessgement must be amended to
be indexed in real 2011-12 doll&fs.

6 AER, Draft decision, Victorian distribution determinatipJune 2010, p. 60.

7 AER, Final decision, Victorian distribution determinatipOctober 2010, p. 795.
18 EnvestraSA access arrangement informati@ctober 2010, p. 207.

YNGR, r. 97(3)(b).

20 EnvestraSA access arrangement propgdattober 2010, pp. 24—25.
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In order for the tariff variation to be estimatezhsistently each year, the AER
considers it appropriate for Envestra to amenddtess arrangement proposal as
outlined in amendment 12.4(iii) to specify a routglconventiorf®

Envestra also needs to include a clause in itssaa@@angement proposal to correct
for errors in subsequent years arising from th@psed tariff variation mechanisms
as outlined in amendment 12.4).

12.5.1.4 Annual tariff variation approval

The AER considers that the proposed 20 businesstdassess an annual tariff
variation notification does not provide it with agete time to assess a tariff variation
notification?® As outlined in amendment 12.4(i) Envestra is regflito provide a
proposed tariff variation to the AER a minimum Ssimess days before the variation
is to commence on 1 July. This is consistent witleoregulatory arrangements for
similar service$? This means Envestra is required to provide a megdariff

variation on or around 15 April or the next clodessiness day. This will provide the
AER with approximately 30 business days to assessariff notification and users
with 20 business days to implement the tariff clesng

However, this is a short period of time for the AERapprove a tariff variation if an
application is incomplete or information in it istrsubstantiated. As a result, the AER
considers the access arrangement must be amendatliasd in amendment 12.4(i)
to include a requirement to extend the decisioningaime period when the AER
requests further information from Envestra. Thamagement to extend the decision
making time is not new and a similar arrangemergt alwwed under the Code.

The AER accepts Envestra’s proposal to use CPIfdatae year ending 31 March
immediately preceding the start of the year inaherual tariff variation formula
mechanisnt?

An important input in the proposed annual tariffiggon mechanism is the use of
past gas quantities to weight each tariff companeriie AER considers it is
appropriate that Envestra be required to providemdependent statement to support
the actual gas quantities to allow the AER to yettie quantities used in the tariff
variation mechanism, and to ensure it is applietsistently every yedr. The
independent verification statement should provateatidited or verified quarterly
and annual quantities for the year consistent thighproposed changes in CPI. This
information is to be collected as a part annuabripg requirements (audit
requirement to be set out in RIN). The informatiorbe reported during the access
arrangement period is outlined in appendix E. TERAequires Envestra to amend
its access arrangement proposal as outlined in cmemt 12.4(ii).

2L NGR, r. 97(3)(e).

2 NGR, r. 97(3)(e).

3 NGR, r. 97(4).

2 NGR, r. 97(3)(d).

% Code, annex D, section 8.3D (b)(ii).

% EnvestraSA access arrangement informati@ctober 2010, pp. 224—226.
2T NGR, r. 97(3)(e).
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Further, the AER considers that Envestra shouldgigeoits workings, demonstrating
how the proposed tariffs have been calculated ¢oraance with the tariff variation
formula mechanism. This will allow the AER to m@asily assess whether the tariff
variation mechanism has been applied correctlytaracilitate the administrative
efficiency of the approval proce&sThe AER requires Envestra to amend its access
arrangement proposal as outlined in amendmentil2.4(

12.5.2 Tariff variation mechanism for cost pass thr  ough

The AER broadly accepts Envestra’s mechanism fsr gass-through. The AER
considers a pass through mechanism should balaacesk of material and
unexpected events that impact on a service prowdhrthe long term interests of
consumers. In particular, the AER considers thieoeilsl be incentives for a service
provider to bear some risk of unexpected eventtiasill encourage the service
providers to manage or mitigate the costs assabtiitd such events. The AER also
considers that any pass-through mechanism shousgirometric, such that customers
will benefit from unexpected events that materiaigluce the costs faced by a service
provider. The AER also considers that a pass throngchanism should seek to
minimise any administrative costs.

12.5.2.1 Defined cost pass through events

Envestra proposed five defined pass through evesftared to in its proposal as
‘trigger events2® The AER considers that clearly defined pass thnagents serve

the long term interests of service providers aretaisf gas distribution networks. In
particular, clearly defined events create greaggulatory certainty for service
providers and stakeholders by removing any ambegu#bout what costs may or may
not be passed through to customers during the secengement period. To promote
the symmetrical distribution of risks, the AER cwoless that qualifying events should
be defined so as to return material savings taooosts.

The AER has the following concerns with the defoms of Envestra’s proposed cost
pass through events.

= Network user failure event—Envestra’s proposed netwser failure event
would fully compensate Envestra for any user insoby leading to financial loss.
The AER considers this risk should be mitigatedEbyestra by forming
appropriate prudential requirements with users. ABR also considers that event
definitions should include a direct reference t® thateriality of impact.

=  Business continuity event—Envestra’s proposed lssirontinuity event
includes, but is not limited to, force majeure dgeifthe AER considers that a
‘force majeure’ event is not clearly defined. ThERAalso considers that event
definitions should include a direct reference t® thateriality of impact.

= Carbon pollution reduction scheme (CPRS) event-AfGR considers that the
form of any future carbon reduction policy is highincertain, and that the timing
and likelihood of any such scheme is unclear atgne The AER considers that

% NGR, r. 97(4).
2 EnvestraSA access arrangement propgdattober 2010, pp. 10-12.
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the ‘CPRS’ event is not clearly defined. As tharicand scope of a potential
carbon price cannot be firmly defined in advantejay only be treated as an
unforeseeable event. However, the proposed ‘CPRSites not consistent with
the AER’s interpretation of an ‘unforeseeable’ ev8The AER also considers
that event definitions should include a direct refiee to the materiality of
impact.

= Change in impost—the AER considers that Envespiaposed definition covers
only a new tax or charge rather than material s®eeor decrease in cost of
providing reference services as a consequenceanigehin relevant tax. The AER
also considers that event definitions should ineladlirect reference to the
materiality of impact.

= Regulatory change (compliance obligation)—Envestadefined this as an event
where it is obliged to comply with new or changddigation. The AER considers
that Envestra’s definition is not clear enough enalot consistent with the AER
interpretation of regulatory change event. The Ad$ considers that event
definitions should include a direct reference t® thateriality of impact.

In its earlier access arrangement, only two defeashts were included: a ‘network
project’ event, and an ‘impost’ evetitThe AER has had regard to these previous
arrangements under r. 97(3) of the NGR, as wdliragestra’s five proposed ‘trigger
events’, and does not consider they provide setfficprotection for Envestra and
other stakeholders against unforeseeable and untlabte risks. The AER considers
that Envestra faces a number of other clearly-défarisks that could threaten
Envestra’s overall financial viability.

The AER considers the following nominated evenéspaeferable to Envestra’s
proposed pass through events, and should applade pf Envestra’s proposed
events for the access arrangement period:

= Regulatory change event-means:
A change in a regulatory obligation or requiremémet:
(@) occurs during the course of a regulatory cohperiod; and

(b) substantially affects the manner in which Etneegrovides reference
services (as the case requires); and

(c) materially increases or materially decreases tlosts of providing those
services.

= Service standard event-means:
A legislative or administrative act or decision tha

(@) has the effect of:

%0 AER, Draft decision, Victorian distribution determinatipJune, 2010, p. 707.
3 EnvestraSA access arrangement 2006-20%#&ptember 2007, pp. 11-12.
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() substantially varying, during the course ofegulatory control
period, the manner in which Envestra is requiregtovide a reference
service; or

(i) imposing, removing or varying, during theurse of a regulatory
control period, minimum service standards appliesid prescribed
reference services; or

(i) altering, during the course of a regulatoegntrol period, the nature
or scope of the prescribed reference services,igeavby Envestra; and

(b)  materially increases or materially decreades tosts to Envestra of
providing prescribed reference services.

= Tax change event-means:

A tax change event occurs if any of the followioguos during the course of a
regulatory control period for Envestra:

(@) achange in a relevant tax, in the applicatmrofficial interpretation of a
relevant tax, in the rate of a relevant tax, othe way a relevant tax is
calculated;

(b) the removal of a relevant tax;
(c) the imposition of a relevant tax; and

In consequence, the costs to Envestra of provigiagcribed reference services are
materially increased or decreased.

=  Terrorism event—means:

An act (including, but not limited to, the useaft or violence or the threat of force
or violence) of any person or group of persons fiwéeacting alone or on behalf of
in connection with any organisation or governmewt)jch from its nature or context
is done for, or in connection with, political, rgious, ideological, ethnic or similar
purposes or reasons (including the intention téuerice or intimidate any
government and/or put the public, or any sectiothefpublic, in fear) and which
materially increases the costs to Envestra of mhong a reference service.

= Network user failure event—means:

A network user failure event means the occurref@m@vent whereby an existing
network user is unable to continue to supply gasstoustomers, and those customers
are transferred to another network user, and whitdterially increases the costs of
Envestra providing reference services.

® |nsurer credit risk event—means:

An event where the insolvency of the nominatedenswf Envestra occurs, as a
result of which Envestra:
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(@) incurs materially higher or lower costs forsirance premiums than those
allowed for in the access arrangement; or

(b)  in respect of a claim for a risk that wouldveabeen insured by Envestra’s
insurers, is subject to a materially higher or lavegaim limit or a materially
higher or lower deductible than would have appligdier that policy.

® |nsurance cap evert—means:

An event that would be covered by an insurancepdblut for the amount that
materially exceeds the policy limit, and as a re&investra must bear the amount of
that excess loss. For the purposes of this Triggemt, the relevant policy limit is the
greater of the actual limit from time to time ame §imit under Envestra’s insurance
cover at the time of making this access arrangen¥gns event excludes all costs
incurred beyond an insurance cap that are due teeStra’s negligence, fault, or lack
of care. This also excludes all liability arisingin the Envestra’s unlawful conduct,
and excludes all liability and damages arising fraotions or conduct expected or
intended by Envestra.

= Natural disaster event—means:

Any major fire, flood, earthquake, or other natudégsaster beyond the control of
Envestra (but excluding those events for whichreatensurance or self insurance
has been included within Envestra’s forecast opega¢xpenditure) that occurs
during the forthcoming regulatory control periodcamaterially increases the costs
to Envestra of providing reference services.

The AER considers this framework of events mirtbesframework applied in its
decision on the Victorian DNSP%.In that decision, the AER approved all of the
above evenf§ with regard to the AER'’s preferred conceptual apph to assessing
proposed pass through evefitghe AER considers that this approach to deterrginin
the cost pass through event framework is equaliyiegble to Envestra, given the
similarities in objectives under the NGL and NELUnder r. 97(3) of the NGR, the
AER must have regard to the desirability of comsisy between regulatory
arrangements for similar services. The AER consitlet the functions of gas and
electricity distribution service providers are stifintly similar as to be considered
‘similar services’ under r. 97(3). Where the eveadgfined in the decision on the
Victorian DNSPs promote the fundamental objectiveder the NEL, they similarly
promote the objectives under the NGL.

The AER notes that the event definitions have beeised—though to the least
extent possible—in order to reflect gas distribits@rvices. In particular, the AER
notes that the ‘network user failure event’ is defl to mirror the effect of the retailer
of last resort event approved in the Victorian DN$iRal decisiort® to the extent it

32 AER, Draft decision, Victorian distribution determinatioJune 2010, pp.716-717.

33 With the exception of the ‘network user failurest’, which is in place of the ‘retailer of last
resort’ event approved in the Victorian final démis

3 AER, Draft decision, Victorian distribution determinaticJune, 2010, pp. 416-418.

% In particular, NGL s. 23 and s.24; NEL s. 7 an@/,

% AER, Draft decision, Victorian distribution determinaticJune, 2010, p. 724.
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applies to Envestra. The AER notes this is consistéh the terminology proposed
by Envestr&’ The AER notes that the ‘network users’ relevarEnwestra will
generally be gas retailers.

For the reasons described, the AER does not aEeefeistra’s proposed pass through
events. The AER notes it has full discretion wetgard to the approval of cost pass
through arrangements. Under r. 40(3) of the NGR ABR can withhold approval of
a proposed element if it considers a preferabésradtive exists that complies with
applicable requirements and criteria under the NGL.

12.5.2.2 Materiality threshold

The AER does not accept Envestra’s proposed méiettareshold of $0.1 million
for individual pass through everitsThe fundamental purpose of the cost pass-
through mechanism is to offer protection to seryiceviders, where unexpected
events place the financial viability of the servipevider at risk. It is not intended to
recover all costs that a business would otherwesexpected to absorb. The AER
considers Envestra’s proposed materiality threstsoldo low, and would reduce the
incentive for Envestra to mitigate the risk andtsad a pass through event. The AER
considers this would disproportionately burden esers with risk. The AER notes
that ECCSA considered Envestra’s proposed matgrialieshold to be too low, and
supported the inclusion of a one per cent matgyitdireshold for Envestra’s pass
through event&’

Under r. 97(3), and r. 97(4) of the NGR, the AERstrhave regard to the regulatory
arrangements in place in the previous tariff vasiamechanisii and the desirability
of consistency in the mechanism, within and beythiedrelevant jurisdictioft* In its
recent decision for the Victorian DNSPs, the AERsidered the role that pass
throughs should play in the regulatory regithds part of this review, the AER
considered the appropriate risk sharing that shoctdir between customers and
service providers, and the extent to which costshfunexpected events need to be
recovered by service providers. To summarise, tBR Bonsidered that:

= the fundamental function of the pass through regsibkat some costs from
unexpected events be passed through to network tesprotect DNSPs’ financial
viability

= providing 100 per cent recovery for all costs imedris not consistent with
promoting the national electricity objective, iroproting the long term interests
of consumers with respect to price. To permit tineual pass through of all costs
incurred would create a price volatility which isdesirable for customers (where
non-recovery of those costs does not present atisituwhere the security or
reliability of the network is undermined)

37
38
39

EnvestraSA access arrangement propggattober 2010, p. 10.

EnvestraSA access arrangement propgsattober 2010, p. 10.

ECCSA Envestra application, a respondd¢ovember 2010. pp. 79-80.

0 NGR, r. 97(3)(c).

L NGR, r. 97(3)(d).

42 AER, Final decision, Victorian distribution determinatioOctober 2010, p. 763.
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= such a cost of service regime may impact on theieficy incentives of the
DNSPs, because it would remove the incentive foEBBIto mitigate costs from
unexpected events

= full recovery of costs would be inconsistent witle revenue and pricing
principles, particularly s.7A (3) of the NEL, whiclhmpels the AER to provide
incentives for DNSPs to act efficiently.

The AER considers that the national gas and etitytobjectives are very similéf.
Likewise, the AER considers the revenue and pripimggciples under the NGL and
NEL are consisterit As such, the AER considers that its reasoning ateriality
thresholds in its Victorian DNSPs decision, sums®tiabove, is applicable to this
gas access arrangement review. A materiality tioldstf one per cent better
accommodates the efficiency incentives requirectutite regulatory regime, and
better satisfies the revenue and pricing principleger the NGL*°

Envestra’s cost pass through events have not prglyibeen subject to a specific
materiality threshold’ However, the AER considers a defined materialitgshold
better serves the long term interests of enerdsebtalders by providing greater
certainty and consistency for Envestra and itsornsts. One per cent materiality
thresholds were applied by the QCA, and by IPARPrevious energy
determinationé® Several businesses, including Ergon Energy anat®p&nergy,
have accepted a one per cent materiality thredbolspecified cost pass through
events’ The AER is not aware of any service providers lzate failed to meet
service obligations due to the operation of theshold, and the resultant inability to
pass through costs to customers.

Under r. 40(3) of the NGR, the AER can withhold imwal of proposed cost pass
through arrangements where the AER considers anatdé alternative exists. A
preferable alternative must comply with applicatelguirements and criteria under the
NGL. As part of this discretion, the AER is ablestt defined cost pass through
events, and to set a materiality threshold foréhmeents® The AER does not accept
Envestra’s proposed materiality threshold, on @#sdthat a preferable alternative
exists that better satisfies the requirements und®f of the NGR, as well as the
national gas objective and NGL revenue and pripimagciples>* For the reasons
outlined above, the AER considers that a one parreeenue threshold should apply
to all cost pass through events.

3 AER, Final decision, Victorian distribution determinatioOctober 2010, pp. 760—775.

* NGL, s. 23; NEL, s. 7.

**NGL, s. 24; NEL, s. 7A.

*® NGL, s. 24.

7 EnvestraSA access arrangement informati@ctober 2010, p. 226.

8 QCA,Final decision, Regulation of electricity distrilim, April 2005, p. 50; IPART, NSW
Electricity distribution pricing 2004—-05 to 2008-QRine 2004, p. 29.

49 AER, Final decision, Queensland distribution determinatP010-11 to 2014-1%ay 2010,
p. 312; AERFinal decision, Wagga Wagga gas distribution netydfarch 2010, p.77.

50 NGR,r.97.

51 NGL, s. 23 and s. 24 respectively.
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12.5.2.3 Cost pass through assessment criteria

Envestra’s proposed description of cost pass thraugngements is not sufficiently

clear. The AER considers that the access arranggmmagposal should set out factors
the AER must take into consideration when assesgimggher an event is a cost pass
through event. These are:

= the costs to be passed through are for the delvgpipeline services
® the costs are incremental to costs already alldmeih reference tariffs

= the total costs to be passed through are buildimcklcomponents of total
revenue

= the costs to be passed through meet the relevaRt dti@eria for determining the
building block for total revenue in determiningeefnce services

= any ost?er factors the AER considers relevant amsistent with the NGR and
NGL.

Envestra’s access arrangement proposal also ne@udude a requirement to

provide the AER with a statement verifying that tosts of any pass through events
are net of any payments made by an insurer or garty which partially or wholly
offsets the financial impact of that event (inchgiself insurance). This is to ensure
that only the net financial impact of an eventassidered for a pass through event, as
the financial impact of some events may be payt@ilwholly compensated or
reimbursed by insurers or third parties as outlimegimendment 12.5.

Envestra stipulated that reference tariff variatias a result of cost pass through
events will take effect from the earlier of theléobing 1 July or 1 January.The
AER considers mid-period tariff variations to asleus of reference tariffs would be
administratively inefficient, and not be as tramrgpd as adjustments at the
commencement of a regulatory year. The AER consitiher text ‘or 1 January’
should be removed from the second paragraph absett in Envestra’s proposed
access arrangement.

12.5.2.4 Oversight procedures and powers of approval for theost pass through tariff
variation mechanism

Under r. 97(4), the reference tariff variation maagism must give the AER sufficient
powers of oversight or approval. The AER does wnos@er Envestra’s proposed
procedures for cost pass through variations meeteélquirement. The AER considers
that it must be notified of a pass through everihiwi90 business days of the costs
being incurred, regardless of whether the impaatlevoesult in a positive or negative
impact on tariffs. The AER considers it should fyoEnvestra of its decision on any
cost pass through application within 90 days, ekedyere the AER considers the
pass through application is sufficiently complex@sequire an extension. The AER

%2 AER, Draft decision, Jemena access arrangement prodosahe NSW gas networkSebruary

2010, p. 301; NGR 1. 97(3)(e).

3  EnvestraSA access arrangement propggattober 2010, p. 10.
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will notify Envestra where this is the case—andhef anticipated duration of the
extension—within 90 business days of being notiéthe pass through application.
Time periods for the notification of cost pass tigb events are mandated under r.
6.6.1 of the NER. The AER considers that thereniseason to expect that cost pass
through applications for electricity service prostig should be any less complex than
those for gas service providers. The AER consittergime frames described above
should balance the need for a timely response, tvélilexibility to make a complete
and informed assessment of a cost pass througlcaiiqh.

The AER considers that procedures for the variatiforeference tariffs due to cost
pass through events should be separated from tleaaliscussion of procedures for
tariff variation as set out in amendment 12.5. A& considers this will improve the
clarity of the process and requirements for Eneesind for network users.

12.6 Conclusion

The AER does not propose to approve the tariffatemn mechanism proposed by
Envestra as it does not comply with r. 97 of theRN&hd requires Envestra to make
the amendments set out in section 12.7.

The AER also does not accept Envestra’s proposstdess through events. The
AER considers that defined cost pass through ewrasld be subject to a materiality
threshold of one per cent of the smoothed foreeagnue specified in the final
decision in the years of the regulatory controiguethat the costs are incurred. These
events are defined in amendment 12.6.

The AER considers the description of the mateyialiteshold®, and the description
of the cost pass through mecharisshould be defined in the access arrangement as
set out in section 12.7.

12.7 Required amendments

Before the access arrangement proposal can betadc&mvestra must make the
following amendments:

Amendment 12.1 amend the access arrangement proposal to debdés t1-5 of
Annexure B and replace with the following updateilés:

Table 1: Tariff R (Domestic Haulage Reference Serge) for 2011-12 — all areas
excluding Tanunda - GST exclusive dollars

Daily Charges

Base Charge ($/day) 0.34
Charge for the first 0.0274 GJ of Gas delivere&{}/ 15.43
Charge for the next 0.0219 GJ of Gas delivered JB/G 9.48
Charge for additional Gas delivered ($/GJ) 4.15

% Section 12.5.2.2.
% Section 12.5.2.3.

215



Table 2: Tariff R (Domestic Haulage Reference Serge) for 2011-12 — Tanunda -
GST exclusive dollars

Daily Charges

Base Charge ($/day) 0.34
Charge for the first 0.0274 GJ of Gas delivere&{}/ 20.06
Charge for the next 0.0219 GJ of Gas delivered JB/G 12.32
Charge for additional Gas delivered ($/GJ) 5.40

Table 3:  Tariff C (Commercial Haulage Reference Sefice) for 2011-12 — all areas
excluding Tanunda - GST exclusive dollars

Daily Charges

Base Charge ($/day) 0.68
Charge for the first 0.9863 GJ of Gas delivereG g}/ 9.70
Charge for the next 4.2740 GJ of Gas delivered JB/G 5.20
Charge for the next 11.1780 GJ of Gas delivere@J}/ 2.27
Charge for additional Gas delivered ($/GJ) 0.95

Table 4:  Tariff C (Commercial Haulage Reference Sefice) for 2011-12 — Tanunda -
GST exclusive dollars

Daily Charges

Base Charge ($/day) 0.68
Charge for the first 0.9863 GJ of Gas delivere&{}/ 12.61
Charge for the next 4.2740 GJ of Gas delivered JB/G 6.76
Charge for the next 11.1780 GJ of Gas delivere@J}/ 2.95
Charge for additional Gas delivered ($/GJ) 1.23

Table 5:  Tariff D (Demand Haulage Reference ServiceAdelaide Region) for 2011-12
- GST exclusive dollars

MDQ at Delivery Point Monthly Charge

Northern Zone Central Zone Southern Zone
50GJ or less ($/GJ) 2,955.84 2,955.84 2,955.84
Next 50GJ $/GJ of MDQ for MDQ 3754 44.73 52 75
over 50GJ
Next 900GJ $/GJ of MDQ for MDQ 2351 28.43 33.03
over 100GJ
Additional GJ $/GJ of MDQ for 705 816 9.96

MDQ over 1000GJ
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Table 6:

exclusive dollars

Tariff D (Demand Haulage Service — Other Rgions) for 2011-12 - GST

Monthly Charges

MDQ at Delivery Point Port Pirie Riverland | South East | Peterborough | Whyalla | Tanunda

Region Region Region Region Region Region
50GJ or less ($/GJ) 2,955.84 4,182.49 2,955/84 24493 2,955.84| 2,955.84
Next 50GJ 37.53 54.88 37.53 55.02 37.67 37.54
$/GJ of MDQ for MDQ
over 50GJ
Next 400GJ 19.18 33.79 19.18 33.79 19.18 23.5]1
$/GJ of MDQ for MDQ
over 100GJ
Next 500GJ 8.09 34.63 19.64 34.63 19.64 7.05
$/GJ of MDQ for MDQ
over 500GJ
Greater than 1000GJ 6.58 7.12 7.13 7.12 7.13 7.05
$/GJ of MDQ for MDQ
over 1000GJ

Table 7:  Ancillary Reference Tariffs for 2011-12 -GST exclusive dollars
Ancillary Reference Service Tariff

Special Meter Read 9.20
Disconnection 63
Reconnection 63

Amendment 12.2:amend Annexure E of the access arrangement proas$allows:

= delete the value of; 0.10inthe rebalancing control formula in Annexure E,

Box 2 and replace it with value ¥f 0.02.

" jnsert definition ofX; in tariff control formula in Annexure E, Box 1 a@d

Xis defined by the alignment of the Service Prov&building block
revenue requirement with the NPV of its forecasereies and is determined

to be:

-6 % in 2012/13;
—5%in 2013/14;
—5 % in 2014/15;
—4 % in 2015/16.
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= delete the third paragraph in section 4.4.1 ofiteess arrangement and replace
with:

The second Reference Tariff Control Formula isgiesil to ensure that the
average revenue (in $/GJ or $/GJ of MDQ) that Emaesceives from any
single type of Haulage Reference Service, afterpgoposed variation to
Reference Tariffs, does not increase by more thHinpllis 2.0 per cent.

Amendment 12.3:amend Annexure B of the access arrangement pricjposelude
the following statement before Table 1 (on page 23)

The initial reference tariffs are expressed in &l1-12 dollars and first
annual tariff variation is made for the year comnoieg 1 July 2012.

Amendment 12.4:amend section 4.6 of the access arrangement as/oll

(i) delete section 4.6 and replace it with follagi

Envestra will notify the Regulator in respect of&eference Tariff
variations, such that variations occur on the fifsiuly of any year. The
notification will be made at least 50 business dasfere the date of
implementation and include:

(a) the proposed variations to the Reference Fautffid

(b) an explanation and details of how the propasedtions have been
calculated.

If Envestra proposes variations to the Referenc#f3 §otherwise than as a
result of a Trigger Event) and those variationsehaet been approved by the
next 1 July then the Reference Tariffs will be gdrivith effect from that

next 1 July by the same percentage increment oedemt as occurred on the
previous 1 July, until such time as variations efdRence Tariffs are
approved by the Regulator.

If it appears that any past tariff variation contaa material error or
deficiency because of a clerical mistake, accidestifaor omission,
miscalculation or misdescription, the AER may chargbsequent tariffs to
account for these past issues.

Within 30 Business Days of receiving the Servicevitter's Variation
Notice, the AER will inform the Service Providerriting of whether or not
it has verified the proposed Haulage Referenceflard/or Haulage
Reference Tariff Components in the Service Provgdéariation Notice as
compliant with the Annual Tariff Variation Mechams

The 30 Business Day periods may be extended fdirtteetaken by the AER
to obtain information from the Service Providertaib expert advice or
consult about the notification. However, the AERstnassess a cost pass
through application within 90 Business Days, inahgdany extension of the
decision making time.

(i) Envestra will include a statement to suppbd Gas Quantity inputs in the tariff
variation formula. The statement will be indepentieaudited or verified and
the Quantity input will reflect the most recentuadtannual quantities available
at the time of tariff variation assessment. The@oQuantity will be provided
as four quarters of Gas Quantity data reconcilingrt annual total Quantity of
Gas.

(i) Envestra will include a rounding conventiamgection 4.6.
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Amendment 12.5:add a new section 4.6.1 under section 4.6 in¢bhess
arrangement to include procedures for Trigger Evanation processes as follows:

4.6.1 Procedure for Trigger Event Variation in Refeence Tariffs

Envestra will notify the AER of Trigger Events with90 business days of those
costs being incurred, whether the costs would teah increase or decrease in
Reference Tariffs.

When making a notification to the AER, Envestra wibvide the AER with a
statement, signed by an authorised officer of Emageserifying that the costs of
any pass through events are net of any payments madn insurer or third
party which partially or wholly offsets the finaatimpact of that event
(including self insurance).

The AER must notify Envestra of its decision to lqwe or reject the proposed
variations within 30 Business Days of receiving tiogification. This period
will be extended for the time taken by the Regul&abtain information from
Envestra, obtain expert advice or consult abouhttiication.

The AER will endeavour to make its decision on wkeetEnvestra should vary
Reference Tariffs due to the occurrence of a Triggent within 90 business
days of receiving a notification from Envestra. Hwer, if the AER determines
the difficulty of assessing or quantifying the effef the relevant Trigger Event
requires further consideration, the AER may reqairextension of a specified
duration. The AER will notify Envestra of the exsgon, and its duration, within
90 business days of receiving a notification fronvéstra.

Amendment 12.6:amend the access arrangement proposal to detttens.5 of the
access arrangement and replace it with the follgwin

Subject to the approval of the Regulator undeNG&R, Reference Tariffs may
be varied after one or more Trigger Event/s ocdargiich each individual
event materially increases or materially decre#isegost of providing the
reference services. Any such variation will takieetffrom the next 1 July.

In making its decision on whether to approve thappsed Trigger Event
variation, the AER must take into account the folloy:

® the costs to be passed through are for the delivigpipeline services
® the costs are incremental to costs already alldweih reference tariffs

= the total costs to be passed through are buildimgklzomponents of total
revenue

= the costs to be passed through meet the relevdinnidhGas Rules criteria
for determining the building block for total revenin determining reference
services

= any other factors the AER considers relevant amdistent with the NGR
and NGL.
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For the purpose of any defined event, an everansidered to materially
increase or decrease costs where that individwetdwas an impact of

one per cent of the smoothed forecast revenuefsukin the access
arrangement information, in the years of the acaessmgement period that the
costs are incurred.

Trigger Events are:

® aregulatory change event;

= aservice standard event;

= atax change event;

= aterrorism event;

= a network user failure event;
® an insurer credit risk event;

® aninsurance cap event;

® anatural disaster event;
Where

‘Regulatory change everitmeans:
A change in a regulatory obligation or requiremtéat

(&) occurs during the course of a regulatory controigae and

(b) substantially affects the manner in which Envegtovides reference
services (as the case requires); and

(c) materially increases or materially decreases tesaaf providing those
services.
‘Service standard everitmeans:

A legislative or administrative act or decisionttha

(@) has the effect of:

(i) substantially varying, during the course of a raguly control period,
the manner in which Envestra is required to proadeference
service; or

(i) imposing, removing or varying, during the coursaoégulatory
control period, minimum service standards appliedblprescribed
reference services; or

(i) altering, during the course of a regulatory conpealiod, the nature or
scope of the prescribed reference services, pralgeEnvestra; and
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(b) materially increases or materially decreasestists to Envestra of
providing prescribed reference services.

‘Tax change everitmeans:

A tax change event occurs if any of the followirggars during the course of a
regulatory control period for Envestra:

(@) achange in arelevant tax, in the applicationfficial interpretation of a
relevant tax, in the rate of a relevant tax, ahemway a relevant tax is
calculated;

(b) the removal of a relevant tax;
(c) the imposition of a relevant tax; and

In consequence, the costs to Envestra of provigragcribed reference services
are materially increased or decreased.

‘Terrorism event’ means:

An act (including, but not limited to, the use ofde or violence or the threat of
force or violence) of any person or group of pesswhether acting alone or on
behalf of in connection with any organisation ovgmment), which from its
nature or context is done for, or in connectiorhytolitical, religious,
ideological, ethnic or similar purposes or reagomduding the intention to
influence or intimidate any government and/or fnet public, or any section of
the public, in fear) and which materially increaties costs to Envestra of
providing a reference service.

‘Network user failure event means:

A network user failure event means the occurrefi@n @vent whereby an
existing network user is unable to continue to $ppps to its customers, and
those customers are transferred to another netusak and which materially
increases the costs of Envestra providing refersapgces.

‘Insurer credit risk event’ means:

An event where the insolvency of the nominatedr@suof Envestra occurs, as
a result of which Envestra:

(@) incurs materially higher or lower costs for insuwampremiums than those
allowed for in the access arrangement; or

(b) in respect of a claim for a risk that would haverm@sured by Envestra’s
insurers, is subject to a materially higher or lowlaim limit or a
materially higher or lower deductible than would/@applied under that

policy.
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‘Insurance cap eventmeans:

An event that would be covered by an insurancecpdlut for the amount that
materially exceeds the policy limit, and as a reBualvestra must bear the
amount of that excess loss. For the purposes ®fftigger Event, the relevant
policy limit is the greater of the actual limit frotime to time and the limit

under Envestra’s insurance cover at the time ofinggtkis access arrangement .
This event excludes all costs incurred beyond aarance cap that are due to
Envestra’s negligence, fault, or lack of care. Tdig0 excludes all liability
arising from the Envestra’s unlawful conduct, ardledes all liability and
damages arising from actions or conduct expectéct@nded by Envestra.

‘Natural disaster event means:

Any major fire, flood, earthquake, or other natutisaster beyond the control
of Envestra (but excluding those events for whixtemal insurance or self
insurance has been included within Envestra’s fiseoperating expenditure)
that occurs during the forthcoming regulatory cohperiod and materially
increases the costs to Envestra of providing raferaservices.

Materiality threshold is defined as:

For the purpose of any defined event, an everdnsidered to materially
increase or decrease costs where that event hagpant of one per cent of the
smoothed forecast revenue specified in the finalsttan, in the years of the
regulatory control period that the costs are ireaut

Amendment 12.7:amend the access arrangement information to refleendments
12.1-12.6 as appropriate.
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Part C — Other provisions of an access
arrangement
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13 Non-tariff components

Envestra’s access arrangement sets out proposeatstand conditions that are not
directly related to the nature or level of tariffaid by users, but which are important
to the relationship between the network servicevioler and users. Some of the terms
and conditions vary from those included in the ieahccess arrangement

The AER proposes to approve some of the termsamditions of Envestra 's access
arrangement proposal. However, the AER proposesonapprove a number of the
terms and conditions. The AER considers that antepd®visions for these terms and
conditions better promote the national gas objectivs. 23 of the NGL. The AER
considers that the national gas objective requttesAER to balance the interests of
the service provider and users.

The AER accepts Envestra’s proposals in relatiogueuing requirements and the
review commencement date proposed by Envestrathsraet the requirements of
the NGR and the NGL. The AER also proposes to apgtavestra’s proposal not to
include queuing requirements in its access arrargy@mproposal.

The AER proposes not to approve a number of thdardhcomponents of
Envestra’s access arrangement proposal, includaagacity trading requirements;
extensions and expansions policy; the review sidiomslate; and the lack of a
trigger event for the acceleration of the reviewbrsission date. The AER considers
that amended arrangements for these componenty lpettimote the national gas
objective in s. 23 of the NGL.

13.1 Introduction

This chapter sets out the AER’s consideration efrtbn-tariff components of
Envestra’s access arrangement proposal. In orddgrtmnstrate compliance with
r. 48 of the NGR, Envestra’s access arrangemepioged includes:

= the terms and conditions that form the basis oféfetionship between Envestra
and its customers;

= capacity trading arrangements that allow usersatwster contracted capacity to
other users;

= apolicy that addresses whether any extensior exmansion of, the network will
be treated as part of the covered pipeline and thleaimpact on tariffs will be;
and

= dates for reviewing the proposed access arrangsmadtcommencing the next
access arrangements.
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13.2 Terms and conditions

13.2.1 Regulatory requirements

Rules 48(1)(d)(i) and 48(1)(d)(ii) of the NGR rea full access arrangement to
specify the reference tariff and other terms anwldens on which reference services
will be provided.

There are no specific rules in the NGR that gulileAER’s assessment of proposed
non-tariff terms and conditiorlsHowever, in considering Envestra’s proposed terms
and conditions the AER has had regard to rule T@08eoNGR.

Rule 100 requires that an access arrangement rawsirisistent with the national gas
objective and the rules and procedures in forcewthe terms and conditions of the
access arrangement are determined or revised. attomal gas objective is to
promote efficient investment in, and efficient cgg@n and use of, natural gas
services for the long term interests of consumératural gas with respect to price,
quality, safety, reliability and security of supmf/natural gas.

The AER has full discretion in assessing Envespeadposed terms and conditions.
Full discretion means that the AER has a discrdtonithhold its approval to an
element of an access arrangement proposal ifei\ER’s opinion, a preferable
alternative exists that:

= complies with applicable requirements of the NGO &GR
* s consistent with applicable criteria (if any) stebed by the NGL and NGR.

13.2.2 Access arrangement proposal

Envestra’s proposed general terms and conditiansa@itained in annexure G of the
acces4s arrangement and form the basis of the aage=sment between Envestra and
a user.

Envestra submitted a list of what it considereti¢anaterial changes to its terms and
conditions (not all changes proposed by Envestra weluded in this list). The list
included high level reasons for the chanyEswvestra outlined four broad reasons for
its proposed changes:

= updated for current market conditions

= agreed amendments resulting from negotiations reithilers

= changes for business reasons

This contrasts with section 3.6 of the Code, Wisipecifically required the regulator to assess
whether the terms and conditions were reasonable.

NGL, s. 23.

NGR, r. 40(3).

EnvestraSA access arrangement terms and conditi@uiober 2010.

EnvestraSA access arrangement informati@ctober 2010, pp. 230-231.

a B~ W N
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* improved wording or clarificatiof\.

Envestra submitted that its proposed terms andittonsl are consistent with good
industry practice and are reasonable, as they are:

= essentially the same as those currently applyingérs and have previously been
approved as reasonable (by the Essential Servioesrission of South Australia
(ESCOSA))

= sufficiently well defined that the likelihood ofdaspute over the terms and
conditions of access is minimised

= designed to protect and balance the legitimatenlegsiinterests of Envestra, users
and prospective usefs.

13.2.3 Submissions

The AER received submissions from AGL and Origimyering many aspects of
Envestra’s propos&lThose submissions relate not only to Envestraspqsed
revisions, but also to existing terms and condgitor which Envestra proposed no
revisions. Envestra made a late submission on 2@ikeer 2010 in response to
AGL'’s submission, but not to Origin’s submission.

Both Origin and AGL submitted that they cannot ustind the justification for some
revisions proposed by EnvestfeOrigin submitted that the terms and conditions
concerning liabilities and indemnities are weighteequally in favour of Envestfa.
AGL submitted that users’ liabilities and respoiigibs have been extended, whereas
Envestra’s responsibilities in some instances leaen removed For some terms

and conditions AGL and Origin submitted that themeuld be reciprocal
arrangements between Envestra and Uers.

The AER’s consideration of the submissions is aatliin detail in Appendix D.

To the extent possible given its lateness, the ABRtaken into account Envestra’s
submission in response to AGL’s submission. In sore&nces the AER has not
been convinced by the arguments put forward by &naeHowever, as noted in
Appendix D, in making its final decision the AERIMi&ke into account any
additional material that Envestra can provide fopsut its submission.

EnvestraSA access arrangement informati@ctober 2010, p. 229.

EnvestraSA access arrangement informati@ctober 2010, p. 233.

AGL, Envestra’s SA gas network access arrangenidovember 2010; OrigirEnvestra’s SA gas
access arrangementovember 2010.

EnvestraResponse to AGL's submissi@ecember 2010.

10 AGL, Envestra’s SA gas network access arrangeniéovember 2010, pp. 5, 13, 19-21; Origin,
Envestra’s SA access arrangemeéwidvember 2010, p. 7.

Origin, Envestra’s SA gas access arrangemsiavember 2010, p. 6.

AGL, Envestra’s SA gas network access arrangenidonember 2010, p. 1.

AGL, Envestra’s SA gas network access arrangenidovember 2010, pp. 4, 14;

Origin, Envestra’s SA gas access arrangembiavember 2010, pp. 6, 8-9.

11
12
13
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13.2.4 AER’s consideration

The AER’s assessment of Envestra’s proposed temchs@nditions is set out in detalil
in Appendix D. Appendix D is divided into two par&he first part covers those
terms and conditions for which Envestra proposei@ns. The second part covers
those terms and conditions for which Envestra didpnopose revisions. These
include terms and conditions that were raised bmgasions by AGL and Origin and
any terms and conditions that the AER considerd h@&e amended. The AER
considers that Envestra’s proposed revisions tieitas and conditions are not minor.
In assessing Envestra’s proposed revisions and 8@ Origin’s submissions the
AER has had regard to the national gas objective.

The AER considers that in order to achieve theonatigas objective the interests of
both consumers and gas pipeline service providegd o be taken into account. On
the one hand, charges and non-price terms andtamgithat unduly favour the gas
pipeline service providers are not consistent withpromotion of efficient
investment in and efficient operation of naturas garvices and are not consistent
with the long term interests of consumers. On thermhand, if tariffs, other charges
and non-price terms and conditions are weightddvaur of users without due regard
to the interests of gas pipeline service provideesyice providers may be unwilling
to make adequate investment in the network or deoadequate services. This would
not be in the long term interests of natural gasaomers.

Both AGL and Origin submitted that a number of teramd conditions should be
reciprocal. The AER considers that it is fair asdgonable for some of these terms
and conditions to be made reciprocal. Accordintilg, AER requires certain
amendments.

Overall, the AER agrees with AGL and Origin thd¢ela in aggregate the terms and
conditions are weighted too much in favour of Etrgeslo correct this imbalance the
AER requires Envestra to amend a number of terrdanditions. The AER'’s
reasons are contained in Appendix D.

The remainder of this section summarises the pexptssms and conditions which
the AER considers need to be amended to balancemjaiely the interests of
Envestra and users. The terms and conditions farhaEnvestra proposes revisions
are considered first, followed by those terms ambddions for which Envestra did
not propose revisions.

13.2.4.1 Proposed revisonsto termsand conditions

Delivery of gas

Envestra proposed new clauses relating to theeatgliof gas (clauses 2.4, 2.5 and
16.6)* These provisions relieve Envestra of any liabitityesponsibility to make
inquiries with respect to any gas taken at a delipeint by someone other than a
user. Envestra submitted that the clauses cldsfgds delivery obligation's.

14 All references to ‘clauses’ relate to annexuref@&nvestra’s SA access arrangement proposal,

unless otherwise stated.

> EnvestraSA access arrangement informati@ctober 2010, p. 230.
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In these circumstances the AER considers that Eravsisould use reasonable
endeavours to mitigate any loss to users. Envestegjuired to amend clauses 2.4,
2.5 and 16.6, as set out at amendments 13.1 a@d 13.

Gas specifications and receipt pressures

Envestra proposed a new term and condition undeahwhwill have no liability to a
user for any loss, cost, damage or expense thenight suffer or incur because
someone (other than Envestra) delivers gas that matecomply with the appropriate
gas specifications (clause 12.5). Envestra subaniktat this clarifies liability in
respect of gas quality. Envestra proposed a similar term and conditioh véspect
to gas pressure at receipt points (clause 13.4).

The AER considers that if Envestra becomes awam@iofspecification gas, or gas
that is outside the prescribed range of pressargsring its network and to the extent
it can take action to prevent it, Envestra showda. Envestra is required to amend
its access arrangement to take reasonable endsawauitigate any loss to users as a
consequence of non-specification gas, or gas autbel prescribed range of
pressures, entering the network, as set out at@memnts 13.3 and 13.4.

Requests for reduction in MDQ

For demand delivery points, the current terms amdlitions (clause 6B.2(a)) provide
that a user may request a reduction in MDQ if @dydrequirements are ‘significantly
less’ than its MDQ@. Envestra proposed to change the words ‘signifigaass’ to
‘10% less’ (clause 7.1(a)).

Clause 7.1(b) provides that, prior to Envestra@ggeto a user’'s request for a
reduction in MDQ, the user’s customer must not haken delivery of a quantity of
gas equal to or in excess of 90 per cent of its MDQat least 12 months. Clause 7.7
has the same time period with respect to requessubsequent reductions in MDQ.
Clause 7.8 provides that if a request is refudegluser must wait at least six months
before lodging a further request.

The AER considers that Envestra’s proposed revigiatause 7.1(a) is reasonable.
The AER also considers that it is reasonable tmad period of time in order to
gauge whether a reduction in MDQ is permanent. Hewehe AER considers that it
may be obvious before 12 months has elapsed tetnaanent reduction in MDQ has
occurred. In these circumstances it would be ap@tgpfor Envestra to give due
consideration to requests for reductions in MD@h&scould potentially free up spare
capacity for potential users. Envestra is requicea@mend clause 7 as set out at
amendment 13.5.

In response to an issue raised by AGL concerning&na’'s Queensland network,
Envestra submitted that new customers do not lawait up to 12 months for a
reduction in MDQ as they are unrelated to existagtomers?® The AER does not

16
17
18
19

EnvestraSA access arrangement informati@ctober 2010, p. 230.
EnvestraSA access arrangement terms and conditiQuiober 2006, p. 14.
AGL, Envestra’s Qld gas network access arrangemisovember 2010, p. 7.
EnvestraResponse to AGL’s submissi@ecember 2010, p. 8.
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consider that this is clear from clause 7. To tfahis matter, Envestra is required to
amend clause 7, as set out at amendments 13.63and

Clause 7.5 provides that, if requested by a ugseregira will provide an explanation

for rejecting a request for a reduction in MDQ. TR considers that Envestra

should respond in a timely manner. Envestra isirequo amend its terms and
conditions to provide that it will respond to suelguests as soon as practicable, as set
out at amendment 13.8.

Maintenance and renewal of metering equipment

Envestra proposed a new part to clause 9.3 thed usk bear the costs of the
removal of telemetry and interval metering equipmEnvestra submitted that this
clarifies current practice. Envestra also submitted the costs are not already
included in reference tariffS.

The AER considers that Envestra has not providéatgnt information of what the
costs are and that they are not included in thes¢bhat are recovered by reference
tariffs. Envestra is required to amend its accessigement proposal by deleting this
provision, as set out at amendment 13.9.

However, when making its final decision the AERIwgiconsider this matter if
Envestra provides evidence that the costs arenohtded in the costs recovered
through reference tariffs.

Inaccurate meters

With respect to meters, Envestra proposed chartbagiargin of accuracy from

‘plus or minus 2%’ to ‘that is permitted by law’lg§cise 10.6). Envestra submitted that
the metering tolerance has been superseded by esving standards, and the
reference has been changed to refer to the lewelarince that is permitted by I&w.

The AER considers that Envestra has not providéctsnt justification for the
proposed revision and that it is unclear in teringlmat the margin is. The AER
requires Envestra to amend clause 10.6 to retaim#rgin of plus or minus 2 per
cent, as set out at amendment 13.10.

However, when making its final decision the AERIwgiconsider this matter if
Envestra provides further evidence of the new nrejestandards.

Ancillary reference services — payment of charges

Envestra proposed a revision to clause 18.2 toigeeahat Envestra will have no
obligation to carry out ancillary reference sersgi¢disconnections, reconnections and
special meter readings) if the user has not paithi® service in advance (or, where
permitted by Envestra, agreed to pay ) (clause)18.2

20
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EnvestraResponse to AGL’s submissi@ecember 2010, p. 4.
EnvestraSA access arrangement informati@ctober 2010, p. 230.
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The AER does not consider that Envestra has jedtifihy it needs to be paid for
these services prior to carrying them out. Envestraquired to amend clause 18.2
along similar lines to existing clauses 17.2 an@® 8as set out at amendment 13.11.

Other services

Envestra proposed a new term and condition thae&re may provide a user with
other services requested by the user from timarte (clause 19). Charges will be as
agreed to between Envestra and the user or, ialtbence of agreement, the charges
previously notified by Envestra or reasonably dateed by Envestra. Envestra
submitted that this provision clarifies that Envashay provide other services on
request>

It is unclear to the AER what Envestra contemplatesther services and why this
provision is included in the terms and conditiarasher than the services policy. The
services policy already includes a negotiated senit is unclear how the ‘other
services’ in the terms and conditions fit with thegotiated service’ in the services
policy. In light of this, the AER requires this ake to be deleted as set out at
amendment 13.12.

First payment

Envestra’s current terms and conditions (claus2)8ovide that on execution of an
access agreement with a user, Envestra will gigeufier a tax invoice for an amount
equal to the charges that Envestra reasonably a&sisnfor the first two months.
Envestra proposed to change ‘on execution’ to fnar on execution’ (clause 20.2).
Envestra provided no reason for the revision.

The AER does not consider that it is reasonabéxpect a user to pay for services
before an access agreement has been executedtrBns@squired to delete the
words ‘prior to or’ from clause 20.2, as set ouamendment 13.13.

Holding over

Envestra proposed a new term and condition thgeisfcontinues to be delivered after
the term of an access agreement expires, Envestrtha user will be deemed to have
entered into an access agreement on the samedachtonditions (clause 26.8).

While the AER understands the intent of the newigron, the AER does not
consider that users should be liable if gas isegtiired, but continues to be delivered
due to Envestra’s negligence. Envestra is requoeanend clause 26.8 as set out at
amendment 13.14.

Automatic amendments

Envestra proposed that whenever the terms and tcmmglof the access arrangement
are amended in accordance with the NGL, the aagreement between Envestra and
the user will also be amended, except to the extemtEnvestra otherwise notifies the
network user (clause 38.2). This is a revisiorhtodurrent clause 36.2, which states
that the access agreement between Envestra andehwiill also change ‘unless
otherwise agreed.’

22
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EnvestraSA access arrangement terms and conditi@Quiober 2006, p. 25.
EnvestraSA access arrangement informati@ctober 2010, p. 230.
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The AER does not consider that Envestra should trevability to unilaterally make
this decision without reference to the user. Th&kRAIHes not approve Envestra’s
proposed revision and Envestra is required to amtnge 38.2, as outlined at
amendment 13.15.

13.2.4.2 Norevisionsto existing termsand conditions

Maximum hourly quantity

Clause 4.2 provides that the maximum hourly quaitHQ) of gas is the maximum
quantity of gas that Envestra is obliged to delohering a period of 60 minutes.

No other references to MHQ (other than clause dc2yrs in the terms and conditions
in annexure G of the access arrangement proposaiedver, there is no reference to
MHQ in the specific terms and conditions (spedidiéndividual users). Only the
maximum daily quantity (MDQ) is required to be agpté¢o between Envestra and the
user?® It is unclear how a user's MHQ is determined amywlause 4.2 is included.

In light of this, Envestra is required to deleteude 4.2 from its terms and conditions,
as set out at amendment 13.16.

The deletion of this clause will bring Envestramuh Australian network into line
with the terms and conditions for Envestra’s Quiatisnetwork as amended by the
AER. In that matter the AER rejects Envestra’s psgal revision to include a new
clause concerning MHE.

Gas specification

Clause 12.4 provides that a user must notify Emaext soon as practicable if there is
the possibility of non-specification gas being deted into the network by or on
behalf of the user.

The AER considers that this arrangement shouleéttipnocal. Envestra is required to
amend its terms and conditions so that Envestra naigy users if it becomes aware
of non-specification gas in its network, as setaitdmendment 13.17.

Delivery pressures

Clause 14.1 provides that Envestra must ensuraléliaered gas is at a pressure
within the range determined by law or as agreed thié user. Clause 14.2 sets out
the circumstances under which Envestra is excused lfability for a breach of
clause 14.1. Envestra is excused from liabilitgspective of whether or not Envestra
was aware of those circumstances.

The AER requires an amendment to clarify that Etmaas not relieved of its
obligations if the failure to deliver gas withinethange of pressures is due to its
negligence, as set out at amendment 13.18.

24
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EnvestraSA access arrangement propqdattober 2010, annexure F, p. 32.
AER, Draft Decision, Envestra access arrangement propfisahe Qld gas network
February 2011, s. 13.2.4.1.
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Supply curtailment

Clause 17.3 outlines the order of priority if Entvasntends to interrupt or curtail gas
deliveries. It provides that where two or more &y points fall within a particular
category, Envestra will determine the order of ptyo

The AER considers that it is appropriate that Etraeshould not discriminate by
setting the order based on the identity of theveele users. Envestra is required to
amend clause 17.3 as set out at amendment 13.19.

The amendment will bring this clause into line witle equivalent clause for
Envestra’s Queensland network as amended by the AkBRat matter the AER
rejects Envestra’s proposed revision to deletejtiadification that Envestra will not
set the order based on the identity of the releuaats’®

Correction of billing errors

Clause 21 provides that Envestra will not corregt lailling errors if a claim is made
by a user after 11 months of the date of the irezoic

The AER considers it appropriate that any clainag ¢huser is required to pursue by
law on behalf of a customer should not be subgetté 11 month time period.
Envestra is required to amend clause 21 to exemyptlaims a user is required to
pursue by law, as set out at amendment 13.20.

Delivered quantities

In two instances, Envestra’s terms and conditi@mgain the term ‘on whatever basis
Envestra considers reasonable’. They relate teshimate of quantities delivered if
no meter reading is taken (clause 23.4(c)) analibeation of deliveries in certain
circumstances (clause 23.5(c)).

The AER requires an amendment to clarify that Ema&sestimation or allocation
must be on a reasonable basis. Envestra is reqoireglace the term ‘on whatever
basis Envestra considers reasonable’ with ‘on soregble basis’, as set out at
amendment 13.21.

The amendments will bring these clauses into liith alause 4.4(c) (quantities
received) and clause 10.7(c) (basis for correatfameter readings), which use the
terminology ‘on a reasonable basis’. The amendmeititalso bring these clauses
into line with the equivalent clauses for Envestr@Queensland network as amended
by the AER. In that matter the AER rejects Envéstpaoposed revision to change the
terminology from ‘on a reasonable basis’ to ‘on telvar basis Envestra considers
reasonable?’

Set off arrangements

Clause 24.2 provides that a user must pay amowitsydo Envestra in full without
any right to withhold and set off amounts owingthyestra to the user. In contrast,

% AER, Draft Decision, Envestra access arrangement propfisahe Qld gas network

February 2011, s. 13.2.4.1.
AER, Draft Decision, Envestra access arrangement propfisahe Qld gas network
February 2011, s. 13.2.4.1.
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Clause 25.2 provides that if a user does not pgyaarount owing to Envestra,
Envestra may withhold and set off any amount ovlipdenvestra to the user.

The AER considers that it is reasonable for seanfingements to be reciprocal.
Envestra is required to delete clause 24.2 and drtlanse 25.2, as set out at
amendments 13.22 and 13.23.

Overdue interest

Clause 25.1 provides that Envestra may chargeesiten any amount unpaid by the
due date.

Clauses 25.2 (right to set off unpaid amounts)2m@a (right to suspend services)
refer to ‘any amount due to Envestra under the é&gent’, but clause 25.1 does not.
The AER considers that the same words should legtetsinto clause 25.1 for clarity.
Envestra is required to amend clause 25.1 as sat amendment 13.24.

Right to suspend services

Clause 25.3 of the terms and conditions allows Emado cease delivery of gas to a
delivery point in the event that the user doespagtany amount due to Envestra until
the account is paid.

The AER does not consider that Envestra should tievability to suspend services
to a user in the event of a legitimate dispute @emvoice. Envestra is required to
amend clause 25.3 to the effect that paymentssppute are exempt from the
provisions of clause 25.3. Envestra is also requioemake consequential
amendments to clauses 25.1 (overdue interest)ag@2gtermination by Envestra),
as set out at amendments 13.25 to 13.27.

The amendments will bring these clauses into liith the equivalent clauses for
Envestra’s Queensland network as amended by the AkBRat matter the AER
rejects Envestra’s proposed revision to deletetmalition that exempts payments in
dispute from the provisions of clause 25’3.

Termination

Clause 26.2 sets out the circumstances under vidngbstra can terminate an
agreement, while clause 26.3 sets out the circurostaunder which a user can
terminate an agreement.

The AER considers that the same opportunities avigilto Envestra to terminate an
agreement should also be available to users. Havisstequired to amend clause 26.3
to include Envestra’s insolvency and revocationmferagé® of the network as
conditions under which a user may terminate ansscagreement, as set out at
amendment 13.28.

% AER, Draft Decision, Envestra access arrangement propfmsahe Qld gas network

February 2011, s. 13.2.4.1.
2 NGL, ss. 102-108.
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Liabilities
Clause 27.6 provides that Envestra will have nailitg to a user for economic or

consequential loss. Clause 27.7 provides that Eravediability for any claim by a
user is capped at $100 million.

The AER considers that it is reasonable for theseigions to be reciprocal. Envestra
is required to amend its terms and conditions wusbe consequential loss from a
user’s liability (clause 27.6) and to cap a uskakility (clause 27.7), as set out at
amendments 13.29 and 13.30.

Consumer contract limitation

On 1 January 2011 ti@ompetition and Consumer Act 20riHplaced th@rade
Practices Act 1974As a result the references to firade Practices Act 197ih

clause 28 are incorrect. Envestra is required bongiLrevisions to its terms and
conditions to reflect the ne@ompetition and Consumer Act 2010 otherwise delete
clause 28 from its terms and conditions, as seabamendment 13.31.

Force majeure

Clause 29.4 states that a force majeure eventramaglieve a user of its obligations
to ensure:

= gas delivered into the network meets specificat{ofeuse 12.1)
= js within specified receipt pressure (clause 13.1)
= the user has good title to the gas (clause 16.1).

The AER does not consider that users should becgegbéo continue to perform their
obligations when prevented by a force majeure emiestra is required to delete
clause 29.4, as set out at amendment 13.32.

Network user to assist

Clauses 30.1 and 30.2 require a user to proviadenrdtion and assistance to Envestra
in certain circumstances.

The AER considers that it reasonable for thesengements to be reciprocal.
Envestra is required to amend its clauses 30.13ar#lto state that Envestra will
provide users with whatever information and ass#ahey reasonably require, as set
out at amendment 13.33.

Clause 30.3 states that Envestra may provide tgatieam operator whatever
information the upstream operator may require.

The AER considers that Envestra should be requargdovide whatever information
an upstream operator reasonably requires, as edtihamendment 13.34.

Insurance
Clause 32.5 provides that a network user must ptigmptify Envestra of any event

that might give rise to a claim under any insurgoakécy which the user maintains
under its access agreement with Envestra. Clausep8@vides that a user must not
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settle or compromise an insurance claim withouttiresent of Envestra, which will
not be unreasonably held.

While Origin did not raise any issues with thegeneand conditions in relation to
Envestra’s South Australian network, it did raiseme issues in relation to
Envestra’s Queensland network. In that matter @rsgibmitted that these clauses are
unworkable because Origin maintains group insurgatieies that cover exposure to
a wide range of agreements. Many insurance claimgdibe unrelated to Envestra.
Origin also submitted that even if a claim did telt Envestra, it is unclear why
Envestra should have a right to withhold conse@1igin in settling a claim with its
insurers®

The AER agrees with Origin’s submission. In relatio Envestra’s Queensland
network the AER requires clause 32.5 to be ametwlelhrify that it only relates to
claims in relation to Envestra’s network. The AHBbarequires that clause 32.6 be
deleted® The AER requires similar amendments in relatioBnwestra South
Australian network as set out at amendments 131@513.36.

Confidentiality

Clause 34 sets out a user’s obligations concerongidentiality. Clause 34.5
provides that Envestra must comply with any conftagity obligations imposed on it
pursuant to the NGL.

The AER requires an amendment to clause 34.5 $d tieders to both the NGL and
the NGR, as set out at amendment 13.37.

The AER considers that the confidentiality prowsshould survive the termination
and expiration of an access agreement. In this erazonfidential information is
protected after an access agreement expires emimgnated. Envestra is required to
amend clause 34, as set out at amendment 13.38.

Dispute resolution

Clause 35.5 provides that in the event that thegsacannot agree on a person to be
appointed as an independent expert, they will regiie Regulator (that is, the AER)
to nominate a person who has appropriate commetecinical and practical
experience.

The AER does not consider that it has the authontyer the NGL to assume this
role. Envestra is required to amend clause 35/2phacing ‘Regulator’ with
‘Institute of Arbitrators’, as set out at amendm#8t39.

The amendment will bring this clause into line witle equivalent clause for
Envestra’s Queensland network as amended by the AkBRat matter the AER

30
31

Origin, Envestra (Qld) and AP Allgas access arrangemenp@sals November 2010, p. 9.
AER, Draft Decision, Envestra Access arrangement propfisahe Qld gas network
February 2011, s. 13.2.4.2.
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rejects Envestra’s proposed revision to replacstitime of Arbitrators’ with
‘Regulator’>?

Notices

Clause 36.1 provides the manner by which noticasessent to either party
(Envestra or the user).

In its response to AGL’s submissidhEnvestra submitted that it is willing to amend
clause 36.1 to provide for emaflEnvestra is required to amend its access
arrangement proposal to give effect to this, a®geat amendment 13.40.

13.2.5 Conclusion

The AER considers that taken in aggregate the tandsonditions are weighted too
much in favour of Envestra and do not comply withG0 of the NGR. To correct this
imbalance the AER requires Envestra to amend a aupnflierms and conditions.

13.2.6 Required amendments

Before the access arrangement proposal can bevagahenvestra must make the
following amendments.

Amendment 13.1: amend annexure G of the access arrangement prdposal
inserting the words ‘Subject to clause 2.5A, & #art of clause 2.4 and clause 2.5,
and inserting new clause 2.5A:

‘Envestra will use reasonable endeavours to mgigaty loss to the Network User as
a consequence of Gas being taken through the URdy3omeone other than the
Network User or a Network User’s customer.’

Amendment 13.2: amend annexure G of the access arrangement prdposal
changing existing clause 16.6 to clause 16.6(agrtmg the words ‘Subject to
clause 16.6(b),” at the start of clause 16.6(a)iagérting new clause 16.6(b):

‘Envestra will use reasonable endeavours to mgigaty loss to the Network User as
a consequence of Gas being taken through the URdy3omeone other than the
Network User or a Network User’s customer.’

Amendment 13.3: amend annexure G of the access arrangement prdposal
changing existing clause 12.5 to clause 12.5(agrtmg the words ‘Subject to
clause 12.5(b),” at the start of clause 12.5(aj,iagerting new clause 12.5(b):

‘Envestra will use reasonable endeavours to mgigaty loss to the Network User as
a consequence of Gas being delivered into the Nk&tthat does not comply with the
specifications required by the Agreement.’

% AER, Draft Decision, Envestra Access arrangement propfisahe Qld gas networkEebruary

2011, s. 13.2.4.1.
AGL, Envestra’s SA gas network access arrangenidonvember 2010, p. 16.
EnvestraResponse to AGL'’s submissi@ecember 2010, p. 5.
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Amendment 13.4: amend annexure G of the access arrangement prdposal
changing existing clause 13.4 to clause 13.4(agrtmg the words ‘Subject to
clause 13.4(b),” at the start of clause 13.4(a)iaseérting new clause 13.4(b):

‘Envestra will use reasonable endeavours to méigaty loss to the Network User as
a consequence of Gas being delivered at any ReReipt at a pressure which is
outside the limits required by the Agreement.’

Amendment 13.5: amend clause 7.1(a) of annexure G of the accemsgament
proposal by deleting the word ‘and’ and replacingith the word ‘or’.

Amendment 13.6: amend annexure G of the access arrangement prdposal
changing existing clause 7.6 to clause 7.6(a) aseriing new clause 7.6(b):

‘Nothing in this clause prevents a new MDQ for ari2exd DP to be agreed on when
the Customer at the Demand DP changes.’

Amendment 13.7: amend clause 7.7 and clause 7.8 of annexure G @fdtess
arrangement proposal by inserting the words ‘fersame Customer’ between the
words ‘further request’ and ‘of Envestra’.

Amendment 13.8: amend annexure G of the access arrangement ptdposa
inserting the words ‘as soon as practicable’ aetie of clause 7.5.

Amendment 13.9: amend clause 9.3 of annexure G of the accessyamaent
proposal by deleting the sentence:

‘Where the Metering Equipment at a DP includes eopaint for telemetry or interval
metering and that equipment is no longer requirekhw to be used at that DP, then
the Network User will bear the costs of removalhait equipment.’

Amendment 13.10: amend clause 10.6 of annexure G of the accessgameent
proposal by inserting the words ‘or, if no margrprescribed by law, outside a
margin of accuracy of plus or minus 2 per centgrathe words ‘outside a margin of
accuracy that is permitted by law’.

Amendment 13.11: amend annexure G of the access arrangement ptdjosa
deleting clause 18.2 and replacing it with thedaing:

‘Envestra is entitled to charge the Network Usettlie@ Disconnection and
Reconnection of a DP and for a Special Meter Repdihe charge will be calculated
in accordance with the Agreement and the applicBekerence Tariff.’

Amendment 13.12: amend annexure G of the access arrangement ptdposa
deleting clause 19.

Amendment 13.13: amend clause 20.2 of annexure G of the accessgamaent
proposal by deleting the words ‘Prior to or’.

Amendment 13.14: amend clause 26.8 of annexure G of the accessgamaent
proposal by inserting after the words ‘(as thamntes defined in the Retail Market
Procedures),’ the following words:
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‘except to the extent that the delivery of Gasus tb the negligent act or omission on
the part of Envestra (or any officer, servant, ageontractor or other person for
whom Envestra is liable),’.

Amendment 13.15: amend clause 38.2 of annexure G of the accessgament
proposal by deleting the words ‘except to the extiesit Envestra otherwise notifies
the Network User’ and replacing them with the wdedgept as otherwise agreed
between Envestra and the Network User’.

Amendment 13.16: amend annexure G of the access arrangement ptdposa
deleting clause 4.2.

Amendment 13.17: amend annexure G of the access arrangement @ldpos
deleting the words ‘to Envestra’ in the headinglause 12.4, changing existing
clause 12.4 to clause 12.4(a) and inserting neuseld2.4(b):

‘Envestra will notify Network Users as soon as picable if Envestra reasonably
believes that Gas is being or may be deliveredtimdNetwork which does not meet
the specifications imposed by law or specified nyéstra.’

Amendment 13.18: amend annexure G of the access arrangement @ldpos
inserting the words *and the failure is not du¢ht® negligent act or omission on the
part of Envestra (or any officer, servant, ageott@actor or other person for whom
Envestra is liable)’ at the end of clause 14.2.

Amendment 13.19: amend annexure G of the access arrangement @ldpos
inserting the sentence ‘Envestra will not selecicwiof those DPs to curtail or
interrupt based on the identity of the Network Usg¢the end of clause 17.3.

Amendment 13.20: amend annexure G the access arrangement prdposederting
at the end of clause 21 the words ‘except for dayrcthat the Network User is
required to pursue by law on behalf of a Custonfi¢h@® Network User’.

Amendment 13.21: amend clauses 23.4(c) and 23.5(c) of annexuretf@eadccess
arrangement proposal by deleting the words ‘on ed&tbasis Envestra considers
reasonable in the circumstances’ and replacing thgimthe words ‘on a reasonable
basis’.

Amendment 13.22: amend annexure G of the access arrangement @ldpos
deleting clause 24.2.

Amendment 13.23: amend annexure G of the access arrangement @ldpos
deleting clause 25.2 and replacing it with thedaihg:

‘If a party (the first party) does not pay any ambdue to the other party (the second
party) under the Agreement, except for paymentispute under clause 22, then the
second party may withhold and set off payment gfamounts due or owing by the
second party against any and all amounts due arglay the first party to the second
party. This clause will survive the terminationtioé Agreement.’
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Amendment 13.24: amend clause 25.1 of annexure G of the accessgament
proposal by inserting the words ‘due to Envestraeuthe Agreement’ between the
words ‘any amount’ and ‘by the date’.

Amendment 13.25: amend clause 25.1 of annexure G of the accessgament
proposal by inserting the words ‘except for payreentdispute under clause 22’ after
the words ‘unpaid from time to time’.

Amendment 13.26: amend clause 25.3 of annexure G of the accessgament
proposal by inserting the words ‘except for payraentdispute under clause 22,
between the words ‘Related Haulage Agreement, dweth Envestra may cease’.

Amendment 13.27: amend clause 26.2(a) of annexure G of the a@ressgement
proposal by inserting the words ‘except for payrmentdispute under clause 22’ at
the end of the clause.

Amendment 13.28: amend annexure G of the access arrangement idpos
deleting clause 26.3 and replacing it with:

‘The Network User may terminate the Agreement lwesadays’ notice to Envestra at
any time in the event that:

(@) Envestra breaches any obligation under orlatiom to the Agreement and,
where that breach can be remedied, fails to rertfemtybreach to the satisfaction of
the Network User within 14 days after it receivesice of that breach from the
Network User;

(b) Envestra becomes an externally-administered lbotporate or insolvent under
administration (as defined in the Corporations 2@®1) or an Insolvency Event
occurs in relation to Envestra; or

(c) the Network ceases to be a Covered Pipelinerumdfor the purposes of the
National Gas Law (including, but without limitatiom the National Gas Law is
repealed).’

Amendment 13.29: amend annexure G of the access arrangement idpos
deleting clause 27.6 and replacing it with:

‘To the extent permitted by law, neither party vialve any liability to the other party,
for or in respect of any claim (whether in tortciontract or otherwise) for any loss of
business or business interruption, loss of priaf#s of revenue or loss of opportunity,
or for any other purely economic or monetary lasgpr any indirect, special or
consequential loss, cost, expense or damage, wheobther party may suffer or
incur.’

Amendment 13.30: amend annexure G of the access arrangement @idpos
deleting clause 27.7 and replacing it with:

‘To the extent permitted by law, the maximum amahat either party will be legally
liable to pay to the other party (and to any ofienson or persons) as damages for

compensation in respect of the death or any peysany injury to any person or any
damage to any property will be limited to $100 roillin aggregate in relation to any
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one event or occurrence (aggregating all damagés@npensation due to the other
party and each person in respect of that eventairoence). Neither party will have
any right to recover damages or compensation freother party in relation to any
claim to the extent that the other party’s lialiliill then exceed the limit set out in
this clause.’

Amendment 13.31: Envestra is required to submit revisions to cl&2&ef annexure
G of the access arrangement proposal that refle@ampetition and Consumer Act
2010.0therwise, Envestra is required to delete clause 28

Amendment 13.32: amend annexure G of the access arrangement prdposal
deleting clause 29.4.

Amendment 13.33: amend annexure G of the access arrangement prdposal
deleting clauses 30.1 and 30.2 and replacing thégimtie following new
clauses 30.1 and 30.2 respectively:

‘Each party will provide the other party at no castl in a timely manner with
whatever information, assistance and cooperatierother party might reasonable
require from time to time in connection with therA&gment or the Services provided
under the Agreement, including information, assiséeand cooperation the other
party requires to comply with its obligations undes law from time to time.’

‘The Network User will cause or procure each Netwdser’'s Customer and each
Upstream Operator to provide Envestra at no casiraa timely manner with
whatever information, assistance and cooperatioe&ira might reasonable require
from time to time in connection with the Agreementhe Services provided under
the Agreement, including information, assistanc& @voperation Envestra requires to
comply with its obligations under any law from tineetime.’

Amendment 13.34: amend clause 30.3 of annexure G of the accesgyermaant
proposal by deleting the words ‘Envestra may previahd replacing them with the
words ‘Envestra must provide’ and by deleing thedsdUpstream Operator may
require’ and replacing them with the words ‘Upstne@perator may reasonably
require’.

Amendment 13.35: amend clause 32.5 of annexure G of the accessyamant
proposal by inserting the words ‘in relation to tetwork’ between the words ‘or
might have arisen,” and ‘under any insurance’.

Amendment 13.36: amend annexure G of the access arrangement prdposal
deleting clause 32.6.

Amendment 13.37: amend clause 34.5 annexure G of the access arrangem
proposal by inserting the words ‘and National GateR after ‘National Gas Law’

Amendment 13.38: amend annexure G of the access arrangement prdposal
inserting new clause 34.6:

‘This clause 34 will survive the termination or eégbion of the Agreement.’
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Amendment 13.39: amend clause 35.5 of annexure G of the accesyamant
proposal by deleting the word ‘Regulator’ and repig it with the words ‘Institute of
Arbitrators’.

Amendment 13.40: amend annexure G the access arrangement prdposederting
new clause 36.1(d):

‘(d) by email.’

13.3 Capacity trading requirements

A capacity trading policy allows a user to transfentract capacity to another user. In
doing so, it enables a secondary market with mffi@eant price signals and levels of
usage. As service providers do not gain directiynficapacity trading, the NGR
protects users’ rights to trade flexibly and lintiie service provider’s power to deny
this right. The AER notes that Envestra has propposguirements for changing
receipt and delivery points under the heading @fg&xity Trading®® For

consistency, the AER has also addressed the cludmgeeipt and delivery points in
this section.

13.3.1 Regulatory requirements

Under clause 48(f) of the NGR, capacity tradinguregments are to be included in a
full access arrangement. Rule 105(1) of the NGRireq that capacity trading
requirements must provide for capacity transferscicordance with the rules or
procedures of the relevant gas market, if the serprovider is registered as a
participant in a particular gas market. If the ss\provider is not registered, or the
rules or procedures do not address capacity tratheg capacity trading
requirements must comply with r. 105 of the NGR.

Rules 105(2) and 105(3) of the NGR concern thestearof capacity trading
requirements with and without the service provigdeonsent. Capacity trading
requirements may specify conditions under whichseotwill or will not be given,
and the conditions to be complied with if consangiven. A service provider is
precluded from withholding its consent unless & heasonable grounds, based on
technical or commercial considerations, for doing®s

The terms and conditions for changing receipt alovery points are to be included
in a full access arrangeméfitRule 106 of the NGR requires that an access
arrangement must provide for the change of a receigelivery point with the
service provider’'s consent. The service providgrecluded from withholding its
consent unless it has reasonable grounds, bastedlamcal or commercial
considerations, for doing so. The access arrangemay specify conditions under
which consent will or will not be given and condits to be complied with if consent
is given®

% EnvestraAccess arrangement informatio®ctober 2010, p. 211.

% NGR, r. 105(4).
37 NGR, clause 48(h).
¥ NGR, r. 106.
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13.3.2 Access arrangement proposal

Envestra stated that no trading of capacity camroao a distribution network, and
therefore did not propose capacity trading requaets. However, Envestra proposed
requirements for changing receipt or delivery pininder r. 106 of the NGR.

13.3.3 AER’s considerations

The AER does not accept Envestra’s proposed positiccapacity trading. Under

r. 40(3) of the NGR, the AER has full discretionngpose preferable capacity trading
requirements in an access arrangement review viheyealso comply with applicable
requirements and criteria under the NGL and the NG AER considers that an
amended version of Envestra’s proposal would bettmmote the national gas
objective?® and better adhere to the pipeline coverage aitéri

The AER notes that r. 48 of the NGR requires tHatlaaccess arrangement must
include a service provider’s capacity trading regments. Rule 105 sets out further
specific requirements that the service providertradiere to for the transfer of
capacity under certain circumstances. The AER densiEnvestra’s proposal does
not satisfy either rule.

The AER also notes that Envestra has always haatctggrading requirements in
past access arrangemeffthe AER considers it preferable that Envestra ahisn
access arrangement to mirror its past capacityniggarovisions, but update these to
apply to distribution networks and reflect the N@#her than the Code.

Envestra noted that a capacity trading policy imparable to queuing requirements,
in that both are more relevant to transmissionljsipe than distribution networks.
The AER notes that r. 103 of the NGR—covering quguequirements—contains
distinct requirements for distribution and transsius businesses. Specifically, all
transmission businesses must provide queuing Egeints, but distribution
businesses are exempt unless required otherwideeER. The AER notes that

r. 105—covering capacity trading—does not drawsdiniction between distribution
and transmission businesses. As such, the AERaensdihat distribution and
transmission businesses are equally required tage@apacity trading requirements
under r. 105.

The AER notes that other gas distribution busirebks@e continued to propose
capacity trading requirements to satisfy r. #b6Bhe AER considers that Envestra is
not disadvantaged by having a clear capacity topdaolicy if it remains unused, and
that the inclusion of such a policy better satstige requirements of the NGR.

% EnvestraAccess arrangement informatioBetober 2010, p. 228.

0 NGL, s. 23.

L NGL, s. 15.

42 EnvestraAccess arrangement informatioBctober 2010, p. 228.

43 EnvestraAccess arrangement informatioBctober 2010, p. 228.

4 For example; APT Allgag\ccess arrangement propos&eptember 2010, p. 16; Jemefacess
arrangement proposalugust 2009, p. 35; ActewAGlAccess arrangement proposatine 2009,
p. 39.
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13.3.4 Conclusion

The AER proposes not to approve Envestra’s proppesition on capacity trading.
The AER considers amended requirements could q@tbenote the national gas
objective in s. 23 of the NGL and better adherthéopipeline coverage criteria in
s. 15 of the NGL.

13.3.5 Required amendments

Before the access arrangement proposal can bevagahenvestra must make the
following amendments.

Amendment 13.41: amend section 7 of the access arrangement priogpo$alows:
7. Capacity Trading

7.1 Transactions subject to Retail Market Procedures

Transfers of Contracted Capacity will be undertaken

(a) where the relevant parties are registered dipants under the Retail Market
Procedures - in accordance with the Retail Market&lures; or

(b) if the relevant parties are not so registergdaccordance with rules 105 and 106
of the NGR, and this part 7.

7.2 Bare Transfers

A Network User is permitted to transfer or assitjroapart of its Contracted Capacity
without the consent of Envestra if:

- the Network User’s obligations under the Agreetwelated to that Contracted
Capacity remain in full force and effect after thensfer or assignment; and

- the terms of that Agreement are not alteredrasat of the transfer or
assignment (a Bare Transfer).

Prior to using any Contracted Capacity that issihigiect of a Bare Transfer, the
transferor must notify Envestra of the nature ef @ontracted Capacity that is subject
to the Bare Transfer. The transferor must notifyéstra of:

- the subcontract and its likely duration; and

- the identity of the transferee; and

- the amount of contracted capacity transferred.
7.3 Other transfers

A Network User is permitted to transfer or assijroiapart of its Contracted Capacity
(other than by way of a Bare Transfer) with the@pviritten consent of Envestra,
where the transfer or assignment is commercialtytanhnically reasonable.
Following such a transfer, the transferor’s righgginst, and obligations to Envestra
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are terminated or modified in accordance with thesgeacity trading requirements. A
contract then arises between the transferee anesavwon terms and conditions in
accordance with the capacity trading requirements.

Envestra may withhold its consent only on reasanabimmercial and technical
grounds, and may make its consent subject to dondjtbut only if they are
reasonable on commercial and technical grounds.

Examples of the reasonable commercial or techgi@alnds upon which Envestra
will withhold its consent or make its consent sgbje conditions include:

- where there is insufficient Capacity at any pamthe Network (either before or
as a result of the transfer) to enable the prop@sedracted Capacity to be
transferred or assigned to the proposed User DglReint;

- where Envestra would receive less revenue asudt iaf the proposed transfer or
assignment of Contracted Capacity; and

- where the proposed transferee is unable to g&isvestra that it is able to meet
the requirements set out in section 6 of this Asdasangement.

7.4 Ddlivery and receipt points

A Network User is permitted to change a DeliverynPand/or Receipt Point from
that specified in an Agreement with the prior vemiticonsent of Envestra where the
change is commercially and technically reasonable.

Envestra may withhold its consent only on reasanabimmercial and technical
grounds, and may make its consent subject to dondjtbut only if they are
reasonable on commercial and technical groundexample might be, if Envestra
would not receive at least the same amount of tev&nwould have received before
the change.

7.5 Procedure

The following procedure is to be followed in retatito transfers or assignments of
Contracted Capacity (other than Bare Transfers)caadges to Delivery and/or
Receipt Points:

- the party requesting the transfer/assignmentabraage to a Delivery
Point/Receipt Point shall submit a written requedEnvestra, setting out the
applicable details. A fee of $100, payable at itme tof the request, will apply to
each request.

- Envestra will complete an analysis to determimetiver the request is
technically and commercially feasible and reasamalthe cost of completing
this analysis will be borne by the party that matkesrequest. Charges for the
analysis may be made in relation to Demand Deliaints only, and may vary
depending on the complexity of analysing the retjuesg will be agreed in
advance with the party making the request. Codtdwibased on an hourly rate
of $100 per person per hour for each hour aftefithiehour.

244



Envestra will reply to requests for a transfer éottihan a bare transfer) or for a
change in Receipt Point or Delivery Point, withih Business Days of receiving the
request, provided the request is accompanied loynrdtion which is reasonably
necessary to enable Envestra to consider the reques

If, at the time the request is made, the Networkrlisforms Envestra that, due to
hardship, the Network User requires an urgent replis request, Envestra will use
reasonable endeavours to respond to the requéshwito Business Days of
receiving the request, provided the request israpemied by information which is
reasonably necessary to enable Envestra to corikeleequest.

13.4 Extensions and expansions policy

An extensions and expansions policy sets out thbaddor determining whether
extensions or expansions to the covered pipeli@gaabe covered by the access
arrangement. Where an extension or expansioneésrdeted to be covered, the policy
determines how the use of that extension or expansill be priced.

13.4.1 Regulatory requirements

Under r. 48 of the NER extension and expansionirequents are to be included in a
full access arrangemefitRule 104(1) of the NGR requires that extension and
expansion requirements may state whether the apdiaccess arrangement will
apply to incremental services provided as a regwdtparticular extension or
expansion or outline how this may be dealt with &ter time. If the requirements
provide that an access arrangement applies tomer&l services, r. 104(2) of the
NGR states that the requirements must deal witleffleet of the extension or
expansion on tariffs.

13.4.2 Access arrangement proposal

Envestra proposed an extensions and expansiony piadit is similar to the policy
approved by ESCOSA in its previous access arrangeraavestra proposed to apply
a ‘significant extensions’ criterion for discretemy coverage of extensions under the
access arrangemefit The significant extension ‘criteria’ is the sanseveas approved
by ESCOSA in the previous access arrangeffféatvestra removed references to
pipeline expansions, on the basis that these dnelevant to distribution networkg.

13.4.3 AER’s considerations

The AER does not accept Envestra’s proposed extesnsind expansions policy.
Under r. 40(3) of the NGR, the AER has full dismetto impose preferable extension
and expansion requirements in an access arrangeevesw where they also comply
with applicable requirements and criteria underNi@l and NGR. The AER

%5 NGR, r. 48(1)(9).

46 EnvestraAccess arrangement propos@lctober 2010, p. 18.

47 ESCOSAProposed revisions to the access arrangement ®o6tuth Australian gas distribution
system, final decisigdune 2006 , pp. 211-212

48 EnvestraAccess arrangement informatio@ctober 2010, p. 228.
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considers that an amended version of Envestrajsosad would better promote the
national gas objectiv& and better adhere to the pipeline coverage aiteri

Consistent with its previous decisidhghe AER considers that all extensions to high
pressure pipelines, rather than just ‘significdmgh pressure extensions as proposed
by Envestra, should be assessed on a case-by-#&sisddy coverage. This is because
high pressure pipelines have similar charactesgtidransmission pipelines, and
could be used either as viable bypass optionsdaieers, or to support the existing
network. The AER does not consider that any higisgure pipeline extensions
should be covered by default. The AER considessshould allow for sufficient
oversight of whether extension costs should bedbynreference service customers.

In contrast, the AER considers that low and mediuessure pipeline extensions are
more likely to support the existing network thaghpressure pipelines and should
therefore be covered by default. If low or mediuragsure pipeline extensions are not
covered under the access arrangement, the AERderaghat the service provider
has scope to exercise monopoly power by chargingealeference prices, with cross-
subsidisation from the existing network. For thesssons, the AER considers that all
low and medium pressure pipeline extensions shioelicbvered by default.

Unlike extensions to the network, the AER consideas all expansions to the
network should be covered by default. Network espars involve the augmentation
of pipeline capacity within the existing networkydaare likely to be used largely by
existing network customers. Relative to networleagtons, they are much less likely
to serve a new or isolated customer or group aicoers as a bypass option. As
such, it is appropriate that any network expansaescovered as reference services
under the access arrangement. The AER does nqitdeeeestra’s position that
pipeline expansions have little relevance to disitibn systems? The AER considers
that all potential augmentations to the distribtietwork should be covered under
Envestra’s extensions and expansions requiremaensger to provide certainty to
end users. The AER also notes that Envestra isansenoff by including provisions
for expansions if those provisions remain unused.

The AER considers that coverage on this basispftbesure threshold) should satisfy
the national gas objectivé by promoting the efficient investment in, operatiand
use of natural gas services. The AER considersghagstra should notify the AER

of all extensions or expansions completed or irg@ss at the end of each financial
year. The AER considers this level of transparaacyecessary to satisfy the national
gas objectivé? The AER notes that Envestra’s proposal containsuch provisions,
and the AER requires Envestra to amend the accesmament accordingly.

9 NGL, s. 23.

% NGL, s. 15.

*L For example: AERJemena Gas Network draft decisiéfebruary 2010, pp. 348-350; AER,
ActewAGL draft decisiglNovember 2009, pp. 185-186; AE®yuntry Energy draft decision
November 2009, pp. 140-141.

EnvestraAccess arrangement informatio@ctober 2010, p. 228.

> NGL, s. 23.

> NGL,s. 23.
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Envestra may seek to recover non-conforming cagxkpénditure by means of a
surcharge?” The AER considers this will only apply to high gsare pipeline
extensions that the AER does not approve for cgesuader the access arrangement.
Under r. 83(2) of the NGR, the AER considers Emeaestust notify the AER of
proposed surcharges, which may be levied subjabetdER’s approval. The AER

will only approve a proposed surcharge subject 83¢4) of the NGR.

13.4.4 Conclusion

The AER proposes not to approve Envestra’s propesthsions and expansions
policy. The AER considers an amended policy wodtdds promote the national gas
objective in s. 23 of the NGL, and better adherthéopipeline coverage criteria in

s. 15 of the NGL.

13.4.5 Required amendments

Before the access arrangement proposal can bevagahenvestra must make the
following amendments.

Amendment 13.42: amend section 8 of the access arrangement priogpo$alows:
8. Network extensions and expansions
8.1 High pressure extensions

If Envestra proposes a high pressure pipeline sidarof the covered pipeline, it
must apply to the AER in writing to decide whetkiex proposed extension will be
taken to form part of the covered pipeline and ilcovered by this access
arrangement.

For the purposes of this section 6, a high pregsipedine extension means a pipeline
that exceeds one kilometre in length and is praptsde built to a postcode area
previously not serviced by reticulated gas.

A notification given by Envestra under this clagsgé must:
(a) be in writing;

(b) state whether Envestra intends for the propbggidpressure pipeline extension to
be covered by this Access Arrangement;

(c) describe the proposed high pressure pipelitension and describe why the
proposed Extension is being undertaken; and

(d) be given to the AER before the proposed higisgure pipeline extension comes
into service.

Envestra is not required to notify the AER undes tliause 6.1 to the extent that the
cost of the proposed high pressure pipeline extdertsas already been included and
approved by the AER in the calculation of Referehagffs.

> EnvestraAccess arrangement propos@lctober 2010, p. 17.
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After considering Envestra’s application, and utaléng such consultation as the
AER considers appropriate, the AER will inform Estra of its decision on
Envestra’s proposed coverage approach for thepgnggsure pipeline extension.

The AER’s decision referred to above may be madeuch reasonable conditions as
determined by the AER and will have the effectestah the decision.

8.2 Other extensions and expansions

Any extensions to and expansions of the capacit@e@Network which are not high
pressure pipeline extensions within the meaningafse 6.1 will be treated as part of
the Network and covered by this Access Arrangement.

All extensions of low or medium pipelines and exgans of the capacity of the
Network carried out by Envestra will be treatecdagered under this Access
Arrangement. No later than 20 Business Days folhgvthe expiration of its financial
year, the Service Provider must notify the AER lb&atensions of low or medium
pipelines and expansions of the capacity of thevided during that financial year,
including all expansions commenced, in progresscanapleted. The notice must
describe each extension and expansion and sethguiwg was necessary.

8.3 Treatment of covered pipelines

If an extension or expansion is to be treated @svared network under the access
arrangement, Envestra will offer reference servioeshat extension or expansion at
reference tariffs (ie no change to the referend#da Envestra may levy a surcharge
on users to recover non-conforming capital expemnelitn accordance with rule 83 of
the NGR.

Envestra will notify the AER to seek approval ofyammoposed surcharge to be levied
on users of incremental services, and designegctwver non-conforming capital
expenditure or a specified portion of non-confirgnaapital expenditure (non-
conforming capital expenditure which is recovergdreans of a surcharge will not
be rolled into the capital base). Surcharges wily dve approved subject to rule 84(4)
of the NGR.

13.5 Queuing requirements

Queuing can be used to determine access to anepélat is fully, or close to fully,
utilised. Typically, new users will be able to lammodated because, unlike
transmission pipelines, distribution networks do oyerate close to full capacity. If
use at one point in the network is nearing capaaitgmentation of the network will
normally be undertaken to meet the needs of prospadsers.
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13.5.1 Regulatory requirements

Under r. 103 of the NGR, queuing requirements @ifgetincluded in a full access
arrangement only if the access arrangement is fi@n@mission pipeline or if the
AER has notified the service provider to includegjng requirement®.

13.5.2 Access arrangement proposal

Envestra’s access arrangement proposal did natdac@ny references to queuing
requirements.

13.5.3 AER'’s analysis and considerations

Envestra is not required to include queuing reaui@ets in its access arrangement
proposal as it operates a distribution pipeline thiedAER has not required Envestra
to include queuing requirementsThe AER notes that Envestra did not propose
queuing requirements in the earlier access arraegeperiod and that ESCOSA did
not require any to be included. ESCOSA came todbielusion because it accepted
Envestra’s argument that there was ample capacityei network and queues were
therefore unlikely to form®

13.5.4 Conclusion

The AER proposes to accept Envestra’s proposabriatiude queuing requirements
in its access arrangement proposal.

13.6 Review dates

The NGR includes a general rule that the proposedss arrangement period will
apply for at least five years and be reviewed détar years,” or sooner in the event
of certain trigger§® A five year period between reviews provides reguacertainty
for service providers, in terms of the commercegmeters they operate within, as
well as for users, in terms of the price and coodg of access to the regulated
network.

13.6.1 Regulatory requirements

Rule 49(1) of the NGR requires that a full accessrgement that is not voluntary
must contain a review submission date and a revisittnmencement date and must
not contain an expiry date.

In general, a review submission date will fall fggars after the current access
arrangement took effect or the last revision conweerent date, and a new revision
commencement date will fall one year laféfThe AER is required to accept a
service provider’s proposed review submission amdranencement dates if these are

% NGR, r. 103(1)

> NGR, r. 103(1)

% ESCOSAProposed revisions to the access arrangement gBihuth Australian gas distribution
system, draft decisigarch 2006, p. 219.

" NGR, 1. 50

% NGR, .51

®1 NGR, r. 50(1).
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made in accordance with the general rule set out5f of the NGR? It may also
approve dates that do not conform to the genelalifrit is satisfied that the dates are
consistent with the national gas objective andrévenue and pricing principl&3.

The review submission date may occur in advandkeoflate fixed in the access
arrangement if a specified trigger event océiRule 51(2) of the NGR provides
examples of possible trigger events. The AER maigiron the inclusion of trigger
events in an access arrangement and may specifiathee of the trigger everfts.

13.6.2 Access arrangement proposal

Envestra proposed a review submission date onforeb& October 2015 and a
revision commencement date on the later of 1 Joly62and the date on which the
AER’EGapprovaI of the revisions to the access gearent takes effect under the
NGR.

Envestra’s access arrangement proposal did natdaa trigger event for the
acceleration of the review submission date.

13.6.3 AER'’s analysis and consideration

The review submission date of 1 October 2015 pregdy Envestra is later than the
1 July 2015 date indicated by the general rule undg0(1) of the NGR. The AER
considers that a 1 October 2015 review submissab@ would allow significantly less
time for the AER to make its decision on the acegssngements for Envestra
compared to the 1 July 2015 date indicated by émegal rule in the NGR. The AER
considers that a truncated review process may esdisiability to adequately consider
the access arrangements, which could result iruegome that is not consistent with
the national gas objective. On the basis of thesAER rejects the 1 October 2015
review submission date proposed by Envestra.

As the revision commencement date proposed by Eaviesconsistent with the
general rule under r. 50(1)(b) of the NGR, the AfaBst accept it.

The AER notes that the retail energy and gas cdiomscframeworks are expected to
be introduced during the access arrangement pérfaeke frameworks may impact
on the terms and conditions of access for usergatahtial users, such as the credit
support provisions proposed under the National ggn€ustomer Framework
(NECF). In these circumstances, the AER considetd trigger event should be
included to enable the AER to review the approeeohs and conditions of access for
consistency with the arrangements proposed undsethew frameworks.

13.6.4 Conclusion

The AER proposes not to accept Envestra’s propasaew submission date. The
AER considers an amended date could better protheteational gas objective in

62 NGR, r. 50(2)
% NGR, r. 50(4)
® NGR, r. 51(1).
% NGR, r. 51(3).
%  EnvestraAccess arrangement propos@lictober 2010, p. 17.

250



s. 23 of the NGL. The AER accepts the review conuasrent date of 1 July 2016
proposed by Envestra.

13.6.5 Required amendments

Before the access arrangement proposal can bewvaopiienvestra must make the
following amendments.

Amendment 13.43: amend section 9 of the access arrangement pidposa

1) delete clause 9.1 and replace it with the foilhmy

Envestra will submit revisions to this Access Agament to the Regulator on or
before 1 July 2015.

2) include the following new clause 9.3:

The AER may require Envestra to revise its Accaesagement for inconsistencies
between the proposed terms and conditions and @ied¥ NGR.

The revisions submission date stated in clausefdlie access arrangement proposal
will advance on the occurrence of a trigger evasicdbed below. For the purposes of
this clause, a 'trigger event’ occurs if:

(a) there is an amendment to the NGL or the NGRh®National Energy Retail Law
or National Energy Retail Rules commence operatidpueensland; or

(b) the STTM does not operate as anticipated amd\ttess Arrangement does not
effectively accommodate the STTM; and

(c) the AER provides Envestra with a notice statheg the circumstances described
in (a) or (b) are significant. An amendment or ¢benmencement in Queensland of
the National Energy Retail Law or National Energgt&tl Rules is significant if it
affects reference tariffs. The new review submissiate will be the date 6 months
from the date of the notice provided by the AERamitiis clause.
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A. Confidential averaging period
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B. Actual cost of debt (confidential)
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C. Detailed WACC issues

This appendix outlines the AER’s consideration etladled issues in relation to
Envestra’s proposed rate of return, under theotlg general categories:

= OQverall rate of return
= Equity beta

= Debt risk premium

= Market risk premium.

This appendix should be read in conjunction witaptkr 5.

C.1 Overall rate of return

C.1.1 Recent sale of regulated assets

The AER considers that recent sales of regulateetasan provide useful
information regarding the extent to which the AER/@ighted average cost of capital
adequately compensates regulated service provitleesAER’s consultant, Professor
Kevin Davis stated:

... if access prices are set using the correct dasdpmtal such that expected
future net cash flows provide both the requirednreto capital and the full
return of capital, the market value of equity pliebt will (at the start of the
regulatory period) equal the book (regulatory) eatfi assets. With the
regulatory period, the valuation may differ becaofananticipated changes
in risk premia or cash flows. In principle, if matkvalue exceeds book value,
this suggests that the regulatory rate of retuabisve that required by
investors, and the converse when book value exaeadset valué.

Professor Kevin Davis also states various factayg cause market and book values
to differ at the date of the regulatory determimiasi. For instance, the market value
can exceed the book value as regulated entitiesatsaybe involved in other non-
regulated activities (which are able to earn excegsns), AER’s financial and
operating structure maybe sub optimal and possipiergies associated with
mergers. Professor Kevin Davis states that the lvable may exceed the market
value if regulatory risk is high.

While other factors may be present, the AER do¢sowsider that they fully explain
the purchase price of regulated utilities beingp80cent more than the regulated
asset base.

One of the most recent sales of regulated asseatsh@gEnvestra purchase of Country
Energy’s NSW Gas Networks business. Informatioatie to this sale was

1
2

Kevin Davis,Cost of Equities — A Report for the AER,January 2011, p. 7.
Kevin Davis,Cost of Equities — A Report for the AER,January 2011, p. 7.

254



contained in a market presentation released t&8¥ on 26 October 2010 and is
summarised as follows:

= purchase price of $107 million
® regulated assets represent 70 per cent of purghigse

= the RAB was $59.6 million as at 30 June 2010 anekcfast to be $63.2 million at
30 June 2011.

The purchase of Country Energy’'s NSW Gas Netwotssrizss was a public tender
and it is therefore reasonable to assume the sakenepresents an approximate of the
true market value. In addition, Envestra had theaathge of knowing the outcome of
the AER'’s final decision on the access arrangerfwgrthe covered pipeline,

including the cost of capital and the cash flonsoagted with that rate of return. The
premium paid by Envestra relative to Country En&rdRAB suggests that the AER’s
weighted average cost of capital does not undeipensate the service provider.
Envestra purchased Country Energy’s regulated sasefpproximately 26 per cent
(19 per cent if the 2011 RAB forecast is used) alibve RAB value.

The AER recognises that Envestra may justify thyh lpiurchase price due to potential
synergistic gains. However, the AER does not cardite 26 per cent premium can
be justified on these grounds alone. The AER canmsithat synergies can be
primarily driven by a minimisation of operating exyituré which is only 34 per

cent of total building block revenue in Envestreése. Even if Envestra was able to
reduce Country Energy’s operating expenditure bfy(lmapossible scenario), this
would not justify the 26 per cent premium paid.

As demonstrated in table C.1 below, all regulatedd have been purchased at RAB
multiples of greater than one, with a RAB multipfeat least 1.2 times.

AER, Final decisionWWagga natural gas distribution network 1 July 2030-June 2015March

2010, p. 5 and ASXgnvestra company announcemet,October 2010, viewed 27 January 2011
<http://lwww.asx.net.au/asxpdf/20101026/pdf/31tdpraxqgc.pdf>

The benefit associated with minimising capital exgiture is limited as it only relates to the return
on capital for difference between actual and fasecapital expenditure for the outstanding year of
the access arrangement period. This being duesttath that actual capital expenditure and not
forecasted capital expenditure is used to deterth@®pening regulated asset base. Further, other
synergistic gains exist, but they are small in niagie.
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Table C.1: RAB multiple for recent regulated assesales

Date Acquirer Target RAIairrrr:glst;ple
Dec 06 APA DirectLink 1.45
Oct 06 APA Allgas 1.64
Aug 06 APA GasNet 2.19
Apr 06 Alinta AGL Infrastructure assets 1.41-152
Mar 06 APA Murraylink 1.47
Aug 04 DEUT/Alinta/Alcoa Dampier to Bunbury Natuk@ahs Pipeline 1.20
Aug 04 APA Southern Cross Pipeline and Parmelia Gas 1.47
Apr 03 Alinta/AMP/Aquila Alinta Gas Network 1.35
Apr 03 Alinta/AMP/Aquila Multinet Gas 1.44
Apr 03 Alinta/AMP/Aquila United Energy 1.52
Aug 02 CKI/HEH Citipower 1.69
Oct 00 Consortium ElectraNet 1.37
Sep 00 CKI/HEH Powercor 1.71
Jun 00 Singapore Power PowerNet 1.49
Dec 99 CKI/HEH ETSA Utilities 1.26
Jul 99 CKI 19.97% of Envestra 1.49
Jun 99 GPU GasNet 1.72
Mar 99 Envestra/Boral Stratus Networks 1.99
Jan 99 Texas Utilities Westar 1.86

Source: Grant Samuel & Associates Pty Limitedancial Services Guide and

Independent Expert Report in relation to the Retedisation and Restructure
of Babcock & Brown Infrastructur® October 2009, p. 78 and Grant Samuel &

Associates Pty Limitedndependent Expert Report in relation to the

Acquisition of the Alinta Assets November 2007, p. 65

Table C.2 presents analysis from Grant Samuel wshichvs listed infrastructure
firms being traded at premiums significantly abosgulated asset values.
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Table C.2: RAB multiples of regulated assets usingecent market data

Entity Average RAB as at 30 June  Average RAB as at 30 June

2009 2010
SP AusNet 1.50 1.40
Spark 1.81 1.73
DUET 1.21 1.15
Envestra 1.28 1.21

Source: Grant Samuel & Associates Pty LimitedaRaial Services Guide and
Independent Expert Report in relation to the Rdeaéipation and Restructure of
Babcock & Brown Infrastructure, 9 October 20097p. Based on share prices
at 29 September 2009 and average nominal RAB fevaat year. RAB is
based on the respective regulatory determinatircsp for DUET which
allows for the $908 million expenditure on the &&d\ and 5B expansion of
the Dampier to Bunbury Natural Gas Pipeline.

Further, the AER considers the broker reports glediby Envestra also support the
proposition that regulated utilities trade andarquired at RAB multiples in excess
of one.

C.1.2 Cost of equity implied by broker reports

SFG’s analysis of information from broker repodsubject to several shortcomings
when it is used to test the overall reasonableoketfe AER’s return on equity.

SFG noted that the cost of equity can be estimiabea comparable firms as the sum
of the expected annual dividend yield and expeatedial price appreciation. From
various broker reports, SFG estimated that for amaipe firms the dividend yield is
10.5 per centand annual price appreciation is 11.3 per &¢towever, SFG
recognised that this would unrealistically implatitomparable firms are expected to
earn an annual return of 21.8 per cent (10.5 +)1N@netheless, the AER considers
it is unrealistic to assume a price appreciatiohloB per cent as:

= 12 month price targets issued by brokers repremsepkpected high over the 12
month period and do not represent the expectedahcapital appreciation over
the long term

= these forecasts are heavily influenced by the austate of the share market and
the 11.3 per cent suggests that at the time afeghert the stocks were still
recovering from the effects of the GFC, and thagcmvery across the entire
market was expected.

Strategic Finance Grouphe required return on equity commensurate withrenirconditions in
the market for funds Report prepared for EnveiaSeptember 2010, p. 8.

Strategic Finance Grouphe required return on equity commensurate withienirconditions in
the market for funds Report prepared for EnvefaSeptember 2010, p. 12.
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As submitted by Professor Kevin Davis, making uiSleroker forecasts in forming
decision is problematic at besProfessor Kevin Davis considers caution should be
exercised when interpreting capital appreciatiomfibroker reports, as they are
generally accompanied by buy, hold or sell reconaagans. Buy and sell
recommendations are premised on the view that rhprlees are not inline with
fundamentals and not generally linked to an estmég required rate of retufn.
Assuming a buy recommendation is issued (which esigghe firm is underpriced),
the capital appreciation forecasted by the bro&port would include a component
that is associated with the under pricing. Overingkhis mispricing component is a
further shortcoming of SFG’s analysis.

As evident in figure C.1, all of the broker repgutevided by Envestra have either a
buy or hold recommendation. As a result, the AERsaters the capital appreciation
forecasts provided in the broker reports can naidszl to estimate the return of
capital, as the mispricing component would resulin over estimation of the return
on capital.

Figure C.1: Frequency of recommendation in broker eports provided by Envestra

I

BUY HOLD SELL OTHER

Source: Envestra, email to AERRE: AER.EN.20 — return on capitdl) February 2011.

As an alternative approach to testing the AER’s obesquity, SFG submitted that
comparable firms are likely to appreciate by 2.83.@®per cent in nominal terms. As a
result, SFG submitted that 13 to 14 per cent (3¥®%, 10.5 +3.5) is a conservative
estimate of the return on equity for Envestra. Hamvethe AER notes that the 10.5
per cent dividend is upward biased due to it beagially composed of a return of
capital (depreciation) component. As a result, SF@idend yield forecast is not
indicative of the company’s profit based returntfoe purposes of indicating the
market cost of capital. Professor Kevin Davis alstes that a component of utilities

7
8

Kevin Davis,Cost of Equities — A Report for the AER, January 2011, p. 16.
Kevin Davis,Cost of Equities — A Report for the AER, January 2011, p. 16.
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dividends (stapled securities) is return of camtad should be deducted from the
dividend in performing the calculation:

To the extent that this is the case, the capitalganent of those payments
should be deducted from the “dividend” in perforgithe calculation... it is
not apparent that for many such entities thesestimates of dividendser
seas opposed to estimates of distributions whicloepass dividends,
interest payments on loan and returns of capital.

Using information from annual reports, table C.&ndestrates that a significant
component of utilities total distribution is inteten loan and return of capital. As is
evident in table C.3, the dividend component adltdistributions can be as low as
18.6 per cent.

Table C.3: Break down of Envestra’s and SP AusNebtal distributions

Company Item (cents per share/security) 2009 2010
Envestra Earnings 3.80 2.80
Unfranked dividend 1.89 2.75
Partially franked dividend - 2.75

Loan Note Interest 3.90 -

Loan Note Principal 4.39 -
Total Distributions 10.18 5.50
SP AusNet Earnings 6.99 8.09
Franked Dividend 2.65 3.20
Loan Interest 3.94 4.58
Capital Return 5.57 2.15
Total Distribution 11.81 9.93

Source: Kevin Davis,Cost of Equities — A Report for the AEES January 2011, p. 16.

The AER considers that if a nominal price appreamais to be considered (2 — 3 per
cent), the dividend yield must be reduced by 5r5cpet?, so that the dividend

reflects pure return expectations. Accordingly, tin@st appropriate return on equity
that can be derived from analyst reports is 7.55p8r cent and can be derived in two
equivalent ways:

= a5 per cent dividend yield (10.5 minus 5.5) ar&d%a— 3.5 per cent nominal price
appreciation, or

Kevin Davis,Cost of Equities — A Report for the AER,January 2011, pp. 15-16.
AER analysis. The 5.5 per cent is the differencgiéd forecast and the maximum yield attributed
to profits. The figure is derived from broker refsoiorecasts.

10
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* a10.5 per cent dividend yield and 2 — 3 per centinal price depreciatiot.

Further, SFG stated that the 10.5 per cent divigeegld is conservative as data from
capital raisings imply a dividend yield of 15.11r gent*? However, in addition to the
concerns raised above (primarily that dividenddsahclude return of capital), the
AER considers dividend yields from capital raisittg® not be relied upon as shares
are typically issued at a discount to prevailingkeaprices. Therefore, the dividend
yields obtained in capital raisings are upwarddaleand not reliable. Further, capital
raisings are not arms length transactions, sineg generally involve offers to
existing shareholders.

There is a trade-off between capital gains andddivils. Even though regulated
utilities are able to pay high dividends todaystbomes at the expense of future
dividends and future capital appreciations. HowgNean not be expected that the
firm will not decline in value if it is paying dowits capital over time. As a result, it is
not practical to assume the benchmark efficienvagk service provider can maintain
a high dividend of 10.5 per cent and at the same &xpect its share price to
appreciate.

SFG has only provided limited material from thek®s’ reports consulted and
Envestra provided the broker reports to the AEReaknprior to the draft decision
release dat& As a result, the AER has not been able to adelyumdsess the
information contained in the broker reports prodidy Envestra. Following a limited
analysis, the AER considers the broker reportsigealvby Envestra may not be
reflective of the broker reports quoted by SFG (abée C.4). For instance, Envestra
did not provide certain brokers quoted by SFG, sorde of the reports provided by
Envestra were not quoted by SFG.

" This is supported by Professor Kevin Davis whatest, “Alternatively the terminal vale

assumption should reflect the decline in capitdleaf the security due to repayment of
principle”. See Kevin DavigCost of Equities — A Report for the ABR,January 2011, p. 15.
Strategic Finance Grouphe required return on equity commensurate withrenirconditions in
the market for funds Report prepared for EnveiaSeptember 2010, p. 12.
13 On the 14 January the AER requested the brokartefrom Envestra and asked the broker
reports to be produced by the 20 January. AER, leam&investraAER.EN.20 — rate of retuyn
14 January 2011. Envestra provided the broker tepaorthe 10 February 2011. Envestra, email to
AER, RE: AER.EN.20 — return on capitdl) February 2011.

12
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Table C.4: Broker reports quoted by SFG and providd by Envestra to the AER

Broker reports quoted in the Broker reports provided by
SFG study Envestra to the AER
Ballieu Research X
Citi Group X
Credit Suisse X
Deutsche Bank X
Goldman Sachs JBWere X
JP Morgan X
Macquarie X X
Merrill Lynch X
Morgan Stanley X
RBS Morgan’s X X
USB X X
Wilson HTM X X

Source: Envestra, email to AERE: AER.EN.20 — return on capitdl) February 2011.

Further, the AER considers the majority of the leroleports provided are outdated
and maybe of limited use in estimating the costmfity for the 2011-2016 access
arrangement period. Given that broker reports hgpabvide 3 year forecasts,
Envestra latest broker report (28 April 2008) wolbédof limited use in determining
capital appreciation and dividend yield forecakts tire expected to prevail over the
2011-16 period? The AER questions why SFG did not use more ugate Hroker
reports in its analysis when assessing the costtal.

14 The latest broker report provided by Envestraldiomly be able to provide forecast for the first 6

months of the 2011-2016 access arrangement.
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Table C.5: Broker reports provided by Envestra to he AER

Date Broker Firm analysed
17November 2003 Auerbach Group ENV
20 November 2003 UBS APA
26 November 2003 Auerbach Group GAS
27 November 2003 UBS ENV

29 August 2005 Citi Group HDF
21 February 2006 ABN AMRO ALN, AGL
23 February 2006 ABN AMRO ALN

11 May 2006 Deutsche Bank AGL
19 June 2006 ABN AMRO APA

30 October 2006 Macquarie AAN
28 February 2007 Deutsche Bank AAN

17 August 2007 Macquarie DUE

30 August 2007 Macquarie SKI
25 February 2008 ABN AMRO SKI
27 February 2008 ABN AMRO ENV

26 March 2008 ABN AMRO SPN

28 April 2008 ABN AMRO DUE

Source: Envestra, email to AERE: AER.EN.20 — return on capitdl) February 2011.

If broker reports are to be used as a cross cleedké cost of equity, all information
in the report should be considered, including stereated WACC contained within
the report. Some of the reports quoted by SFG assuWACC of around 7 per cent.
As a result, this would indicate that the AER WA@@&es not under compensate the
service provider.

The AER further considers that broker report foste@an not be relied upon as the
firms analysed are not reflective of the benchnsamvice provider. For instance, the
broker reports suggest that Envestra’s gearing rapproximately 71 per cent,
which is well above 60 per cent assumed for theleark service provider. The
higher actual gearing of Envestra would be expettedove the equity return
upward relative to an equity return based on alweack 60 per cent gearing.
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C.1.3 Cost of equity vs. cost of debt

The AER considers the cost of debt has not bedrehidpan the cost of equity in any
of its decisions. In examining why the cost of ¢gerossed over to be lower than the
cost of debt in the period January to June 20@9AHER notes:

= at the time of cross-over the risk of default omgderm bonds seemed real to
most investors leading to a short term beta esoal&dr such securities (the data
is not limited to bonds issued by regulated firniggulated entities did not
present the same risk so the cross-over relatitieeio cost of capital was
perfectly reasonable in the circumstances

®= no companies were actually issuing long term cateobonds at this time. In
particular, there were no actual Australian issBB&8+ 10 year corporate bonds
in existence at the time. Therefore, the ratesegate constructed from other
data and subject to the distortions in the markedre risk of default was a
dominating influence, and the normal market ristedia associated with
corporate bonds of a particular credit rating nogker applied. This means the
comparison is based on data constructed for regylatirposes and should be
discounted

" had the AER issued a decision at this time, the AERRACC estimates would
have reflected higher debt costs.

It is valid to assume that the return on equity lddae higher than the return on debt.
However, the AER does not consider this impliescitst of equity it has set in the
past would have been too low in the period Jantdyne 2009. Instead, the AER
considers this outcome implies that the debt rigkqaum allowed in this period was
unusually high. The AER considers firms do not aepen the issue of long term
bonds for debt financing when markets are volayég the benchmark cost of debt is
based on such bonds even though they did notiexise market at the time and
values had to be based on estimates and extrapo(athich have been the subject of
much debate). The AER considers recent data sutiggdtonds have been issued at
much lower yields than the debt margins considese@EG. If debt margins are
based on more recent data, the consistency isswedrethe debt risk premium and
the cost of equity should not be present.

C.1.4 Modigliani and Miller theorem
The paper submitted by Professor Bruce Grundy nesdihe weighted average cost
of capital formula to express in terms risk prersiach:

D E
R. —R; :VRd +VRe_Rf

_Dr - ERr_
(Rc_Rf)_V(Rd Rf)+V(Re Rf)

Firm _ Risk_Premium=5 Debt_Risk Premiunt VE Equity_ Risk_Premium

FRP=2 DRP+ = ERP
Y, Y,
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However, Grundy assumes the convex relation betwédn and D/V implies that the
DRP must be less than D/V*FRP. That is FRP>DRP*Wtich implies:

2 DRP+E ERP> DRPM
\/ \/ D

Substituting gearing of 60%, Professor Bruce Grusutymits the equity risk
premium must be at least 2.67 times the debt riekum.

Professor Kevin Davis and Associate Professor Han@andley) both caution the
use of the Modigliani and Miller theorem to implyedationship between the cost of
debt and equity> Handley considers the Modigliani and Miller theori the
presence of risk debt is based on the assumptairetjuity and debt are priced in the
(same) integrated market, rather than being piicéseparate) segmented markets.
Handley states that when this assumption is assameaact relationship between
the firms cost of debt and equity can be estaliisAesuming Professor Bruce
Grundy’s theory is correct, Handley considers thdhe equity risk premium is less
than 2.67 times the debt risk premium, this comigly the equity and debt is priced
in:

= an integrated market and the equity risk premiutoasiow
® an integrated market and the debt risk premiuraashigh

= in segmented markets and so the Modigliani ande¥itieorem cannot be used to
infer that the equity is mispriced relative to thebt*®

Taking into account Handley’'s advice, the AER cdass Professor Bruce Grundy
has not demonstrated which of the three situatdnose is most likely to be present.
The Modigliani and Miller theorem could imply thie debt risk premium is
excessive or that equity and debt is priced in ssged markets.

Further, the AER considers the Modigliani and Milkeoposition 2 can be used to
demonstrate that the AER’s weighted average retnroapital does not under
compensate the service provider. According to thoeligliani and Miller proposition
two, the weighted average cost of capital can bmutzded as the return on equity of a
firm with zero leverage. Removing the financiakredement from the Envestra’
equity beta of 1.1 (upper bound of Envestra’s raugeives an asset beta estimate of
0.44. Therefore, using the parameters in Envestragosal the return on equity on a
zero leverage firm as per the Modigliani and Mileoposition 2 is:

r,=r, +58*(MRP)

r, = 530+ 044* (80)

15 Kevin Davis,Cost of Equities — A Report for the AER,January 2011, p. 19 and John Hanley,

Peer Review of Draft Report by Davis on the CosE@diity, 18 January 2011, pp. 9-10.
16 John HanleyPeer Review of Draft Report by Davis on the Co&afity,18 January 2011, pp. 9-
10.
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r, =882

As is evident, the weighted cost of capital usimyé&stra’s parameters is 8.82 per
cent. Now to contrast that to weighted average absapital the AER is providing to
Envestra:

r,=r, +58*(MRP)
r, = 568+ 08* (6.0)

r, = 1048
E D
r,=r.(=)+r,(—
SORAG
r,(AER = 1048* (04) + 961* (06)

r,(AER) = 996

As is evident, the AER weighted average cost oitab(®.96 per cent) is significantly
higher than the weighted average cost of capitplied by Modigliani and Miller
proposition 2 using Envestra’s parameters (8.82Zpst). The AER does not intend
to set the weighted average cost of capital basddaigliani and Miller proposition
2. However, the AER does consider that Modigliard Miller proposition 2
demonstrates that the AER’s return on capital dmesinder compensate service
providers.

C.2 Equity Beta

The following section addresses issues raised be$ira in regards to the beta
estimate.

Envestra submitted that the sampling period the A&lRRd upon in estimating a beta
of 0.8 exhibits a historically low level of volaty, and specifically excluded the
period of the GFC on the basis that this period wdskely to be consistent with the
equilibrium requirement of the CAPM. Envestra sigjgé that beta sampling period
should take into account of the GFC as:

® not including the GFC period resulted in a downwaiess in the beta estimate.
Given the continued systematic shocks and heigtterstability in the global
economy since September 2008 (e.g. European dsisf) cr

= Jagannathan and Wang point out that if a stoclallagh beta when market risk is
high and a low beta when market risk is low, tHemunweighted average
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measured beta for that stock will underestimatéerir=unconditional beta that
investors assign to that stdék

= if the future is uncertain, then most weight shdudgiven to the betas that
existed when the risk was high

= stocks that most likely have low betas (such dgyusitocks and other mature
industry stocks) might nonetheless have high hatpsriods that really matter to
investors (periods of high risk).

The AER does not consider that the GFC period shbelrelied upon when
estimating beta. The AER considers the GFC pedathrepresentative as the market
conditions during the GFC period are unlikely toreiective of the market going
forward. If the GFC period were to be included ampling period, the beta estimate
is unlikely to represent the best forecast possibtae circumstances.This is
consistent with the AER’s exclusion of the ‘techowl bubble’ over the 1990s from
the sample period during the WACC review, which {dduave been to the detriment
of service provider§’

Professor Kevin Davis considers caution shoulddsslwith the argument that poor
stock market performance of regulated utilitiesmiyithe GFC suggests a beta closer
to one:

The weakness in this argument lies in the impliezlenption that actual
returns are indicative of expected returns oveslatively short period of
time, and particularly at a time of significant rkeir disruption?*

To infer that utilities have a beta estimate gretitan one, as a result of utilities
having a more negative return than the market theeperiod January 2008 to March
2009, requires an assumption that there was nerdifte in news affecting both
utilities and the overall market in that perfddsiven the market condition in the
period January 2008 to March 2009, Professor KBawis considers this assumption
to be unrealistic. Professor Kevin Davis submitg tnvestra must provide
substantially more analysis to demonstrate thdtdripeta estimates are required for
service providers as a result of the GFC peffod.

Further, the AER’s consultant in the WACC reviewa®Henry, noted that the
estimates after September 2008 and any estimaietlift period (GFC period) are
unlikely to be consistent with the capital ass@tipg model** Olan Henry notes that
the period post 2008-09 are unlikely to be consistéth the equilibrium condition

17" Competition Economics Groufstimating the cost of capital under the NGR, Aorefor

Envestra September 2010, p. 16.

Competition Economics Groupstimating the cost of capital under the NGR, Aoréfor
Envestra September 2010, p. 21.

9 NGR, r. 74(2)(b).

20 AER,WACC review final decisigri May 2009, pp. 269-271.

2L Kevin Davis,Cost of Equities — A Report for the AEI,January 2011, p. 16.

22 Kevin Davis,Cost of Equities — A Report for the AE®, January 2011, p. 16.

% Kevin Davis,Cost of Equities — A Report for the AER,January 2011, p. 16.

2 AER,WACC review final decisiorl May 2009, p. 271.
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required and should be excluded form the samplegender consideratiof.As a
result, the AER considers that the GFC period ghaot be relied up on estimating
beta for Envestra. Further, Envestra has not peavahy evidence that investors
develop expectations on periods when volatilitigigh. The AER considers that beta
should be estimated on the period 2002-2007, wikiehperiod that it considers is a
representative period of prevailing market condsiover the next ten years.

The AER also highlights that Synergies Economic stdting (on behalf of APT
Allgas) submitted that that caution must be exertiwhen estimating equity returns
over the GFC period.

... From August 2007, the normal volatility in equigturns moved below
the lower bound of the control range. Caution ntlustefore be exercised
when estimating equity returns from this sub perBased on this analysis,
this sub period is clearly not indicative of whatmally happens with regard
to equity returns. Alternatively, there may haveta change in the way
investors assess and / or price risk (that isugtstral change) however this
would be difficult to reliably determine withoutweral years of dat.

This reaffirms the AER’s point of view that the GIp€riod can not be relied upon
when estimating the beta.

CEG demonstrates the general utilities stock pricesuding Envestra) fell by more
than the market index in the period 2 January 26@March 2009. As a result, CEG
suggests that the utilities are more risky thamotherall market and should receive a
beta estimate greater than one. As outlined alibeehAER does not consider accurate
conclusions can be drawn from the GFC period ssuhrepresentative of the
conditions that are likely to prevail in the 2015-dccess arrangement period.
Further, Envestra’s actual gearing is more tharb#mehmark level of gearing (60 per
cent). Hence, Envestra’s stock price would be mesponsive to general market
movement, in contrast to a benchmark service pesvidrofessor Kevin Davis
considers that more analysis and evidence mustdsemted to infer that the
performance of regulated utilities stock pricestige to the market during the GFC
can imply utilities have a higher beta estinfdte.

CEG provided two forms of asset beta estimateSdAER. One asset beta estimate
was derived using a variable estimation period mdathe GFC period and another
estimate was based on 5 year estimate period eddimg2010 with a variable
observation period. The beta estimates are detiggn) 55 companies from a
modified sample used by NZ Commerce CommissiontlRefsons paper. The AER
considers that the sample of companies used in €B&§¥et beta estimate can not be
relied upon when estimating for a benchmark serprogider. The sample is
primarily made up of foreign firms and as was thsecin the WACC review limited
weight should be placed on foreign estimate. Fstaimce, in the WACC review the
AER noted that the difference in the regulatiomos$inesses, the regulation of the
domestic economy, geography, business cycles, eeatid a number of different
factors are likely to result in difference betwesguity beta estimates for similar

% Qlan T. HenryEstimating beta23 April 2009, p. 8.

% Synergies Economic Consultirgstimating a WACC for the APT Allgas DistributioatiNork,
September 2010, p. 31.

27 Kevin Davis,Cost of Equities — A Report for the AER, January 2011, p. 18.
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businesses between countries. As a result, the @dBRiders that foreign estimates
should only be used a cross check of the domestiityebeta estimates.

CEG submitted that it observes a heightened avexsggt beta in the midst of the
GFC crisis of around 0.48 and notes this beta Btk to a level of around 0.38 as
the estimation period of measurement is extendedduforward and backward from
the GFC crisi€® The estimation period that is used to derive t88 €0 0.48 asset
beta estimate is only 170 to 600 trading days. AIBR considers that in determining
an appropriate estimation period there is genecalhsidered a trade-off between the
potential loss in relevance of older in reflectiogvard looking expectations and
having sufficient observations in order to obtaiolust and statistical reliable beta
estimate. As a result, the AER considers that stienation period used by CEG to
derive the asset beta estimate of 0.48 to 0.3&isow to derive a statistically reliable
beta estimate. CEG has not provided informatiog testatistics) to demonstrate that
these asset betas are statistically significanth@ed in the Olen Henry review, the
beta t-statistic increased drastically in the Gle@iqul*°

Further, when beta is estimated in short time fraarshort term CAPM must be
assumed. However, the AER considers such with awgtiort time frame it is known
the assumption behind the CAPM are far less seEareexample the assumption that
transaction costs are negligible is an approximatier a multi-year time horizon but
is highly questionable in a one month time frammilarly, as a one period model the
assumption that the expected return covers thesiare total time horizon may be
reasonable in a five to ten year setting but idamgible in a one month framework.

CEG estimated an asset beta for a 5 year estimag¢iood to June 2010 with a
variable observation period. CEG demonstratesthigaaverage asset beta is 0.38 and
that the beta varies drastically depending on theumt of trading days in the sample
period®* When estimating equity beta, data service prosigenerally use an
estimation period of five years using monthly olaéions. However, the AER does
consider that in most circumstance increasingrtbguiency of the data to weekly or
daily is likely to increase the precision of théirate, as long there is no presence of
thick trading®? Given CEG has not presented any information thiektrading is not
an issue (e.g. the Dimson approach) and other tobss test to demonstrate
observation period is appropriate (e.g. test feo@urrelation and heteroskedasticity),
the AER considers that only the monthly observagieriod should be used. CEG’s
five year asset beta estimate using monthly obtensis 0.29, which translates into
an equity beta estimate of 0.725. This would ini#i¢hat the AER beta estimate of
0.8 is sufficient to give Envestra an opportun@yefirn a return on capital that is
commensurate with prevailing conditions in the neaflr funds and the risks
involved in providing reference services. Furtleerwas the case with the asset beta
estimate for the small estimation period, CEG hanovided t-statistics to

2 AER, WACC review final decisiori May 2009, pp. 259-261.

2 Competition Economics Grougstimating the cost of capital under the NGR, Aorefor
EnvestraSeptember 2010, pp. 24-25.

%0 Qlan T. HenryEstimating beta23 April 2009, pp. 52—83.

31 Competition Economics GrouRstimating the cost of capital under the NGR, Aorefor
Envestra September 2010, p. 28.

32 AER, WACC review final decisiorl May 2009, p. 275.
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demonstrate the beta estimates for the five yganaon period are statistically
significant.

Envestra submitted that Grant Samuel as part afdespendent expert report in
relation to the “proposed acquisition of Alinta Asfrom Singapore International”
used an equity beta estimate of 0.8-0.9 to valeeggndistribution businesses.
Envestra stated that the beta estimate of 0.8-@9anpre-GFC expectation and is
likely to be higher post-2008. However, the AER bbhtained a more recent Grant
Samuel independent expert which was published @&€1- Given the more recent
post GFC Grant Samuel report still uses a betenasti of 0.8-0.9, the AER considers
that Grant Samuel itself believes that energy iistion businesses beta estimate
have been un-changed as result of the &FC.

C.3 Debt risk premium

The AER considers that the DRP should be basea @ustralian corporate bond
issuance with a term to maturity of 10 years aBB8+ credit rating. The 10 year
benchmark reflects consistency with the term ofrislefree rate, while the BBB+
credit rating reflects what the AER determined dgtihe WACC review following
consideration of comparable energy businedbes.

Envestra stated that the benchmark credit rating faotional regulated entity should
be Standard and Poor’s BBB+ ratitigdowever the methodology proposed by
Envestra for estimating the DRP is infeasible si@BASpectrum has ceased
publication of its 10 year, BBB+ fair value yieldree. Envestra more recently
submitted to the AER that:

In the absence of CBASpectrum, Envestra’s reviggadaach to estimating
the DRP is for sole reliance to be placed on Bloemgis BBB fair value
estimates extrapolated out to the 10 year benchteark Envestra considers
that placing full weight on Bloomberg ensures thatbenchmark DRP will
continue to be based on current data from an intp# market

participant®

Accordingly, the AER has considered Envestra's mecent proposal to rely on
Bloomberg as a sole estimate, as well as examaiteghative sources of information
for estimating the DRP. In particular, the AER kassidered the relevance of the 10
year, BBB rated bond issued by the APA Group aedihrated Stockland bond as
alternative sources of information when settinglilbechmark cost of debt.

C.3.1 Bloomberg

The AER has considered that Bloomberg's fair vaktanates provided one
independent and potential source of yield infororabn corporate bonds with a

3 Grant SamueFinancial Service Guide and Independent Expeejsd in relation to the

Recapitalisation and Restructure of Babcock & Brdnfinastructure 9 October 2009,
Appendix 1, p. 8.
% While the SORI has no status under the NGR, i ivgnded to provide guidance to the gas
sector.
Envestra LimitedSouth Australia Access Arrangement Informati®eptember 2010, p. 144.
% EnvestraEmail to the AER15 December 2010.
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BBB+ credit rating and maturities up to 7 yedrslowever, CBASpectrum's decision
to cease publication of its fair value yield curtes given the AER cause to question
the reliability of Bloomberg's estimates as they@mdurce of information when setting
the DRP, particularly given that both Bloombergid £BASpectrum's estimates rely
on similar input data.

In exploring the performance of Bloomberg's estesathe AER has compared them
to the CBASpectrum yield curve and the value ofSkendard and Poor's ASX 200—
a broad based Australian share market index. Td&tseare illustrated in figure C.2.

Figure C.2: Changes in debt risk premia in comparien to the ASX S&P 200
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Source: Bloomberg, CBASpectrum, RBA, AER analysis.

In viewing this figure, one should generally obsgetire DRP moving inversely to
returns in the equity market. That is, during d market when equity returns are
strong, the risk of default on debt should be campzely low. Conversely, as the
equity market falls, and the risk of default acrtigs market increases, the debt risk
premium demanded by investors should logicallyease® While both the
CBASpectrum and Bloomberg series increased inviitle deteriorating equity
market returns, Bloomberg’s spreads continueddeease with improving conditions
in the equity market (implying increasing defaudky. Indeed, the Bloomberg DRP
was actually higher in December 2010 than at ang in recent history including
periods spanning the GFC. In contrast, the CBASpatfair value yield curve
gradually declined in accordance with improved ggonarket conditions.

37 AER, Victorian electricity distribution network serviggoviders, Distribution determination

2011-2015, Final decisigiOctober 2010, pp. 505-506.
In practice, the interaction between debt andtequarkets is more complicated than this, but
generally, heightened financial risk translateteer share prices and a higher DRP.
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The significant divergence of estimates derivedfi@loomberg data and from
CBASpectrum over the timeframe including and sitmeeGFC is also difficult to
explain. The AER considers it is likely, however rélate to the different proprietary
methods employed by the data service providerantéod of extrapolating
Bloomberg estimates to a comparable 10 year mgtariid the general paucity of
lower rated, long dated bonds.

To some extent, the limited market data that hesntty become available further
suggests that Bloomberg's series may not be repese of bond spreads beyond

7 years. Specifically, in July 2010 the AustralRipeline Trust—the financing arm
for the APA Group—announced the issuance of a feyear, BBB rated corporate
bond (APT bond) with a yield to maturity well beldiat indicated by Bloomberg's
fair value estimates. Similarly, property firm Sttand recently issued a 10-year, A-
rated bond (Stockland bond) with a yield that isently over 100 basis points below
the extrapolated Bloomberg fair value curve.

The paucity of corporate bonds with credit ratiagsr close to BBB+ with maturities
greater than 5 years currently trading in the nmanks been acknowledged by the
Tribunal® For the indicative averaging period for this d@dtision, the AER has
compared all bonds with these characteristicsgpsrted on UBS and Bloomberg.
These bonds are shown in figure C.3, along wittoBiberg's fair value estimates for
5 and 7 years, and an extrapolation to 10 yeamguise AER's extrapolation
method, discussed below).

Figure C.3: Australian corporate bonds with maturities greater than 5 years and credit
ratings ranging from BBB to A-
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Source: Bloomberg, UBS, AER analysis.

39 APT Allgas,Access arrangement submission, effective 01 Julg-280 June 2018ctober 2010,
pp. 65-66; Australian Competition TribunApplication by ActewAGL Distribution [2010]
ACompT4 17 September 2010, paragraph 75, 77.
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Of the bonds plotted in this figure, the threerofmediate interest are the APT,
Stockland and DBCT bonds, which are consideredrim below.

C.3.2 APA Group bond

The yields on the APT bond are likely to providel@se match to those of the
benchmark corporate bofiiSpecifically, the AER considers that the APT bond—
with a BBB credit rating and 10 year term to mdturiclosely resembles the
characteristics relevant to the benchmark corpdratel adopted by the AER in both
electricity and gas determinations. To the extleat tredit ratings reflect the risk of
default, use of the APT bond would be expectedveyapmpensate Envestra with
respect to the BBB+ rated benchmark cost of debt.

However, credit ratings are not a perfect indicataihe risks involved in investing in
the provision of reference services. As noted layn&ard and Poor's:

...Standard & Poor’s ratings opinions are not intehdg guarantees of credit
quality or as exact measures of the probability shparticular issuer or
particular debt issue will default. Instead, rasirxpress relative opinions
about the creditworthiness of an issuer or credtity of an individual debt
issue, from strongest to weakest, within a univefseredit risk. The
likelihood of default is the single most importdattor in our assessment of
creditworthines$!

Investors use means in addition to credit ratingdettermine the risks associated with
investing in particular firms. Consequently it @m@mon to observe different yields on
bonds with the same credit rating.

The fact that investors take into account infororatther than credit ratings when
assessing the risk of default is supported by rtemmealysis prepared for the AER by
Oakvale Capital. In particular, when explaining tineergence in yields on bonds
with similar credit rating, Oakvale suggested flaators such as industry (for
example, infrastructure versus financial institatimnds) and liquidity are relevaft.
Similarly, a report by Associate Professor Johndeystated that empirical
evidence may suggest factors other than simplyitaried (as reflected in the
assigned credit rating) are taken into accountieyntarket in pricing bonds.

In this context, the AER regards factors specdicggulated energy networks
affecting the APT bond to be relevant considerationsetting the benchmark cost of
debt. In particular, the default risk of APA Grasipperations reflect its large, fixed
investments whose returns are set in part undeetfimes administered by the AER
under the NGR and NER. The key features of thegienes (with respect to
investment risks in unregulated sectors) includekéd in" asset values and periodic
resets of prices with respect to updated salesdsts. Hence, to the extent that
investors consider industry specific charactessiticaddition to the assigned credit
rating, the yields on the APT bond would be expdtbeproduce a rate of return that

40
41
42

AER, Draft approach for measuring the debt risk premji8eptember 2010, p. 3.

Standard and PoorGuide to credit rating essential2010, p. 4.

OakvaleCapital, Report on the cost of debt during the ayiataperiod: The impact of callable bonds,
February 2011, pp. 2-3.

43 JohnHandley,Comments of the CEG Report: Estimating the 10 ye&-+Bd®st of deht11 February 2011,
p. 6.
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is commensurate with the risks involved in provglieference services in the case of
Envestra.

C.3.3 Stockland bond

In November 2010, Stockland issued a 10 year, #edraorporate bond. Similar to

the APT bond, the tenor and credit rating of te@iance are comparable to the AER's
benchmark. However the nature of Stockland's assetshe industry in which it
operates differ markedly to that of Envestra.

This notwithstanding, the AER considers that theddyon the Stockland bond
provides a point of reference to assess the rebkaress of Bloomberg's BBB fair
value estimates and also of the APT bond. In #gsurd, the yield on the Stockland
bond is over 100 basis points below the extrapdla@eyear Bloomberg fair value
estimate, while only 10 basis points from the ARRd. The difference from the
extrapolated Bloomberg fair value estimate (ushiyAER's extrapolation method) is
likely to be substantially driven by its lower criedting, however the size of this
difference is such that other factors are likelpgéorelevant. Where Envestra's method
of extrapolation is applied, this difference isajes still.

Overall, while the Stockland and APT bonds prowdé two points of reference,
they both indicate that the extrapolated Bloombianmgvalue may not be
representative of longer dated, low rated bonds.

C.3.4 Dalrymple Bay Coal Terminal (DBCT) bond

The characteristics of the DBCT bond maturing i@ 2énatch the benchmark

10 year, BBB+ corporate bond. The AER, however,grasiously expressed
concerns over the reliability of this bond in comgive analysié: Specifically,
Bloomberg has intermittently published observatitumghe DBCT bonds in the past
and they have been previously excluded from Bloagibdair value estimates given
divergent data feedS.

Further, while the voluntary trading suspension sigsequent market
recapitalisation of BBI occurred in the past, magerceptions of the BBI/DBCT
bonds may have shifted, despite the official creating assigned by Standard and
Poor's remaining unchang&tiThis consideration was supported by Oakvale Clapita
who noted that for the period between April and NM&g0, the uncertainty
surrounding the issuer and the future status oisthee were likely to have been key
contributors to the higher yield on the DBCT bdAdo the extent that these factors
persist—and the large spread on the DBCT bond ar600 basis points) compared
to the smaller spreads on the APT and Stockland$eupports this—the AER
considers that they limit the reliability the DB®®odnd for the purpose of assessing
the benchmark cost of debt.

“  AER, Final decision October 2010, pp. 505-506.

4> PwC,Debt risk premium over the approved averaging pkkeginning 2 August 2010
October 2010, pp. 8-10.

4 Application by ActewAGL Distribution [2010] ACoript, p. 22, paragraph 70.

47 OakvaleCapital,Report on the cost of debt during the averagingagefThe impact of callable bonds
February 2011, pp. 20-22.
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In summary, the lack of corporate bonds with BBBttngs and maturities of 10
years makes it difficult to reliability ascertalmetappropriate benchmark cost of debt.
For the reasons outlined above the AER considergtis a positive case for placing
greater reliance on the APT bond in setting the Df¥ieticularly as the
reasonableness of the spreads on this bond arearo@borated by the issuance of
the Stockland bond. In recognising the risks itirsgia DRP on such limited
information, the AER has adopted a cautious appréarcthe purposes of this
decision and considered equally the spreads afttrapolated 10 year, BBB fair
value derived from Bloomberg and of the APT bonawketting the DRP.

C.3.5 Actual cost of debt

Given the limited data available in setting the DR¥@ AER considers it prudent to
consider the actual costs of debt currently inaibye Envestra. This information has
enabled the AER to better consider the appropres®nf applying its DRP.
Envestra’s actual cost of debt reaffirms that:

= the benchmark cost of debt set by the AER usingiBleerg and the APT bond is
consist with providing Envestra with a reasonalgpastunity to recover at least
the efficient costs (section 24(2) of the NGL)

= the benchmark cost of debt set by the AER is ctersisvith setting Envestra’s
reference tariff at a level that allows a returmoaensurate with the regulatory
and commercial risks involved in providing the refece service (section 24(2))

= the benchmark cost of debt set by the AER is apptepfor Envestra having
regard to the economic costs and risks of undewaedinvestment (section
24(2)).

To ascertain Envestra’s actual cost of debt, th& Adgsued a notice under section 42
of the NGL requesting information on debt instrutsemith remaining maturities of
greater than 5 yeaf This information is presented in the confidensippendix B. In
supplying this information, Envestra submitted fffat

= information on the actual cost of debt is not ral@vo determining a benchmark
cost of debt

= the information provided in response to the notefects instruments negotiated
in the past which are not reflective of prevailcanditions

= data published by independent and respected previdevide relevant
information on the benchmark cost of debt.

The AER has not based the DRP on the actual ctstpdavided by Envestra. The
AER considers that prevailing conditions have bediected in the use of data on the
APT bond and Bloomberg fair value estimates overinklicative averaging period
used for this decision. This data will be updatedeflect prevailing market
conditions at the time of the final decision.

8 AER, AER notice under section 42(2)(a) of the Nationas Gaw December 2010.
49 Letter from Envestra to AER, 7 January 2011.
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Similarly, the AER has maintained the incentive Emvestra to achieve efficiencies
in its cost of capital by using a benchmark rathan referencing its actual cost of
debt.

While the AER recognises that this it has obtainistbric information, a certain
proportion of its debt portfolio was issued durthg GFC. Hence, the AER expects
Envestra’s overall cost of debt to decrease asitti$ is retired and new, cheaper debt
is raised or refinanced over the forthcoming aceesmgement period.

The AER has also considered the submission fronE@@SA that stated that the
actual debt costs indicative from annual reportglied that network service
providers do not pay the high debt premiums rediédn their proposal¥.

Further, the ECCSA submission included an addendom the MEU. This
addendum indicated that government owned corparasource all debt from state
treasury corporations (other than non-recourseifigndand that in accordance with
National Competition Policy principles, a notiochlarge—known as a competitive
neutrality fee—is applied to ensure that the costebt for the government owned
businesses is equivalent to that paid by simileatgd private sector entities. The
MEU added that the DRP charged by state treasuppcations to government
owned network businesses (as implied by annuaktepar the 2009-10 period)
ranged from 20 to 160 basis points above the 10@&S>*

However, the competitive neutrality fees chargedrbgsury corporations are not
based on the same benchmark characteristics fahwhe AER assesses the DRP.
Notably, both the credit ratings and term to m&yuwi the debt differ, with
government owned corporations typically exhibitmgher credit ratings and the
ability to seek longer term financing. The deriwatof the DRP from limited annual
report data is also somewhat crude, and may nobgissh between debt raised for
purposes other than the provision of gas distrdvusiervices. That said, the AER
considers that such analysis provides an indicatfoto the actual costs of debt
incurred by network service providers, and candresiered as another
reasonableness check of the validity of DRP pragosa

Additionally, the ECCSA stated that an efficient BPBhould not be solely based on
corporate bond yields, as efficient debt is noused in this way. The AER
acknowledges this point, and notes that it inteandsndertake a comprehensive
review into the manner in which network servicevyders source debt. In lieu of
further information, however, the AER considerd tetting a DRP based on a
benchmark corporate bond provides the best estipze®ble in the circumstances of
Envestra?

C.3.6 Extrapolation method

Since Bloomberg only publishes BBB fair value esties to 7 years, the AER and
service providers have been required to extraptitégdecurve to a 10 year tenor for

0 Energy Consumers Coalition of South Austrafinyestra application, A response by Energy

Consumers Coalition of South Australidovember 2010, p. 72.
MEU, Measuring the debt risk premiymecember 2010, p. 3.
%2 Consistent with NGR, r. 74(2)(b).
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the purposes of setting the DRP. The AER has neasintly considered that in lieu of
Bloomberg publishing a 10 year, BBB rated fair waéistimate, the spread on
Bloomberg's AAA rated estimates from 7 to 10 yesdasuld be added to Bloomberg’s
7 year, BBB rated fair value cur?@The AER considers that this extrapolation
approach provides a better estimate of the 10 &8, rated yields than an approach
based on linear extrapolation, as proposed by Hrazes

Specifically, the AER has previously demonstrateat & linear extrapolation of
Bloomberg's BBB curve (using the change in spresddiéen the 5 and 7 year
estimates, and projecting this to 10 years) ovepmrsates network service
providers, both on theoretical grounds (given theld curves are not linear) and with
respect to testing against earlier reported obsensaof Bloomberg's 10 year BBB
fair value estimated. Further, a linear extrapolation of Bloomberg'seay, BBB fair
value curve results in a 10 year yield estimatectvis greater than the observed yield
on the DBCT bond, for which the AER has previowstpressed its doubts over.

Bloomberg, however, has not published 7 or 10 y®AA fair value estimates since
June 2010. Regardless, the AER considers that tis¢ isasonable extrapolation
approach is to add the spread on Bloomberg's AAéddrastimates from 7 to 10
years—as averaged over the last 20 trading days Wiese estimates were available,
ending 22 June 2010—to the most recent estimatB®omberg’'s 7 year, BBB rated
fair value curve. This approach implicitly assurtiest the spread between
Bloomberg’'s 7 and 10 year, AAA fair value estimatas remained relatively
constant over the period since June 2010. Figutel@low, supports this
assumption.

Figure C.4: Yield curve movements
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Source: Bloomberg, AER analysis.

3 AER, Final decision October 2010, pp. 510-511.
*  AER, Final decision October 2010, p. 490.
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Notably, Bloomberg's 7 year, BBB rated fair valuge has historically moved
consistently with Bloomberg's 7 and 10 year, AAAedfair value curves. Further,
these yield estimates have all moved consistenitly thhe Australian dollar interest
rate swaps and the Australian CGS. Accordingly AB® considers it reasonable to
infer that had Bloomberg continued to publish 7 &8d/ear, AAA rated fair value
curves, these curves would likely have continueshéwe in line with those examples
provided above. It follows that the spread betwBkromberg's 7 and 10 year, AAA
rated curves reflects as reasonable an extrapolatethod now as it did in

June 2010.

For these reasons, the AER considers that Envesx#fapolation methodology does
not provide for a rate of return on capital thateasonably consistent with benchmark
levels of efficiency’” In contrast, the AER considers its extrapolatippraach

provides the best estimate possible in the circant&ts of Envestra. Substitution of
Envestra’s method with the AER's approach resnltsrieduction in the DRP of
approximately 35 basis points (based on the indieatveraging period ending 6
January 2011).

C.3.7 Conclusion — debt risk premium

The AER acknowledges that Bloomberg is a well disfadd and independent data
service provider, and that Bloomberg's fair valieddycurves have been relied upon
by the AER in previous regulatory determinationewdver, given the concerns
raised throughout this section, the AER does nosicter that in the current
circumstances complete reliance can be placed aonidderg's fair value estimates.

The AER has also considered other information witichnsiders relevant to setting
the benchmark BBB+ 10 year bond yield. In particullae AER considers that the
credit rating, maturity and similarities betweer thperations of the APA Group and
of Envestra are likely to result in the spreadtAPT bond being reflective of the
default risk associated with investment in the miow of reference services.
However, the AER has taken a cautious approacliaes not consider that full
reliance can be placed on any one individual bdheé. AER's decision to consider
equally the APT bond and Bloomberg has been sulistath to some extent by
observations from the DBCT bond (which the AER &&sressed doubts over) and
the Stockland bond.

The AER therefore considers that an average ofBhmyg's 10 year, BBB fair
estimate curve and the APA Group bond represeatbé¢lt DRP estimate possible in
the circumstances of EnvestfsSpecifically, in exercising its discretion, the Rtas
given equal weight to both Bloomberg's fair valigd/estimates, and the APA
Group bond. This results in a DRP of 3.93 per o#et the indicative averaging
period ending 6 January 2011.

The AER also considers that this DRP is appropt@egpply in the case of Envestra,
having regard to its expected actual cost of debt.

% Consistentith NGR, r. 87(2).
% Consistent with NGR, r. 74(2)(b).
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C.4 Market risk premium

C.4.1 Time periods for historical excess returns

Table C.6: Historical excess returns estimated usgngeometric means and arithmetic
means (assuming an imputation credit utilisation rée of 0.65)

Historical excess returns Historical excess returns
(geometric means) (arithmetic means)
1883-2010 4.9% 6.3%
1937-2010 4.1% 6.1%
1958-2010 4.1% 6.6%

Source: Handley, An estimate of the historical ggusk premium for the period 1883
to 2010, January 2011, p. 8.

The starting points for each sample period in t&hare consistent with those
considered by the AER during the WACC review. Skdtesl that if the sample
periods starting from 1937 and 1958 considerethbyAER had started five years
earlier (in 1932 and 1953 respectively) the AERSSneates would be much higher.
SFG suggested that the AER’s sample periods weetionally chosen to exclude
years of high excess returns and produce downvsaged estimate¥.SFG’s claim
of downwards bias in the AER’s historical excedames estimates is incorrect. The
AER considered the sample periods noted abovééofallowing reasons, which
were mostly based on the findings of a study byl&mad, Handley and
Maheswaran:

®= The period 1883 to 2010 provides a large samplé&hihcorporates many years
of excess returns data as well as large negatid@asitive market events.
However, for the period up to 1937 there is a neddf small sample of stocks
available and periods of government stock pricerotsr®

®  The period 1937 to 2010 provides a slightly smailember of observations than
the 1883 to 2010 period, but it incorporates a isbastly larger sample of stocks
and avoids the problems associated with data fwih©37.

= The two time periods above both incorporate datafthe Lamberton data series
up to 1958, which is likely to overstate historieacess returns prior to 1958. The
Lamberton data series uses an equal weighted ithidnervalue weighted average
of stock returns, which results in a bias towards lyielding small stocks. In
addition to this, the Lamberton data series corsprdividend paying stocks only,
which results in an overstatement of the marketayee This is because not all
stocks pay dividends. In estimating historical escesturns, Brailsford et. al.
adjusted pre-1958 data by a factor of 0.75 and dasoProfessor Handley
incorporates this adjustment also. However, itnisautain what the exact

" SFG,The relationship between theta and MRP. 4-5.
% Brailsford, Handley and Maheswaran, Re-examimatiothe historical equity risk premium in
Australia, Accounting and Finance, vol. 48, pp. 78—
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adjustment factor should be. Therefore, it is usefe@onsider estimates using
data from 1958 onwards as well.

=  The period 1958 to 2010 provides a smaller numbebservations, but it avoids
the issues associated with data prior to 1958.

C.4.2 The difference between arithmetic and geometr ic means

Table C.7: Historical excess returns estimated usingeometric means and arithmetic
means (assuming an imputation credit utilisation rée of 0.65)

Historical excess returns Historical excess returns
(geometric means) (arithmetic means)
1883-2010 4.9% 6.3%
1937-2010 4.1% 6.1%
1958-2010 4.1% 6.6%

Source: Handley, An estimate of the historical gausk premium for the period 1883
to 2010, January 2011, p. 8.

Table C.7 outlines Associate Professor Handley&stahistorical excess returns
estimates calculated as arithmetic and geometrammel he difference between these
estimates demonstrates the variability of excessme over time.

Arithmetic means are more appropriate when obsenaare considered
independent in a statistical sense. In contrastngéric returns are more appropriate
when observations are related to each other aver tior example, if yearly excess
returns are the relevant observations, returndeaxpected to accumulate over
time). As long as returns vary over time a georoetréan will always be less than an
arithmetic mean. The greater the volatility in regj the greater the difference
between arithmetic and geometric means.

The difference between arithmetic and geometricnraé®comes apparent through a
simple example. Suppose an index starts at 1d8,téa80 and then increases again to
100, the arithmetic mean return is 2.5 per 8fthe geometric mean return is zé&to.
The arithmetic mean return contemplates two possibénarios—the index falls by
20 per cent or the index rises by 25 per cent.géwmetric mean return contemplates
the accumulated return over two years (if the itelsad a two year investment
horizon, the return over that horizon would be }e€ltas clear that over a two year
investment horizon, the arithmetic mean would oaesthe return. However, if the
investment horizon was one year, the arithmetiernetvould be the correct estimate.
To form an expectation about one year in the fub@ged on historical evidence we
would look at what is possible over a one yearZworj which could be either a loss of

9 Officer and Bishop appear to incorporate thisisiiient in their long-term estimates. See Officer

and BishopComments on the AER draft distribution determimafir Victorian electricity
distribution network service providerduly 2010, p. 21.

A fall of 20 per cent plus a rise of 25 per celi¥jded by 2.

®1 The square root of (1-0.20)*(1+0.25), minus 1.
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20 per cent or a gain of 25 per cent. In this ceegeometric mean would be an
underestimate of the forward looking return.

The historical excess returns used in AssociatéeBsor Handley's estimates are
calculated on a yearly badfsTherefore, for a 10 year horizon the arithmeti@amef
yearly excess returns in each of the sample pe(iizis years, 73 years, and 52 years)
will overestimate the historical return on a 10nj@aestment. In contrast, the
geometric mean for each of the samples will undienase the historical return on a

10 year investment because the data reflects alativeureturn over the entire

sample period.

It may seem appropriate to estimate a 10 yearmretithin each of the sample periods
outlined above. However, without any overlap infgeabservations this would
significantly reduce the number of observationse mMhmber of observations within
each of the samples considered would fall from ¥37and 52 yearly observations to
approximately 13, 7, and 5 observations.

Therefore, it is not easy to calculate excessmstaover a 10 year investment horizon
with the available data. Arithmetic means are galheused in estimating expected
values and it is also likely that investors ‘thimk’terms of annual returns, which the
AER noted in the WACC review final decisi6hHowever, the issues outlined above
suggest that the arithmetic mean of yearly excetssns is likely to overstate the
excess return over a 10 year horizon.

In the WACC review, the AER noted that Blume, a$l @e Dimson, Marsh and
Staunton have proposed methods that could be asmddulate an expected MRP
using both arithmetic and geometric me&hshe results from these weighted
averages produce different results, which makieariier to determine which form of
adjustment is best. Rather than using a complegivied average or an adjustment
approach, which may not add a greater degree ofgova to historical estimates, the
AER considers that arithmetic averages should teepreted with the understanding
that they may overstate the expected forward lapkid year MRP to some extent.

C.4.3 Implied volatility and Officer and Bishop’s
approach

glide path’

The current level of volatility in the stock marlaan be estimated using the volatility
implied by the Black-Scholes option-pricing formutébowever, implied volatility
varies significantly and provides only a very shertm view of market volatility at
any point in time. This can be seen in figures &8 C.6.

2" Handley, An estimate of the historical equitknsemium for the period 1883 to 2010,

January 2011, pp. 3-4.

AER, Final decision, Review of weighted average costpftal parametersl May 2010, p. 199.
AER, Final decision, Review of weighted average costpftal parametersl May 2010,

pp. 198-199.
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Figure C.5: Implied volatility from option prices as reported by Bloomberg
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Figure C.6: Implied volatility on S&P/ASX200 as reported by the ASX
S&P/ASX 200 VIX
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Source: ASXhttp://www.asx.com.au/products/indices/types/sp2@6xvix_index.htm
viewed 13 January 2011.

Officer and Bishop submitted that an MRP of 8 petds appropriate over a five
year period to 2016 based on a ‘glide path’ apgroac
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= Officer and Bishop estimated the volatility impligdm the Black-Scholes
option-pricing formula for 12-month ASX200 indexlaaptions to be
11.9 per cent. This estimate assumed a markepesknit of option implied
volatility of 0.5. It is a 1-year estimate of theR.

= Officer and Bishop then estimated the geometricaaye MRP over five years
assuming the MRP would revert from 11.9 per cer2(hl to a long run estimate
of 7 per cent within a five year peridd.

Officer and Bishop implicitly assumed there wasstractural break in the MRP as a
result of the GFC because the MRP is assumed &streva long run MRP estimate
of 7 per cenf® In a previous report, Officer and Bishop advocatsithg a long term
estimate due to the variability in data on markeetims®’ However, Officer and
Bishop still incorporate the short term 11.9 peartagtion implied volatility into their
estimate of the MRP, rather than simply advocativagy long term MRP estimate of
7 per cent. Officer and Bishop have previouslyestahat due to abnormally high
levels of volatility, it is appropriate to estimdtee forward looking MRP using the
current level of implied volatility and a ‘glide mapproach’. Figures C.3 and C.4
and 5.3 show that implied volatility has droppeghgicantly since the onset of the
GFC. It does not seem reasonable to continue tly agplide path’ approach rather
than applying a long term historical estimate &f MRP.

The AER also has a number of concerns with theotisaplied volatility in
providing the best estimate of the MRP over a 1 yiene horizon. Officer and
Bishop’s 11.9 per cent estimate of the 1-year M&Ies on an assumption that the
market risk per unit of option implied volatilitg constant at 0.5. Officer and Bishop
have previously claimed that this approach is figstibased on empirical and
theoretical support from a paper by Doran & &lowever, Doran et al found that
short run volatility had a surprisingly small impan the medium term MRP.
Specifically, they found that short term volatiliyly has a 10% weight in
determining the medium term volatility and suggésist investors focus more on
long-term volatility and are relatively insensitit@short term volatility swings?®
Doran et al also found that their implied risk aggwh produced a negative implied
equity risk premium from S&P 500 index option paauring periods of “irrational
exuberance” Other research also suggests that option impléatility is an
unreliable estimator of the expected MRP.

% Officer and BishopComments on the AER draft distribution determimafir Victorian

electricity distribution network service provideduly 2010, p. 19.
% The AER has noted above that Officer and Bish@mer cent historical MRP estimate is an
arithmetic average and is subject to the data ssslated to long term historical MRP estimates
outlined above.
Officer and BishopMarket risk premium, A review pape&kugust 2008, pp. 36—37.
James Doran, Ehud Ronn and Robert Goldbergnplsimodel for time-varying expected returns
on the S&P 500 index, working paper, UniversityTekas, June 2005. See Officer and Bishop,
Market risk premium, further comments, January 2@@0 7-8.
James Doran, Ehud Ronn and Robert Goldbergnpalsimodel for time-varying expected returns
on the S&P 500 index, working paper, UniversityTekas, June 2005. See Officer and Bishop,
Market risk premium, further comments, January 2@04.7.
James Doran, Ehud Ronn and Robert Goldbergnpalsimodel for time-varying expected returns
on the S&P 500 index, working paper, UniversityTekas, June 2005, p. 19.
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Santa-Clara and Yan studied the ex ante risk pmrashimplied from S&P 500 index
option prices. Santa-Clara and Yan'’s research stioatsoption implied volatility is
much higher than realised market risk. Santa-GlarhYan stated!

...the average premium that compensates the inviesttire risks implicit in
option prices, 11.8%, is about 40% higher tharptigenium required
compensating the same investor for the realiseakilitf in stock market
returns, 6.8 per cent.

Chernov studied the role of risk premia in volgtifiorecasting and explained why at-
the-money option implied volatility is a biased andfficient forecast of future
realised volatility’?

Based on the research from Doran et al, Santa-afada’an, and Chernov, the AER
considers that option implied volatility is too hlg variable to be used as a basis for
estimating the forward looking 10 year MRP.

Officer and Bishop’s ‘glide-path’ approach incorptas a highly variable 1-year
estimate of implied volatility and then combinegvith a long term historical estimate
of 7 per cent over a five year time horizon. Axdssed in chapter 5 and outlined in
figure 5.1, realised excess market returns fluetsanificantly between a positive
and a negative MRP. It is quite possible that ia pear realised excess market
returns will be below their long term estimate giét cent (or 6 per cent), but this is
not considered in Officer and Bishop’s analysid.tAdt is considered is a level of
implied volatility measured as at July 2010, whikdnds downwards to a long term
historical estimate. However, the realised MRP ddod below long term estimates in
some years (for example, below 6 per cent). Offeret Bishop do not take this into
account in their ‘glide path’ analysis. The AER swmiers that the significant
variability in the short term MRP derived from irgd volatility measures makes
such estimates an unreliable source of evidence wéiing a MRP for a 10-year
investment horizof?

I Pedro Santa-Clara and Shu Yan, ‘Crashes, voyatiind the equity premium lessons from S&P

options,” Review of Economics and Statistics, 9223y 2010, p. 450.

Mikhail Chernov, ‘On the role of risk premia iolatility forecasting, Journal of Business and
Economic Statistics, October 2007, vol. 25, nqpt, 411-426.

Officer and Bishop’s approach also looks speaifjcat a five year, rather than a 10 year time
horizon. Within the CAPM, the MRP is calculatedias expected return on the market portfolio
minus the risk free rate. For the purposes ofahizess arrangement review the AER has used the
yield on 10 year CGS as a proxy for the risk fie.rAs a result the MRP needs to be estimated
for a 10 year time horizon as well. Therefore,ddition to other problems with Officer and
Bishop’s ‘glide-path’ approach, Officer and Bishognsider a time horizon that is inconsistent
with the assumed 10 year period for the risk fege.r
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D. AER’s consideration of proposed non-tariff terms and conditions and
Issues raised in submissions

Amendment

Matter Description of terms and conditions, submis®ns and AER’s consideration required

Part 1: Terms and conditions for which Envestra hesposed revisions

Envestra proposed new clauses relating to theatglnf gas. These clauses (clauses 2.4, 2.5 and
16.6) relieve Envestra of any liability, or respiaiigy to make inquiries, with respect to any gas
taken at a delivery point by someone other thasea. lEnvestra submitted that the clauses clasfy it
gas delivery obligation$.

Delivery of gas | AGL submitted that it does not support these claus&L submitted that:
(clauses 2.4, 2.5
and 16.6) = Envestra should not be able to absolve itselfaddility by declining to enquire as to the
authority of any person taking gas through a dejiymint

Amendments 13.1
and 13.2.

= Envestra should bear some responsibility for premgnllegal access to its own equipment

= if the clauses are to stand, they should be amesmléthat Envestra must mitigate any losses
caused to network users for gas taken without ailyhidue to illegal access to Envestra’s own
equipment and assets.

All references to ‘clauses’ in this appendix telto annexure G of Envestra’s SA access arranggpngpposal, unless otherwise stated.
EnvestraSA access arrangement informatié@ctober 2010, p. 230.

®  AGL, Envestra’s SA gas network access arrangemémtember 2010, p. 4.
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In its response to AGL’s submission, Envestra sttiechithat clauses 2.4 and 2.5 reflect reality.

Envestra submitted that it does not know who iesviery property and whether they are the retailer’s

customer*

The AER does not consider that Envestra has setiisily justified inclusion of these new terms
and conditions. To the extent that Envestra ispogtion to manage the risk of the illegal acdess
a delivery point, it should be required to do she RER requires Envestra to amend clauses 2.5
16.6 to the effect that Envestra must use reaseratzleavours to mitigate any loss to users.

and

Gas
specification:

Other users
(clause 12.5)

Receipt
pressures:

Other users
(clause 13.4)

Envestra proposed a new term and condition (cla@€® under which it will have no liability to a
user for any loss, cost, damage or expense thenight suffer or incur because someone (other
than Envestra) delivers gas that does not comly tlve appropriate gas specifications. Envestr

proposed a similar term and condition with respegas pressures at receipt points (clause 13.4).

Envestra submitted that this clarifies liabilityrespect of gas qualify.

AGL submitted that Envestra has a responsibilitgdoure its own network and to ensure gas is
delivered in accordance with the appropriate gasifpations and pressure. AGL also submitted

that users should not bear any loss. Rather Ervelktiuld bear the burden and seek redress from

the entity that delivered the gas if the pressurgpecification is incorreé.

In its response to AGL’s submission, Envestra stiiechithat it has no control over the gas that is
injected into its network and therefore cannot ekl liable for the quality of gas delivered by
retailers’

The AER considers that if Envestra becomes awamn@fspecification gas entering its network

}S%)

N

Amendments 13.3
and 13.4.

~N o o s

EnvestraResponse to AGL’s submissi@ecember 2010, p. 3.

EnvestraSA access arrangement informati@ctober 2010, p. 230.

AGL, Envestra’s SA gas network access arrangenidovember 2010, pp. 7-9, 18-19.
EnvestraResponse to AGL’s submissi@ecember 2010, p. 4.
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and to the extent can take action to prevent weBtra should do so. Envestra is required to ame
its terms and conditions to take reasonable endeayo mitigate any loss to users as a consequ
of non-specification gas entering the network. Etnzeis also required to make a similar
amendment with respect to clause 13.4 (receipspres).

xnd
ence

Reduction in
MDQ
(clause 7)

For demand delivery points, the current terms amdltions (clause 6B.2(a)) provide that a user
may request a reduction in MDQ if its daily requients are ‘significantly less’ than its MOQ.
Envestra proposed to change the words ‘signifigdatis’ to ‘10% less’ (clause 7.1(a)).

AGL submitted that it cannot understand the redspthe changé.

In its response to AGL’s submission, Envestra stilechithat the revision provides clarity and
transparency to retailers, as opposed to a raniggespretations®

For the reasons given by Envestra, the AER corsitiat the revision is appropriate and does n
require an amendment.

Clause 7.1(b) provides that, prior to Envestra@geto a user’s request for a reduction in MDQ
the user’s customer must not have taken deliveeyaiantity of gas equal to or in excess of 90 {
cent of its MDQ for at least 12 months. Clauseh&ag the same time period with respect to requ
for subsequent reductions in MDQ. Clause 7.8 pewithat if a request is refused, the user mus
wait at least six months before lodging a furthezuest.

Origin submitted that the 12 month period is togtnietive as some permanent reductions could
place over a matter of days (for example, a redagh plant capacity). Origin submitted in cases

Jﬁmendments 13510
13.8.

per
ESts

take

EnvestraSA access arrangement terms and conditi@Quiober 2006, p. 14.

9
10

AGL, Envestra’s SA gas network access arrangenidovember 2010, p. 5.
EnvestraResponse to AGL’s submissi@ecember 2010, p. 4.
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where thstflpermanent reduction is not immediateigiet, the period should be reduced from 12
6 months:

The AER considers that it is reasonable to allgye@od of time in order to gauge whether a
reduction in MDQ is permanent. However, the AER a@grees with Origin’s submission that it
may be obvious before 12 months has elapsed thertnaanent reduction in MDQ has occurred.
these circumstances it would be appropriate foreStra to give due consideration to requests fo
reduction in MDQ as this could potentially free spare capacity for potential users. Envestra is
required to amend clause 7 to provide that eitireicondition in clause 7.1(a) or the condition in
clause 7.1(b) needs to be satisfied, rather thémdmmditions.

In relation to Envestra’s Queensland network, A@bhmitted that it is unfair for new customers t
have to wait for up to 12 months before its MDQ@eaduced. AGL submitted that new customers
penalised for a previous occupant’s pattern of @sAGL raised a similar concern with respect tc
clause 7.7 (subsequent requests for a reductibi@) and clause 7.8 (non-acceptance of previ
request, for which the waiting period is six modtHs

In its response to AGL’s submission, Envestra stiiechithat new customers do not have to wait
12 months (or six months with respect to clausg fd:8a reduction as they are unrelated to exist
customers?

The AER notes Envestra’s response to AGL’s subimsdiut does not consider that the terms a
conditions make this clear. Accordingly, Envessragquired to amend its terms and conditions t

—

are
)]
puUS

ng

(@]

clarify that clause 7 does not prevent a new MDrafdelivery point to be agreed on when the

11
12
13
14

Origin, Envestra’s SA gas access arrangembloivember 2010, p. 5.

AGL, Envestra’s Qld gas network access arrangemiovember 2010, pp. 7-11.
EnvestraResponse to AGL’s submissi@ecember 2010, p. 8.

AGL, Envestra’s Qld gas network access arrangemidovember 2010, p. 10.
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customer at the delivery point changes.

Clause 7.5 provides that, if requested by a usere&tra will provide the user with an explanatior
for rejecting a request for a reduction in MDQ.

In relation to Envestra’s Queensland network, A@bhmitted that a reasonable timeframe shoulc
inserted into clause 778.

The AER agrees with AGL and considers that it israpriate for Envestra to respond in a timely
manner. Envestra is required to amendment its tarmdsconditions to the effect that if will provid
an explanation as soon as practicable.

Il

] be

[¢%)

Request for
temporary
increase in MDQ
(clause 8.2)

Envestra proposed to increase the administratiefréen $150 to $200 and the fee for an
engineering analysis (if required) from $85 permiu$100 per hour.

AGL submitted that the proposed increases (33.2@atrincrease in the administration fee and
17.6 per cent increase in the fee for the engingerhalysis) appear excessive.

In its response to AGL’s submission, Envestra stiiechithe level of these fees stem from the ac
arrangement submission in 2005 and analysis of mewés in engineering labour costs justifies t
proposed increases. Envestra noted that the féldsewn place until mid 2016. Further Envestra
noted that the fees have never been chalfyed.

The AER considers that the fees are reasonablen ghat this is the first increase in five yeard a
the fees will not increase during the access aaaegt period. The AER does not require an
amendment.

9

CESS
one.

=)
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Maintenance and

Envestra proposed a revision to clause 9.3 that wa# bear the costs of the removal of telemetr
and interval metering equipment.

AGL submitted that the costs of meter removal helueady been factored into tariffs and the
proposal would amount to double dippiHg.

In its response to AGL’s submission, Envestra stiiechithat the costs are not included in tariffs.
Further, Envestra submitted that the clause refleatrent and historical practices of the user

Yy

renewal of avingL®
metering paying. Amendment 13.9.
ec:wpment While the AER notes Envestra’s submission, Envdsdsanot provided details to the AER of what
(clause 9.3) the costs are and has provided no evidence thaatieeexcluded from the costs that are recovered
by reference tariffs. In the absence of evidendbéacontrary the AER considers that the costs gre
likely to be factored into reference tariffs.
Therefore, Envestra is required to delete this giactause 9.3. However, when making its final
decision the AER will reconsider this matter if EBstra provides evidence that the costs are not
included in the costs recovered through refereactd.
Envestra proposed changing the margin of accurameters from ‘plus or minus 2%’ to ‘that is
Inaccurate . , . :
permitted by law’. Envestra submitted that the meg¢gtolerance has been superseded by new
meters Amendment 13.10.

(clause 10.6)

metering standards, and the reference has beegethémrefer to the level of tolerance that is
permitted by law®
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AGL submitted that it is unclear what law is beneferenced. AGL further submitted that if the law
allows a greater margin than 2 per cent, it istérdental changé®

In its response to AGL’s submission, Envestra stilechithat laws, regulations and approvals from

technical regulators change over time and diffemfistate to state. Envestra also submitted that|new

terms are to be applied consistently in South Alistand Queensland and soon in Victoria, where
allowed standards différ-

The AER considers that Envestra has not providéatmnt justification for the proposed change
and that the proposed change is unclear in terméaf the margin is.

The AER requires Envestra to retain the margincotieacy of plus or minus 2 per cent if no marg
of accuracy is prescribed by law. However, wheningaks final decision the AER will reconsider
this matter if Envestra provides further evidentthe new terms that Envestra submits are to be
applied consistently in South Australia and Quesarl

Ancillary
reference
services:

Standards
(clause 18.1)

As part of its ancillary reference services, Enrgeptoposed to change ‘Envestra will Disconnec
and Reconnect DPs (delivery points)’ to ‘Envestithumdertake Disconnection and Reconnectign
of DPs’.

AGL submitted that the definition of the word ‘umtéke’ is unclear. AGL submitted that in the past
it had been charged for disconnection and recormrertquests that were not actioned. AGL
considers the word ‘undertake’ could mean that¢lasse could be extended to instances wherg
disconnection and reconnection requests are unssfote

20
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EnvestraResponse to AGL’s submissi@ecember 2010, p. 4.

AGL, Envestra’s SA gas network access arrangenidovember 2010, p. 9.
EnvestraResponse to AGL’s submissi@ecember 2010, p. 4.

290




Payment of
charges
(clause 18.2)

In its response to AGL’s submission, Envestra stiiechithat the revisions reflect the defined terms

in the list of definitiong®

The AER notes that the words ‘Disconnect’ and ‘Re@axt’ are not defined terms in Envestra’s

glossary, whereas ‘Disconnection’ and ‘Reconnettoa® The AER considers that the proposef

change merely reflects this and the meaning otldugses is unchanged. The AER does not consider

that the word ‘undertake’ extends to instances wlhiee work is not performed. The AER does not

require an amendment.

Envestra proposed a revision relating to the paymikcharges for ancillary reference services tc
the effect that Envestra will have no obligatiorptovide a service until the user pays for the
service. Envestra provided no reasons for the igevis

AGL submitted that it does not support the inclasd this clause. AGL submitted that this claus
along with clauses 19 (other services) and clabGs 2ight to suspend services), means that the
benefits flowing to Envestra and consequentialiohetnt to users would be grossly disproportion
and amount to an unfair terf.

It is not clear to the AER that the benefits to &stva and the detriment to users would be ‘gross
disproportionate’, as submitted by AGLNevertheless, Envestra has provided no reasonstwhy
needs to be paid for these services prior to gagrihem out. As Envestra has provided no
justification for the revision, the AER rejectsaitd requires clause 18.2 to be amended accordir]

eAmendment 13.11.

ate

ly

gly.

Other services
(clause 19)

Envestra proposed a new term and condition thaé&rw may provide a user with other services
requested by the user from time to time. Charg<wias agreed to between Envestra and the

> Amendment 13.12.
user
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or, in the absence of agreement, the charges pigyiaotified by Envestra or reasonably

determined by Envestra. Envestra submitted thatgiuvision clarifies that Envestra may provide

other services on requést.

Origin submitted that it does not understand tls¢ifjaation for this provision and that prices slibt
be transparent and subject to publicafidn.

AGL noted that charges will not be approved byARd&R. AGL submitted that Envestra’s ability tg
charge retailers should be limited to chargingXocillary Services only?

In its response to AGL’s submission, Envestra stiieshithat clause 19 allows retailers to reques
services other than reference services. Envestoasabmitted that Envestra must determine the
charges for such services on a reasonable basthainithis is how the access arrangement has
operated since its inceptidh.

It is unclear to the AER what Envestra contemplatesther services and why this provision is
included in the terms and conditions, rather tlenservices policy. The services policy already
includes a negotiated service. It is unclear haavdther services’ in the terms and conditions fit
with the ‘negotiated service’ in the services pgpliGiven this uncertainty the AER requires
clause 19 to be deleted.

D

G

t

First payment

Amendment 13.13.

Envestra’s current terms and conat{@lause 19.2) provide that on execution of aess
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(clause 20.2)

agreement with a user, Envestragii the user a tax invoice for an amount equ#héocharges
that Envestra reasonably estimates for the firstrvonths®® Envestra proposed to change ‘on

execution’ to ‘prior to or on execution’ (clause.2) Envestra provided no reason for the revision.

Origin submitted that users should not be obligepay for services before an agreement is
executed?

The AER agrees with Origin and does not considariths reasonable to expect users to pay for
services prior to the execution of an agreementeBina is required to delete the words ‘prior to
from clause 20.2.

Delivered
guantities
(clauses 23.1 an
23.7)

)

The current terms and conditions (clauses 21.124n4) refer to the quantity of gas delivered or
estimated to have been delivefé&Envestra proposed to add the words ‘or expectée welivered’
to these terms and conditions (clauses 23.1 ang.23.

AGL submitted that it is unclear why the additiomairds have been includéd.

In its response to AGL’s submission, Envestra stilechithat these proposed revisions reflect the
invoicing is in advancé

The AER accepts the explanation provided by Enaastits response to AGL’s submission and
does not require an amendment.

None.
1t
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Envestra proposed a new term and condition thgesfcontinues to be delivered after the term of an
access agreement expires, Envestra and the useevdéemed to have entered into an access
agreement on the same terms and conditions. Tit@sgement will continue until a new agreement
is entered into, or the delivery point is discortedg¢or the user ceases to be the current usbaof t
deliverysgoint. Envestra submitted that this neavsion reflects existing agreements with
retailers:

Origin submitted that the circumstances under whlahse 26.8 operates should be clarified.
AGL submitted that it interprets this clause to méaat the user remains responsible for gas even if
the flow of gas is due to Envestra. AGL submitteid tvould allow Envestra to recover the costs

associated with the delivery of gas, notwithstagdirat the loss was due to an act or omission by

Holding over Envestra® Amendment 13.14.

(clause 26.8)

In its response to AGL’s submission, Envestra stiieahithat this new clause has been adopted from
existing agreements with retailers, who have regaess inclusion. Envestra also submitted that
clause 26.8 provides that gas will continue to flawhe event that a new contract is not finalised
before a current contract expirs.

The AER understands the intent of the new provseamd considers that they have merit. However,
the AER shares the concerns expressed by AGL aigihOfhe AER does not consider that users
should continue to pay for gas that is not requibed continues to be delivered due to the negtigen
act or omission on the part of Envestra (or Eneéswfficers, servants, agents or contractors).
Envestra is required to amend clause 26.8 accdyding
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Mitigation

Envestra proposed a new term and condition thas usast use reasonable endeavours to mitigate

every claim it might have against Envestra.

AGL submitted that this new clause could be intetgul as stating that users effectively act with the

same responsibilities towards Envestra as Envestigeénts. AGL also submitted that it seeks
clarification as to how users are expected to miégvery potential claiif.

(clause 27.4) In its response to AGL’s submission, Envestra sttleahithat this is a common clause in None.
agreements. Envestra submitted an example of A@barbang aware that its supplier was delivering
non-specification gas, in which case AGL should nessonable endeavours to instruct its supplier
to cease supplying that gés.

The AER understands that mitigation clauses arenommin commercial contracts. The AER does
not require an amendment.
The current terms and conditions provide that ufgl®e majeure conditions the user is still obliged

Force majeure: | to pay monies owing to Envestra with some except{ctause 27.3¥ Envestra proposed that the
exceptions be removed (clause 29.3).

Payment

obligations AGL submitted that the proposed change has thetaffenaking both Envestra’s and the user’'s | None.

(clause 29.3)

obligations unlimited, notwithstanding that theightion didn’t arise during, or as a result of, a
force majeure event. AGL submitted that the curoéamise should be retain&t.

In its response to AGL’s submission, Envestra stiieahithat this clause includes an unnecessar

reference to payments obligations that might atigéng a force majeure event. Envestra further
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submitted that such obligations would not ariseéteyvary nature of such an evéht.

The AER does not understand AGL’s submission timaeEtra’s proposed revision means that
Envestra’s and the user’s obligations are unlimiténless it can be shown that the clause is like
to pose problems in practice, the AER does notiregn amendment.

y

Automatic
amendments
(clause 38.2)

Envestra proposed that whenever the terms andtcamglof the access arrangement are amend
accordance with the NGL, the access agreement betievestra and the user will also be
amended, except to the extent that Envestra otkemwatifies the network user.

This is a revision to the current clause 36.2, Whitates that the access agreement between
Envestra and the user will also change ‘unlessnaibe agreed?® It also contrasts with the acces
arrangement information, which states that Envesttha user may agree that some or all of the
terms and conditions of their access agreementnailchange (in the event that the terms and
conditions in annexure G of the access arrangeatemtge)*°

The effect of the proposed revision would give Estraesole discretion to determine whether the

ed in

\"ZJ

Amendment 13.15.

terms and conditions of an existing access agreewidna user continue in the event that the tefms

and conditions of the access arrangement change.

AGL submitted that that Envestra should not be &blenilaterally decide not to change an access

agreement’

In response to AGL’s submission, Envestra submittatia user’'s agreement may contain speci

fic
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terms and conditions that have the effect of vayrstandard term approved by the regulator.
Subsequent amendments to standard terms theredaitd wot be applicable to the user’'s
agreement®

The AER does not consider that Envestra has adstéls concern raised by AGL that the
proposed revision would give Envestra the abilityihilaterally make this decisions without
reference to the user.

The NGL (section 322) provides for service provedand users to negotiate terms and condition
different to those contained in an access arrangermethe event that the terms and conditions ¢
an access arrangement change, the parties shopttipéted to determine whether or not the ter
and conditions of their existing access agreentemild also change. The AER does not conside
however, that it is reasonable for a service prewvid have sole discretion to determine this.
Therefore, the AER does not approve Envestra’sqeeqh revision and Envestra is required to
amend its terms and conditions accordingly.

f
ms

Contra Proferens
(clause 40.3)

Envestra proposed a new term and condition thiatémpreting an access agreement no
presumption will be made against any party on tioeirgds that the agreement or any provision o
was drafted by that party or its counsel.

Envestra submitted that this proposed clause entflom Envestra’s current terms and condition
for its Queensland gas network to provide consgster terms and clarification in respect of this
; 49

issue

AGL submitted that the proposed clause is the sevef the onus of the normal ‘contra

fit

None.

proferentum’ rule of interpretation, which meandause is interpreted against the person who s

eeks
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to rely on it. AGL also commented on the take iteave it nature of an access agreement and
submitted that it is unfair for the agreement tdrtterpreted in Envestra’s favotft.

In its response to AGL’s submission, Envestra stiieahithat this is a standard clause in agreements
and ensures that the agreement is interpretediénimal mannet*

The AER does not agree with AGL’s submission. Ttavision is concerned with who drafts the
agreement and is not concerned with who seekdyt@mnethe terms and conditions. The AER
considers that clause 40.3 is appropriate givenAfzd. and other interested parties have the
opportunity to make submissions to the AER on Ema&sproposed terms and conditions. In
making its decision on the proposed terms and tiondithe AER takes into accounts the issues
raised in submissions. The AER does not requiraraendment.

Envestra proposed a new term and condition thateess agreement constitutes the entire

agreement between Envestra and a user and supesdkepieor agreements, representations and
understandings. It also states that all impliedrargtres, terms and conditions are excluded to the
extent permitted by law.

v

Entire agreement

(clause 40.4) Envestra submitted that this proposed clause entdlom Envestra’s current terms and conditionisNone.

for its Queensland gas network to provide consgsteri terms and clarification in respect of this
; 52
issue?

AGL submitted that the provision excluding all ingal warranties, terms and conditions is
unnecessary and should be removed.
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In its response to AGL’s submission, Envestra stiiechithat this is a standard clause in
agreements’

The AER understands that this is a common clauseniracts and does not require an amendm

ent.

Part 2: Terms an

d conditions for which Envestra hasproposed revisions

Maximum hourly
quantity
(clause 4.2)

Clause 4.2 provides that the maximum hourly quatHQ) of gas is the maximum quantity of
gas that Envestra is obliged to deliver during r@ggeof 60 minutes. This is an existing term and

network.

In relation to the terms and conditions for Env&@stQueensland network, AGL submitted that it
sought justification for its inclusion of this nehause. AGL also sought clarification of how
Envestra is obliged to deliver the quantity of g&&L submitted it is unclear whether this is by
agreement between Envestra and the User.

No other references to MHQ (other than clause dc2yrs in the terms and conditions in

annexure G of the access arrangement. Moreovee, ihao reference to MHQ in the specific ter
and conditions (specific to individual users). Otilg maximum daily quantity (MDQ) is required
to be agreed to between Envestra and the’fidérerefore, the AER does not understand why th
provision is included in the terms and conditioRise AER also agrees with AGL’s submission a

delete clause 4.2 from its terms and conditions.

considers that it is unclear how a user's MHQ i®drined. In light of this, Envestra is required to

condition for Envestra’s South Australian netwdrldt a new term and condition for its Queensland

Amendments 13.16.

ms
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Clause 5 provides that users will be charged foeeding their MDQ.

Origin submitted that this creates considerableiatnative burden and challenges for Origin.

Daily overrun Origin submitted that the extra cost of customens wverrun MDQ could be captured through the
charges MDQ ‘ratchet mechanism’ set out in clauses 5.4%5843" None.
(clause 5)
The AER is unclear about how Origin considers thatterms and conditions should be amended.
The AER also considers that it is reasonable farelStra to charge users for exceeding their MDQ.
Therefore, the AER does not require an amendment.
A user must notify Envestra as soon as practicaliere is the possibility of non-specificationsga
being delivered into the network by or on behalfra user.
Gas

specifications:

Notice to
Envestra
(clause 12.4)

Origin submitted that Envestra should be requicedttiprocate and notify users of non-
specification gas in the network, particularly amgtimes it will be the network which is the caus
of the non-specification ga8.

The AER agrees with Origin’s submission and considieat it is appropriate for Envestra to notif
users if Envestra becomes aware of non-specifitg#s in its network. Envestra is required to
amend its terms and conditions accordingly.

SPAmendment 13.17.

Yy

Delivery
pressure
(clauses 14.1 an

Clause 14.1 provides that Envestra must ensureléhiaered gas is at a pressure within the rang
determined by law or as agreed with the user. €la4s2 sets out the circumstances under whic

ﬁAmendment 13.18.

dEnvestra is excused from liability for a breacltlaluse 14.1. Envestra is excused from liability
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14.2)

irrespective of whether or not Envestra waara of those circumstances.

Origin submitted that the condition ‘due to theheical, practical and physical limitations of the

Network’ (clause 14.2(a)) should be deleted. Orggibmitted that it is so broad that it is diffictdt
understand under what circumstances Envestra teuheld to its obligations under clause 14.1.
Origin further submitted that the physical and pcad limitations of the network are factors that

should be taken into account when determining defipressured’

A further condition (clause 14.2(c)) provides tRatvestra is excused from its obligations if gas
outside the pressure limits is delivered into teevwork by or on account of the user or any other
person.

AGL submitted that this excludes Envestra fromilighif its contractors or agents are responsib
for delivering gas into the network outside thesgrge limits

In its response to AGL’s submission, Envestra stiiechithat clause 14.2 reflects the situation th:
Envestra cannot be accountable for matters thaiwasede its control. Envestra further submitted
that it should not be required to design a networtake account of 1 in 100 year events, as sucl
cost would be inefficient and inconsistent with M@R. **

The AER agrees with Envestra’s response to AGLIssssion and considers that the clause
reflects matters that are outside Envestra’s cbriRegarding Origin’s submission concerning the
technical, practical and physical limitations oé thetwork, the AER agrees that these are factors
that should be taken into account when determideiiyery pressures. The AER notes that
clause 14.1 provides for Envestra and a user &eagn delivery pressures and the factors

na

mentioned above would be relevant to the negotiatiblowever, the AER requires an amendme
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to clarify that Envestra is not relieved of itsighkions if the failure to deliver gas within thenge
of pressures is due to its negligence.

Order of priority
(clause 17.3)

Clause 17.3 outlines the order of priority if Envasntends to interrupt or curtail gas deliverigs.
provides that where two or more delivery point$\iathin a particular category, Envestra will
determine the order of priority.

The AER considers that it is appropriate that Etraeshould not discriminate by setting the orde
based on the identity of the relevant users. Eraéstrequired to amend its terms and conditions
accordingly.

The amendment will bring this clause into line witle equivalent clause for Envestra’s Queensl

network as amended by the AER. In that matter tBR Aejects Envestra’s proposed revision to

delete the qualification that Envestra will not et order based on the identity of the relevant
62

users.

!
Amendment 13.19.

and

Invoicing
(clause 20.3)

The invoicing provisions require users to pay imatte based on their estimated usage of gas.

Origin submitted that invoicing in advance crearsadministrative burden and is not consistent
with the national gas objective in terms of thecsght operation of gas services with respect to
price®® AGL submitted that invoicing in advance does resvs the national gas objective,
particularly in relation to the efficient operatiohthe gas services. AGL further submitted tha it
not in keeping with billing standards and practiadspted elsewhere. AGL also noted that retail
are required to bill in arreafs.

None.

ers
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In its response to AGL’s submission, Envestra stilechithat payment in advance has existed sir
the inception of the access arrangement and wasisplly approved by ESCOSA. Envestra alsd
submitted that the costs of administering thisregeament are marginal relative to alternative glli
arrangements. Further, Envestra noted that AGIndicexplain why payment in advance is
inconsistent with the national bas objecfive.

The AER notes the submissions. However, the AER doé consider that payment in advance ig
unreasonable, particularly in the absence of ewédéhat the arrangements are significantly cost
to administer and inefficient compared with altéives. The AER does not require an amendme

ce

=

D

y

Payment of
invoices
(clause 20.6)

Clause 20.6 provides that a user must pay the ansbiomwn in any valid tax invoice.
AGL submitted that the word ‘valid’ should be defif®

In its response to AGL’s submission, Envestra stiiechithe it doesn’t understand the issue, but
it is willing to delete the word ‘valid’.

The AER considers that the provisions are clearremdmendment is required.

Hg ne.

Correction of
billing errors
(clause 21)

Clause 21 provides that Envestra will not corregt lailling errors if a claim is made by a user aft
11 months of the date of the invoice.

Origin submitted that an exception should be m&@gigin is required by law to pursue a claim @
behalf of a customer, as there is no time limitatiothese circumstanc&SAGL made a similar
submissiorf®

[¢)

rAmendment 13.20.
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In its response to AGL’s submission, Envestra stiiehithat the clause is unchanged from the

current terms and conditions. Envestra also subdhttiat it has not posed any problems in the
69

past.

The AER agrees with AGL’s and Origin’s submissiofise AER considers it appropriate that any

claims that a user is required to pursue by lawkhoot be subject to the 11 month time period.
Envestra is required to amend clause 21 to exemyptlaim a user is required to make by law on
behalf of a customer.

Delivered
guantities
(clauses 23.4(c)
and 23.5(c))

In two instances, Envestra’s terms and conditi@mdain the term ‘on whatever basis Envestra

considers reasonable’. They relate to the estimfag@antities delivered if no meter reading is take

(clause 23.4(c)) and the allocation of deliveriesertain circumstances (clause 23.5(c)).

The AER requires an amendment to clarify that Emaé&sestimation or allocation must be on a
reasonable basis. Envestra is required to makenen@ment by replacing ‘on whatever basis
Envestra considers reasonable’ to ‘on a reasorasis’.

At the last review ESCOSA required similar amendimnevith respect to clauses 4.4(c) and 10.7
(clauses 5.5(c) and 9.7(c) respectively of theemirterms and condition&).

The amendments will also bring these clauses ineowith the equivalent clauses for Envestra’s
Queensland network as amended by the AER. In ta#tenthe AER rejects Envestra’s proposed

Amendment 13.21.

c)

69

EnvestraResponse to AGL’s submissi@ecember 2010, p. 5.

0 EnvestraSA Access Arrangement terms and conditi@wober 2006, pp. 12, 18; ESCOS*pposed Revisions to Access Arrangement for théhQwstralian Gas
Distribution System — Final DecisipB0 June 2006, pp. 33, 35; ESCO®Agposed Revisions thccess Arrangement for SA Gas Distribution Systémrther Final
Decision 26 October 2006, pp. 9-10.

304




revision to change the terminology from ‘on a rewdie basis’ to ‘on whatever basis Envestra
considers reasonabl€".

Methods of
payment
(clause 24.1)

Clause 24.1 provides that payment must be madevedta by telegraphic transfer or by other
agreed method of payment.

Origin submitted that the term ‘telegraphic transsé@ould be explained. Origin further submitted
that payment by electronic funds transfer shouldlmved’?

The AER considers that clause 24.1 allows for patrbg electronic funds transfer, if agreed
between Envestra and the User.

None.

Set off
arrangements:

No set off
(clause 24.2)

Right to set off
unpaid amounts
(clause 25.2)

Clause 24.2 provides that a user must pay amowitgydo Envestra in full without any right to

withhold and set off amounts owing by Envestranuser. In contrast, Clause 25.2 provides that if

a user does not pay any amount owing to Envestneedfra may withhold and set off any amount
owing by Envestra to the user.

AGL submitted that both parties should have theeseghts with regards to set off arrangeménts.

In its response to AGL’s submission, Envestra stiiechithat payments are from AGL to Envestra
and not vice vers#4.

Amendments 13.22
and 13.23.

71
72
73
74
75
76
7

AER, Draft Decision Envestra access arrangement proposal for the Q&lrgawork February 2011, s. 13.2.4.1.
Origin, Envestra’s SA gas access arrangemBloivember 2010, p. 8.

AGL, Envestra’s SA gas network access arrangenidovember 2010, p. 14.

EnvestraResponse to AGL’s submissi@ecember 2010, p. 5.

AGL, Envestra’s SA gas network access arrangenidovember 2010, p. 15.

EnvestraResponse to AGL’s submissi@ecember 2010, p. 5.

AGL, Envestra’s SA gas network access arrangenidonember 2010, p. 15.
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The AER agrees with AGL'’s submission and consitleaisit is reasonable for set off arrangeme
to be reciprocal. While the AER notes Envestralsnsigsion that payments are from a user to
Envestra, there may be occasions when Envestramaresy to a user (for example, as a result ¢
an overpayment). Envestra is required to amertéritss and conditions accordingly.

In relation to clause 25.2 AGL submitted that Yygets of payment that fall within the definition of
‘any amount’ need to be clarifi€d.

In its response to AGL’s submission, Envestra stiiechithat the clause is a generic one used in
contracts’®

The AER notes that clause 25.2 refers to ‘any amdue to Envestra under the Agreement’. The
AER considers that the meaning and intent of cl@%s2 are clear and is not convinced by AGL’s
submission that an amendment is required.

AGL further submitted that amounts subject to dismhould not be captured by clause 24.2 (re
to discussion below concerning clause 25.3 (Rigisuspend services)).

Nts

Df

\*ZJ

fer

Overdue interest
(clause 25.1)

Clause 25.1 provides that Envestra may chargeesiten any amount unpaid by the due date.

AGL submitted that the word ‘any’ needs to be dediiso that it is clear what types of payments
captured by this clausé.

In its response to AGL’s submission, Envestra stiieahithat it does not understand the isSue.

Clauses 25.2 (right to set off unpaid amounts)2m@a (right to suspend services) refer to ‘any
amount due to Envestra under the Agreement’, lautsel 25.1 does not. The AER considers that

are
Amendment 13.24.

the

78
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AGL, Envestra’s SA gas network access arrangenidonember 2010, p. 14.
EnvestraResponse to AGL’s submissi@ecember 2010, p. 5.
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same words should be inserted into clause 25.¢ldoty. Envestra is required to amend its terms
and conditions accordingly.

Right to suspend
services
(clause 25.3)

Under clause 25.3 Envestra may suspend servieassiér does not pay any amount due to Enve
under the agreement with the user.

AGL submitted that the words ‘any amount due’ sddué defined and limited to valid amounts
(which Envestra is entitled to under laf).

In its response to AGL’s submission, Envestra stiieahithat it does not understand the isSue.
The AER considers that the meaning and intentaafsg 25.3 are clear.

The AER considers, however, that an amendmenttgsel 25.3 is warranted to exclude amounts
dispute. The AER considers that it would be unreabte for services to be suspended because
non-payment of amounts in dispute, particularlyhesterms and conditions provide for a user to
withhold payments in dispute (clause 22.1). TheefRnvestra is required to amend its clause 2
to exclude payments in dispute and also make coes¢ial amendments to clause 25.1 (overdug
interest) and clause 26.2(a) (termination by Emagst

The amendments will bring these clauses into liith the equivalent clauses for Envestra’s
Queensland network as amended by the AER. In th&tenthe AER rejects Envestra’s proposed
revisggn to delete the condition that exempts paysa dispute from the provisions of clause
25.3.

stra

in
of

5.3

* Amendments 13.25 t
13.27.
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AGL, Envestra’s SA gas network access arrangenidovember 2010, p. 15.
EnvestraResponse to AGL’s submissi@ecember 2010, p. 5.
AER, Draft Decision Envestra access arrangement proposal for the Q&lrgaiwork February 2011, s. 13.2.4.1.

307




Termination
(clauses 26.2 an
26.3)

Clause 26.2 sets out the circumstances under vidnighstra can terminate an agreement, while
clause 26.3 sets out the circumstances under vehier can terminate an agreement.

Origin submitted that the same opportunities abééléo Envestra to terminate an agreement shg
also be available to users (such as, insolven&ngéstra or the network ceasing to be a covere
dpipeline under the NGL%?

The AER agrees with Origin’s submission. The AERsiders that it is reasonable for the
provisions to be reciprocal. Envestra is requicedrhend clause 26.3 to include Envestra’s
insolvency and revocation of cover&yef the network as conditions under which a usey ma
terminate an access agreement.

puld
)|
Amendment 13.28.

Liabilities
Limitation period
(clause 27.5)

User’s liabilities
(clauses 27.6 an
27.7)

Clause 27.5 provides that Envestra will have nailitg to a user unless full particular detailsasfy
claim are lodged within three months after therslaecomes known to the user.

Origin submitted that a three month period is ifisignt to put together full particulars of a claim
Origin submitted that in the absence of such asddoth parties would be entitled to a statutory
limitation period of 6 year®

The AER considers that it is appropriate that uskmild promptly lodge claims with a service
provider. As Origin has not submitted what it coless to be a reasonable time period, the AER
not convinced by Origin’s submission that three thens an unreasonable time period.

)

Clause 27.6 provides that Envestra will have nailitg to a user for economic or consequential
loss. Clause 27.7 provides that Envestra’s ligbibt any claim by a user is capped at $100 milli¢

Amendments 13.29
and 13.30.

is

83

Origin, Envestra’s SA gas access arrangemBloivember 2010, p. 8.

8 NGL, ss. 102-108.

85

Origin, Envestra’s SA gas access arrangemBlavember 2010, p. 6.
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Origin submitted that the liabilities and indemedtiare unequally weighted in favour of Envestral.

Origin submitted that a user’s liability should depped and indirect and consequential losses
excluded, as is the case for Envestra (clausesa®d®7.7§°

The AER agrees with Origin’s submission and considleat it is reasonable for these provisions
be reciprocal. Envestra is required to amend rtageand conditions to cap a user’s liability
(clause 27.6) and exclude consequential loss froseds liability (clause 27.7).

Consumer
contract
limitation
(clause 28)

Clause 28.2 limits the liability of Envestra undee Trade Practices Act 1974

Origin submitted that this clause will need to Ipelated to reflect changes to thede Practices
Act 1974that come into effect on 1 January 2011.

The AER agrees with Origin that clause 28.2, as agetlauses 28.3 and 28.4, need to be updat
reflect the provisions of the ne@ompetition and Consumer Act 201hich replaced th&rade

Practices Act 1974nd came into effect on 1 January 2011. Envestexjisired to submit revisions

to its terms and conditions to reflect this, oresthise delete clause 28 from its terms and
conditions.

e@r{r&endment 13.31.

D

Force majeure:

Key obligations
(clause 29.4)

Clause 29.4 states that a force majeure eventramaslieve a user from its obligations to ensure;

gas delivered into the network meets specificat{cfaise 12.1), is within specified receipt press
(clause 13.1), and the user has good title to #isggJause 16.1). In contrast, Envestra is reli@fec
its obligation to deliver gas at the prescribedvaey pressure (clause 14.1).

uAmendment 13.32.
|

Origin submitted that clause 29.4 is at odds vhthwell accepted concept of force majeure, whi

ch

86
87
88

Origin, Envestra’s SA gas access arrangemslovember 2010, p. 6.
Origin, Envestra’s SA gas access arrangemlavember 2010, p. 7.
Origin, Envestra’s SA gas access arrangemBlavember 2010, p. 7.
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Is an event that prevents the performance of dlbtiga to the parties. Origin submitted that the
clause be either deleted, or modified to a readereizieavours basfs.

The AER agrees with Origin’s submission. The AERgInot consider that users should be
expected to continue to perform their obligatiorew prevented by a force majeure event. Enve
is required to delete clause 29.4.

In relation to Origin’s alternative proposal th&use 29.4 could be modified to a reasonable
endeavours basis, the AER does not consider thisasssary. Clause 29.5 requires Envestra an
users to use all reasonable endeavours to overopreenedy as soon as possible any force maje
event which prevents performance of any obligation.

xStra

d
pure

Network user to
assist
(clause 30)

Clauses 30.1 and 30.2 require a user to providenrdtion and assistance to Envestra in certain
circumstances.

Origin submitted that it does not oppose theseseand conditions in principle, but considers tha
there should be an equivalent requirement on battigs. Origin further submitted that if Envestr
is able to charge for ad hoc requests, a user dmmtlhave an open obligation to provide whateV
assistanécge Envestra reasonably requires. Othetlngagser should be able to charge for these
requests.

The AER agrees with Origin’s submission on thesaas and considers that it reasonable for thg
arrangements to be reciprocal. The AER consideggtopriate that either party should provide {
other with whatever information it reasonably regsi

t
A

e,&mendments 13.33
and 13.34.

14

"

he

Clause 30.3 states that Envestra may provide irdthom to an upstream operator in certain

89
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Origin, Envestra’s SA gas access arrangemBlovember 2010, p. 9.
Origin, Envestra’s SA gas access arrangemBlavember 2010, p. 9.
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circumstances.

Origin submitted that Envestra should be requirather than have discretion, to provide
information, as users are so required.

The AER agrees with Origin’s submission and considieat it is reasonable that Envestra shoulg
provide an upstream operator with whatever inforomathe upstream operator reasonably requir
Envestra is required to amend clause 30.3 to peavidt Envestra will provide an upstream oper
only with information that it reasonably requires.

User's insurance

Claims
enforcement
(clause 32.5)

Claims
settlement
(clause 32.6)

Clause 32.5 provides that a user must prompthfynBtivestra of any event that might give rise t
claim under any insurance policy which the usemta@ns under its access agreement with
Envestra. Clause 32.6 provides that a user mustattdé or compromise an insurance claim with
the consent of Envestra, which will not be unreavbnheld.

While Origin did not raise any issues with thesenteand conditions in relation to Envestra’s So

Australian network, it did raises some issues lati@n to Envestra’s Queensland network. In that

matter Origin submitted that these clauses are thafte because Origin maintains group insura
policies that cover exposure to a wide range oé@gents. Many insurance claims would be
unrelated to Envestra. Origin also submitted thahef a claim did relate to Envestra, it is uncles
why Envestra should have a right to withhold conse®rigin in settling a claim with its insurets

The AER agrees with Origin’s submission. In relatio Envestra’s Queensland network the AER
requires clause 32.5 to be amended to clarifyitiwatly relates to claims in relation to Envestra’s
network. The AER also requires that clause 32.8dbeted”

put

uth

n%renendments 13.35
and 13.36.

|

91
92

Origin, Envestra (Qld) and APT Allgas access arrangemenp@sals November 2010, p. 9.
AER, Draft Decision Envestra Access arrangement proposal for the Qilrgawork February 2011, s. 13.2.4.2.
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The AER requires similar amendments in relatioktoestra’s South Australian network.

Confidentiality

Clauses 34.1 to 34.4 set out a user’s obligations@rning confidentiality.

Clause 34.5 provides that Envestra must comply anthconfidentiality obligations imposed on i
pursuant to the NGL.

Origin submitted that the obligations regardingfatentiality should also apply to Envesta.

Part 16 of the NGR outlines a service provider'’sgalbions concerning confidentiality. In light of

Amendments 13.37

(clause 34) this and the inclusion of clause 34.5 the AER desgequire Envestra to amend clauses 34.1 td and 13.38.
34.4 to provide that they also apply to Envestraweler, the AER requires an amendment to
clause 34.5 so that it refers to both the NGL dedNGR.
The AER also considers that it is reasonable fofidentiality provisions to survive the termination
or expiration of an access agreement. In this ntaco&idential information is protected after an
access agreement expires or is terminated. Envesequired to amend its terms and conditions
accordingly.
Dispute Cla_use 35.5) provides that in the event that tmﬁqsacanngt agree on a person to be appointed jas
resolution: an mdepend_ent expert, th_ey will request the Reg_u(ma_lt is, the AER) to nominate a person who
' has appropriate commercial, technical and practigpérience.
Selection of . : , _ Amendment 13.39.
expert The AER does not consider that it has the authantjer the NGL to assume this role. Envestra fis

(clause 35.5)

required to amend clause 35.5 by replacing ‘Regdlatith ‘Institute of Arbitrators’.

The amendment will bring this clause into line witle equivalent clause for Envestra’s Queensl

and

93

Origin, Envestra’s SA gas access arrangemBlavember 2010, p. 9.
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network as amended by the AER. In that matter tBR Aejects Envestra’s proposed revision to
replace ‘Institute of Arbitrators’ with ‘Regulatot*

Notices
(clause 36.1)

Clause 36.1 provides the manner by which noticaseasent to either party.
AGL submitted that emails should fall within thefidiion of electronic communicatiof.

In its response to AGL’s submission, Envestra stiiechithat it is willing to amend clause 36.1 to
provide for emaif® Given that Envestra has agreed to amend its tantisonditions the AER
requires an amendment to give effect to this.

Amendment 13.40.
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AER, Draft Decision Envestra access arrangement proposal for the Q&lrgawork February 2011, s. 13.2.4.1.
AGL, Envestra’s SA gas network access arrangenidovember 2010, pp. 16-17.
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E. Annual reporting requirements

In a number of chapters of this draft decision, AR has indicated that Envestra will have to répertain information on an annual basis.
This information is generally required for the admsiration of an incentive mechanism, to ensurep@nce with an approved tariff variation
mechanism, or to otherwise monitor Envestra’s perémce and compliance with this decision.

This appendix provides a summary of the informakowestra must report to the AER during the acaessigement period. The AER
anticipates that some of this information would-&gorted annually, for example as part of an antaudf variation proposal. Otherwise, the
AER anticipates this information will be collectbd the AER via a regulatory information instrumertis appendix is not exhaustive of the
information the AER may seek through any regulatofgrmation instrument.

Information contained in the table below has bemnvd from the chapters in this draft decision.

TableE.1: Annual reporting requirements

Reference Reporting requirement Purpose
Capital contributions — chapter 3 For each yeaiple details of the nature and value of capital ~ To identify the nature and value of capital
contributions received from users. contributions. Rules 82(2) and 82(3) of the NGRwll

the AER to roll into the capital base a capital
contribution, provided that the access arrangement
contains a mechanism to prevent the service provide
from benefitting through increased revenue from the
user’s contribution to the capital base.
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Reference

Reporting requirement Purpose

Incentive mechanism — chapter 7

Where there isaagdhin approach to classifying costs as either To identify the actual total controllable opex cofstr
capex or opex, a detailed description of the chamgea calculation the purposes of the incentive mechanism.

of its impact on forecast and actual opex. To identify the actual opex amounts attributableach

Details to quantify and substantiate scope chamipésh impact on  approved excluded cost category during each regylat
the original benchmarks. year.

Details of specific uncontrollable costs incurred aeported by To determine the efficiency carryover amount easdry
Envestra, which Envestra proposes the AER consfderexclusion for the application of the incentive mechanism.

from the operation of the incentive mechanism icoagance with

the NGL and NGR.

An outline of the calculation of the efficiency cgsver amount for
the year including identification of any adjustrrentade to actual
or benchmark costs (e.g. exclusions).

Annual reference tariff variations —
chapter 12

For each year, on or around 15 April, notify theRAlR respect of  Annual tariff variation approval.
any reference tariff variations such that variasioocur on 1 July,
and include:

® the proposed variation to reference tariffs

® an explanation and details of how the proposedtiaris have
been calculated

® anindependent statement to support the gas quaritts in
the tariff variation formula. The statement sholboéd
independently audited or verified and the quartiput will
reflect the most recent actual annual quantitieslable at the
time of tariff variation assessment. The actualngjtxashould
be provided as four quarters of gas quantity datanciling to
an annual total quantity of gas.
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F. Debt raising costs

Debt raising costs are transaction costs—suchgas fees, underwriting fees or
credit rating fees—incurred as debt is raised fin@aaced. The AER does not
consider that the unit rate for debt raising cpstgposed by Envestra (20.3 basis
points per annum, bbpa) has been estimated orsana&ale basis, nor that it is the
best estimate availabteThe AER requires Envestra to use its standard odeftbr the
estimation of debt raising costT.he resulting unit rate of 10.9 bppa is applieth®
benchmark debt component of the capital base imaist the total allowance for debt
raising costs for the access arrangement period.

F.1  Access arrangement proposal

Envestra commissioned a consultant report from iReldouche Tohmatsu (Deloitte)
on debt raising costsEnvestra requested that Deloitte provide estinfatethe
benchmark efficient service provider accessing tiypes of debt funding: domestic
bonds (Medium Term Notes, MTN) and syndicated bdeti?

Envestra stated that the estimates provided byifieelgere more accurate than the
estimates, based on a 2004 report by the Allen @tng Group (ACG)’ which the
AER has relied upon in recent decisié®ased on the Deloitte report, Envestra
proposed a unit rate of 10.1 bppa for standard defing costs, assuming the use of
domestic MTN on a 10 year refinancing cytle.

Envestra also proposed an additional allowancé®df hippa to cover bridging
finance for six months prior to the issuance ofdhbt® Deloitte stated that this was
necessary to meet the refinancing requirements 8tandard and Poor’s for

! Seer. 74 of the NGR.

2 This standard methodology based on the 2004 A&p@rt, has been refined by the AER across
previous regulatory decisions, and is explainedeitail below.

®  Deloitte,Debt Financing CostsSeptember 2010, included as attachment 9.4 tedfravSouth
Australia,Access arrangement informatio@ctober 2010.

*  Deloitte,Debt Financing CostsSeptember 2010, p. 3 (section 1.3).

ACG, Debt and Equity Raising Transaction Costs, Fingb&eto the Australian Competition and

Consumer Commissipbecember 2004.

AER, Final decision, Powerlink Queensland transmissietwork revenue cap 2007-08 to 2011—

12, 14 June 2007, pp. 94-97; AERpal decision, SP AusNet transmission determima#008—

09 to 2013-1431 January 2008, pp. 148—-150; AEfal decision, ElectraNet transmission

determination 2008—09 to 2013141 April 2008, pp. 84-85; AEREinal decision, New South

Wales distribution determination 2009-10 to 2013-28April 2009, pp. 541-560 (Appendix N:

Benchmark debt and equity raising costs); AERal decision, Queensland distribution

determination 2919-11 to 2014-18ay 2010, pp. 197-199; AERyaft decision, South Australia

draft distribution determination 2010-11 to 201425 November 2009, pp. 235-239, 507-532

(Appendix I: Benchmark debt raising costs), 572—8Apendix K: Benchmark debt raising costs

for the completion method — CONFIDENTIAL); AERinal decision, South Australia distribution

determination 2010-11 to 2014-18ay 2010, pp. 124-133, 371-384 (Appendix J: Dalsing

completion method); AERginal decision - appendices, Victorian electriaitigtribution network

service providers, Distribution determination 202045 pp. 474-501 (Appendix N: Debt raising

costs).

EnvestraSA access arrangement informati@ctober 2010, p. 147.

8 EnvestraSA access arrangement informati@ctober 2010, p. 147.
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companies with an investment grade credit ratirigs Ted to a total debt raising cost
unit rate of 20.3 bppa.

F.2 AER’s consideration

Issues with the Deloitte report

The AER’s standard method for estimating debt mgisiosts is based on the 2004
ACG report, but this does not mean it is sevensyeat of date. The method uses a
five year rolling window of up to date bond dateaoiler to reflect current market
conditions'® The individual cost components have been indes@ttommodate
inflation.** Further, the AER has refined the ACG method sévienas to reflect
changing circumstancé$The AER considers it misplaced for Envestra ttestaat
the Deloitte report is more accurate because there been ‘significant changes in
debt markets since 2004 when the AER'’s standard method already accounts fo
any such changes.

The AER considers there are several reasons tdudenthat the AER’s method
produces a better estimate than that derived iD#ieitte report. The Deloitte report:

* makes no allowance for multiple bond isstfashen the AER’s method correctly
recognises that because multiple issues spread ¢o®ts they reduce the unit
rate”

= does not adjust for the time value of mofi®when the AER’s method
appropriately amortises up front cdsts

* uses the median bond issue size from 2004 ($17®n)it® instead of the more
up to date estimates used by the AER méthod

* uses BBB+ rated bonds orfywhen the AER’s method uses a larger and
therefore more statistically reliable sample withloss of relevanéé

Although the Deloitte report also provided dedising costs for syndicated bank debt (on an

ongoing basis), this figure was not proposed byestra.

ACG, Debt and Equity Raising Transaction Costs, Fingb&eto the Australian Competition and

Consumer Commissipbecember 2004, pp. 49-50; see also AERal decision, South Australia

distribution determination 2010-11 to 2014+-May 2010, pp. 131-132.

1 AER, Draft decision, South Australia draft distributioletermination 2010-11 to 2014125

November 2009, pp. 525-527.

For instance, when the WACC increased to suelva that simple division of up front costs might

result in under compensation, the AER adjustedrbthod to allow amortisation. See AHRaft

decision, South Australia draft distribution detémation 2010-11 to 2014-125 November

2009, pp. 527-530.

EnvestraSA access arrangement informati@ctober 2010, p. 147.

4 Deloitte,Debt Financing CostsSeptember 2010, pp. 7-9.

5 AER, Final decision, Victorian electricity distributiometwork service providers, Distribution
determination 2011-201%p. 368-369.

6 Deloitte,Debt Financing CostsSeptember 2010, p. 4.

7 AER, Draft decision, South Australia draft distributioletermination 2010-11 to 2014125
November 2009, pp. 527-530.

18 Deloitte,Debt Financing CostsSeptember 2010, p. 8 (footnote 7).

¥ AER, Final decision, South Australia distribution detémation 2010—11 to 2014—1%ay 2010,

pp. 131-132.

10

12

13
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" s not transparent with regard to many key datibates®?

Early refinancing costs

Several recent proposals to the AER have stateditédenchmark firm needs to
obtain debt in three or more months in advancel@mthe debt is actually needed to
retire maturing debt or pay for cap€xThe Deloitte report provides a cursory
examination of this issue and on this basis Enaestiiudes the cost of bridge
financing in its unit rate for debt raising coéts.

Nothing in the Deloitte report changes the AER’aaasion on early refinancing
costs in general, which have been set out in pusvitecision documents:

=  Management of refinancing risk has always beeryackasideration for the
benchmark entity with its investment grade creatiing:

= this is not a new requirement introduced by creating agencies in the time
since the 2004 ACG report

= there is no reason to conclude that the 2011-26désa arrangement period
will be different in this regard

=  The refinancing plan will include a variety of maess to address this risk, which
may include the completion, commitment and undemgimethods but may also
a broader range of actions:

= costing one particular form of early refinancing {lnis case, bridging finance
through syndicated bank debt) does not mean thehbeark firm should be
compensated at this level.

As in these previous decisions, the AER considaasthe standard debt raising cost
allowance includes sufficient provision for the ragament of refinancing risk and it
would be inappropriate to add the costs of briddingnce to this allowance.

2 Deloitte,Debt Financing CostsSeptember 2010, p. 7.

2L |n particular, debt raising costs are invariarbas all investment grade credit ratings. See ACG,
Debt and Equity Raising Transaction Costs, Fingb&eto the Australian Competition and
Consumer Commissipbecember 2004, pp. xv—xix, 12-13, 15-16, 19-20 AR, Final
decision, New South Wales distribution determimag609-10 to 2013-1428 April 2009,
pp. 545-549; AERFinal decision, South Australia distribution deténation 2010-11 to 2014—
15, May 2010, pp. 131.

22 For example, identifying the number of bonds usedata for tables 5—7 or the derivation of a
5 bppa allowance for credit rating fees. DeloiRept Financing CostsSeptember 2010, pp. 4, 8—
9.

% For example, ETSA UtilitieEE TSA Utilities revised regulatory propos2010—-201514 January
2010, pp. 130-132; and Citipow&evised regulatory proposal 2011-23 July 2010, p. 173.

24 Deloitte,Debt Financing CostsSeptember 2010, pp. 5, 9-10.

% AER, Final decision, South Australian distribution deténation, 2010-11 to 2014—1Blay
2010, pp. 371-384 (Appendix J: Debt raising costcdmpletion method); AEREinal decision -
Appendices, Victorian electricity distribution neink service providers, Distribution
determination 2011-201%®ctober 2010, pp. 479-499 (section N.4.2: Ealyancing costs).

% Further, the context for the quote from Standard Poor’s (dated April 2008) refers only to the
market conditions that year. Deloiti@ebt Financing CostsSeptember 2010, pp. 9-10, citing
Standard and Poor'RatingsDirect: Refinancing and liquidity risks reimabut Australia’s
corporates are set to clear the debt logja2@ April 2008.
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Consistency

The AER considers that there needs to be consisstinbation of debt raising costs
and the cost of debt. This is because of the patdot an inverse relationship
between these two cost categories—higher debhgatgists may be associated with a
lower cost of debt, and vice versa. Table F.1 caegpthe costs for the two main
types of debt in the Envestra proposal and Delo#pert:

Table F.1: Relationship between cost of debt and teraising costs (in bppa)

Type of debt Debt raising costs Cost of debt (spread to CGS)  Total cost
Syndicated bank debt 40 250 290
Corporate bonds (MTNSs) 10 335 345

Source: DeloitteDebt Financing CostsSeptember 2010, pp. 8-9, 11; AER analysis.
Note: This table shows the Deloitte/Envestra figuae proposed, and the AER does
not endorse these figures as correct (see latdrapter).

On the figures presented by Deloitte, syndicatetklaiebt has much higher debt
raising costs than corporate bonds. However, shadfset in part by the fact that bank
debt has a much lower cost of debt than corporatel$ It would be inconsistent to
take the higher debt raising costs (from bank dat) combine them with the higher
cost of debt (from MTNSs). That is, although the @& report correctly states that
the use of a bridge to market facility increasesisisuer’s overall debt raising coss,
it should also be noted that this decreases thédebt payments.

The issue of consistency is raised by the Delogp®rt with regard to the use of
international underwriting fees by the AER’s meth®te Deloitte report states that
since the AER has ‘recently’ determined that daising costs should be based on
Australian capital markets, it can no longer use ithternational data as proposed in
the ACG report®

There has been no change in the AER’s position-béimehmark firm sources capital
in Australia, and both the cost of debt and deising costs have always been based
on Australian data. As the ACG report makes cliedéernational fees are used a
proxy for Australian fees because Australian data arevailable®® As in any case
where a proxy is used, it is important to consigleether this is an unbiased estimate
of the underlying paramet&tIn this particular case, the theoretical expeotsis that
the Australian and overseas markets will equild@ter time, and there is no
empirical evidence to the contrary. Neither ACG Deloitte could obtain data on
Australian underwriting fees, so the AER methodsusternational underwriting fees
as an appropriate proxy, and there is no incomsigté

2 Deloitte,Debt Financing CostsSeptember 2010, p. 9.

% Deloitte,Debt Financing CostsSeptember 2010, p. 7.

2 The ACG quote making this point is printed in Beloitte report. DeloitteDebt Financing Costs
September 2010, pp. 6—7; quoting AQUebt and Equity Raising Transaction Costs, Fingbéte
to the Australian Competition and Consumer Commis$december 2004, p.53.

%0 AER, Final decision, New South Wales distribution defaation 2009-10 to 2013—128 April

2009, pp. 550-553.

ACG, Debt and Equity Raising Transaction Costs, Fingbéteto the Australian Competition and

Consumer Commissipbecember 2004, pp. 41-45, 49-53.
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Applying the AER’s standard method

The AER will continue to apply its standard methlodsed on the ACG report (and
subsequent refinements), using updated data. Fablghows the build up of debt
raising costs.

Table F.2: Indicative direct debt raising costs wih a nominal vanilla WACC of
9.96 per cent

Fee Explanation lissue 2lIssues 3lssues 4 Issu€slissues

Amount Raised Multiples of median MTN $250m $500m $750m $1000m $1250m

($250m)

Median gross underwriting 7.31 7.31 7.31 7.31 7.31
1. Gross .

” spread, up front per issue,

underwriting fee .

amortised
2. Legal and $115K upfront per issue, 0.75 0.75 0.75 0.75 0.75
roadshow amortised
3. Company $50K per annum 2.00 1.00 0.67 0.50 0.40
credit rating
4. Issue credit 4 basis points up front per 0.65 0.65 0.65 0.65 0.65
rating issue, amortised
5. Registry fees  $3.5K per issue, per annum 0-14 0.14 0.14 0.14 0.14
6. Paying fees  $4/$1million per annum 0.04 0.04 0.04 0.04 0.04
Total Basis points per annum 10.9 9.9 9.6 9.4 9.3

Source: ACG, Bloomberg, AER analysis.

Envestra has an opening capital base of $1030omjlihich leads to a notional debt
component of $618 million at the assumed gearitig (60 per cent). This amount of
debt requires three standard size ($250m) bondss#\fter adjusting for the
indicative discount rate (9.96 per cent) the appab@ unit rate estimate is 9.6 bppa.
This leads to the debt raising allowance set otalite F.3:

Table F.3:  AER's conclusion on debt raising costss(n, 2010-11)

Description Unit rate 2011-12 2012-13 2013-14 2014-15 2015-16 Total
Envestra proposal 20.3 bppa 0.34 0.37 0.40 0.42 0.45 1.97
Amendment -0.14 -0.16 -0.18 -0.19 -0.21 -0.88
AER draft decision 9.6 bppa 0.57 0.61 0.64 0.66 0.68 3.16

Source: Envestr&A access arrangement information - PTRR analysis
Note: Numbers may not add due to rounding
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F.3 Conclusion

The AER does not approve the forecast operatingredipure for debt raising costs
from the access arrangement proposal, since itmutameet the requirements of r. 74
and r. 91 of the NGR. The AER considers that th# dEsing costs shown in

table F.3 are:

= consistent with the expenditure that would be irediby a prudent service
provider acting efficiently, in accordance wit9d. of the NGR

= arrived at on a reasonable basis and represebegtestimate possible in the
circumstances, in accordance with r. 74 of the NGR.

The AER requires Envestra to amend its debt raisorsgs as outlined in amendment
F.1.

F.4 Required amendments

Amendment F.I make all necessary amendments to the accesgamant proposal
and access arrangement information in order toohsistent with table F.3.
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G. Submissions

The AER received submissions on Envestra’s prodosai.

= AGL Energy Limited

Energy Consumers Coalition of South Australia

Origin Energy Retail Ltd

SA Minister for Energy

322



Glossary

AAG

ABS
ACCC

ACIL Tasman
AEMO
AGL

APT Allgas
ASX

BOM

bppa

CDI

CAPM
CEG

CFC

CGS
CPRS
DBCT
DNSP
DRP

EBA

EBSS

EGW

access arrangement guideline
Australian Bureau of Statistics

Australian Competition and Consumer
Commission

ACIL Tasman Pty Ltd

Australian Energy Market Operator
AGL Energy Ltd

APT Allgas Energy Pty Limited
Australian Stock Exchange

Bureau of Meteorology

basis points per annum

CHESS Depository Interest

Capital Asset Pricing Model
Competition Economists Group
Construction Forecasting Council
Commonwealth Government Securities
carbon pollution reduction scheme
Dalrymple Bay Coal Terminal
distribution network service provider
debt risk premium
enterprise bargaining agreement
efficiency benefit sharing scheme

electricity, gas and water
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EMRF Energy Market Reform Forum

Envestra Envestra Ltd

FCT forecast cost of tax

FFM Fama—French three factor model

FRC full retail contestability

FTE full time employee

GDP gross domestic product

GFC global financial crisis

GJ gigajoule (1 000 000 000 joules)

HIA Housing Industry Association

IPART Independent Pricing and Regulatory Tribunal

IRR internal rate of return

IT information technology

KPI key performance indicator

LME London Metal Exchange

LRMC long run marginal cost

MDQ maximum daily quantity

MHQ maximum hourly quantity

MRP market risk premium

NECF National Energy Customer Framework

NERA NERA Economic Consulting

NIEIR National Institute of Economic and Industry
Research

NPV net present value

NYMEX New York Mercantile Exchange
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Origin
O&M
ORER
PJ
PTRM
QLD
RBA
REES
RFM
RIN
ROLR
SA
SEO
SFG
STTM
TAB
TJ
Tribunal
UAG
WACC
WAPC

Wilson Cook

Origin Energy Retail Ltd
operating and maintenance

Office of the Renewable Energy Regulator
petajoules (equal to 1000 terajoules)
post-taxation revenue model
Queensland

Reserve Bank of Australia
Residential Energy Efficiency Scheme
roll forward model

regulatory information notice

retailer of last resort

South Australia

seasoned equity offering

Strategic Finance Group Consulting
short-term trading market

tax asset base

terajoules (equal to 1000 gigajoules)
Australian Competition Tribunal
unaccounted for gas

weighted average cost of capital
weighted average price cap

Wilson Cook & Co Limited
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