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Final decision

In accordance with r. 62 of the National Gas R(MGR), the Australian Energy
Regulator (AER) refuses to approve the revisedsscagrangement proposal for its
Queensland gas distribution network submitted byf ARgas Energy Pty Limited
(APT Allgas). The final decision sets out the AER&sideration of the revised
access arrangement proposal and the revisiongpbpes to the revised access
arrangement proposal and revised access arrangerf@ntation. The AER has
formulated the revisions with regard to the matsatsout in r. 64(2) of the NGR.

AER'’s proposed revisions

The AER proposes revisions to the revised acceaagement proposal and reviseq
access arrangement information as set out in tia¢ diecision. The AER has
formulated its proposed revisions with regard @ ¢hteria set out in r. 64(2) of the
NGR.

The AER must make a decision giving effect to risposed revisions within two
months of making this final decision. The AER expédo publish its revised access
arrangement and access arrangement informaticdhdokPT Allgas gas distribution
network by 30 June 2011.
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Shortened forms

Shortened form

Extended form

access arrangement information

APT Allgascess arrangement

information — 01 July 2011 — 30 June 201

30 September 2010

6

access arrangement period

1 July 2011 to 30 Jute 20

access arrangement proposal

APT Allgeszess arrangement — 01 Ju
2011 — 30 June 20180 September 2010
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AER Australian Energy Regulator

capex capital expenditure

Code National Third Party Access Code for
Natural Gas Pipeline Systems

CPI consumer price index

draft decision

AERDraft decision, APT Allgas Access
arrangement proposal for the Qld gas
network 1 July 2011 — 30 June 2016
February 2011
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Access arrangementlidy 2006 to
30 June 2011 inclusive

earlier access arrangement period
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opex operating expenditure

QCA Queensland Competition Authority

revised access arrangement information

APT Allgasgess arrangement

information — 01 July 2011 — 30 June 201

23 March 2011
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APT Allyesess arrangement — 01 Ju
2011 — 30 June 201@3 March 2011
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Overview

APT Allgas owns and operates gas distribution jpgslin Queensland and northern
New South Wales that supply natural gas to custemeBrisbane (south of the

river), and in other regional centres including Wwoomba and the Gold Coast. In
total around 79 000 residential, 4900 small busirsgl 100 large demand customers
are serviced by the network. The network is a &tmonopoly and is regulated by
the AER under the National Gas Rules (NGR) andddatiGas Law (NGL) to ensure
APT Allgas does not charge excessive prices or sapmduly onerous terms and
conditions on customers.

This is the AER'’s final decision on access arrang@sfor the APT Allgas network
for the period 1 July 2011 to 30 June 2016. Tmalfdecision follows the draft
decision released by the AER on 17 February 204d addresses the issues raised in
APT Allgas’s revised access arrangement proposhirasubmissions from interested
parties.

Overall, the AER has come to the view that APT AHi{$ access arrangement
proposal is not acceptable because the propos#d &ae too high and the terms and
conditions are too much in favour of APT Allgas. &sesult, the AER is proposing to
revise the tariffs and terms and conditions of asggoposed by APT Allgas for its
gas distribution network. The AER considers itsgsiens will better balance the
interests of APT Allgas and network users.

The main elements of the AER'’s final decision aeaut below. More detail can be
found in the relevant chapters. This final decisbould be read in conjunction with
the draft decision, APT Allgas’s revised accesaragement proposal, submissions
from interested stakeholders, and the AER’s coastsgt reports, which are available
on the AER’s website.

The AER will publish its access arrangement propasd supporting access
arrangement information, incorporating the revisiset out in this final decision,
before 1 July 2011.

Tariffs

APT Allgas’s proposed tariffs are shown as an inidefigure 1 along with the tariffs
that the AER has calculated in this final decisibne tariffs are calculated based on
forecasts of required capital expenditure for ngreline assets as the network grows,
the replacement of existing assets as neededosite af capital and the cost of
operating APT Allgas’s business. In addition, thefts reflect forecasts of demand

on the network over the next five years. This fidatision sets out the AER’s
considerations and own forecast of each of theseammmponents.
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Figure 1: Real price index — haulage tariffs (indexrice starts at $1 for 2005-06)
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The tariff increases accepted by the AER for treess arrangement period are higher
than applied over the earlier access arrangemeioidp®ut lower than those

proposed by APT Allgas. The increases are drivegelg by higher financing costs,
although a significant increase in customer reaueesapital expenditure is a
contributing factor. The AER has also acceptedsiews to certain asset lives,
resulting in a higher required allowance for defaton. Finally, operating costs are
expected to rise due to higher labour costs aner dfictors. These issues are
discussed in more detail below and in the relechapters of this final decision.

Cost of capital

The AER has determined a cost of capital of 9.50cpat, which compares with the
cost of capital proposed by APT Allgas in its redsaccess arrangement proposal of
11.38 per cent. As the cost of capital in the endccess arrangement period was
8.75 per cent, the AER’s decision increases AP§aNlIs revenue requirement by
5.8 per cent over the access arrangement periahigher cost of capital is the
major driver of real tariff increases over the ascarrangement period.

Figure 2 shows APT Allgas’s revenue (including #acy services revenues) in the
access arrangement period under a number of cespdhl scenarios.




Figure 2: APT Allgas’s forecast revenue under diffeent cost of capital scenarios
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The parameters used to calculate the cost of ¢&witAPT Allgas and the AER are
shown in table 1.

Table 1:  APT Allgas’s proposed and AER'’s allowed cst of capital parameters

Parameters APT Allgas revised proposal AER final deision
Nominal risk free rate (%) 5.71 5.40
Inflation forecast (%) 2.52 2.55
Cost of debt (%) 10.40 9.04
Debt risk premium (%) 4.69 3.64
Cost of equity (%) 12.86 10.20
Equity beta 1.10 0.8
Market risk premium (%) 6.50 6.0
Gearing (%) 60.00 60
Nominal cost of capital (%) 11.38 9.50

The AER considers that the parameters proposedAlyAigas do not meet the
requirements of the NGR.

Capital expenditure

In its draft decision, the AER accepted APT Allgafrecast capital expenditure of
$129 million over the access arrangement periodabincrease of 5 per cent over the
earlier access arrangement period. APT Allgas deddpe AER’s draft decision in

its revised access arrangement proposal, and tiRetAérefore confirms its draft
decision on forecast capital expenditure in tmslfdecision.




Figure 3 shows APT Allgas’s proposed and approgital expenditure programs
for the earlier access arrangement period anddtesa arrangement period.

Figure 3: Total capex — APT Allgas proposed and AERillowed
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Operating expenditure

In its draft decision, the AER did not accept APIlgAs’s opex proposal as being
prudent and efficient, requiring amendments to:

® incorporate alternative input cost escalators
= reduce the price assumption used to estimate UA® co
® various proposed non-base year costs (step changes)

Overall, the AER accepted $94 million ($2010-11ppex, which represented a
$9 million or 9 per cent decrease from the accassigement proposal.

APT Allgas did not accept amendments in relatiobl&G costs, input cost escalators
and one of the proposed non-base year costs. Visedeaccess arrangement
proposal represented an increase of $12 milliotherAER’s draft decision.

The AER largely accepted the additional informatioavided in support of

APT Allgas’s proposed UAG and non-base year codgth, the exception of the
proposed input cost escalators. However, the AERIdered that its proposed
revisions ($0.16 million) were not large enoughwerrant amendment to

APT Allgas’s access arrangement proposal. Theref@m@&ER accepts APT Allgas’s
revised opex proposal of $106 million. This represe 26 per cent increase in real
terms compared to expenditure over the earliersscagangement period. The AER’s
final decision on operating expenditure is illustchin figure 4.
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Figure 4: Total opex — APT Allgas proposed and AERillowed
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Revenue requirement

The AER’s forecast revenue requirement is basegretent and efficient forecasts of
capital and operating expenditures, forecast degire, forecast inflation, a
provision for tax and the return on capital. TheRARas calculated APT Allgas’s
revenue requirement (including ancillary servieagenues) over the forecast period
to be $361 million (nominal), a real increase ofp@8 cent over the earlier access
arrangement period. This compares to APT Allgasedast revenue requirement of
$412 million (nominal), a real increase of 45 pentc The forecast revenue
requirement is shown in figure 5.

Figure 5: AER’s approved revenue requirement for AT Allgas (including ancillary

services)
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In determining APT Allgas’s total tax allowanceetAER has incorporated the recent
Australian Competition Tribunal ruling that a gamwadue of 0.25 is appropriate.

The AER’s proposed regulatory depreciation alloveargflects APT Allgas’s
amendments to remaining asset lives, but updatdsAligas’s revised access
arrangement proposal to account for the latestémteof inflation.

Other issues

APT Allgas broadly accepted the cost pass througbthanism as specified in the
AER'’s draft decision, but proposed a number offertrevisions. The AER has
accepted several of these proposed revisions, andhaer of applicable revisions
proposed by Envestra, where they better promotectiigrements of the NGR and
NGL.

In its draft decision, the AER required two amendta¢o demand forecasts:

® anincrease in forecast residential consumptidhe@nvestern region to account
for weather sensitive space heating demand

= areduction in forecast volume business customerbeus to reflect lower levels
of expected business connections.

APT Allgas adjusted the forecasting approach fanestic consumption in the
western region to better account for weather sgadiieating demand. The AER
considers that the adjustment applied by APT Allgddresses the concerns
expressed in the draft decision, and accepts theeekforecast is reasonable.

However, the APT Allgas has not justified a moveagrom the draft decision in
relation to the volume business customer forecAsts result, the AER proposes to
increase the revised volume business customer ogtgn forecast by 6 per cent.

Terms and conditions

APT Allgas’s access arrangement sets out the pegp@sms and conditions that are
not directly related to the nature or level offfarpaid by users. In its draft decision,
the AER accepted some of the terms and conditiahsslguired amendments in most
of them. In response to the draft decision, APTgadl accepted most of the AER’s
amendments, proposed modifications to the wordfrepme clauses and other
revisions

The AER accepts most of APT Allgas’s proposed madliions to the wording of
clauses as they do not affect the substance aldlises. However, the AER proposes
not to approve some of APT Allgas’s revised termd eonditions. The AER
considers that amended provisions for these tendanditions better promote the
national gas objective of the NGL.

Background

The AER is responsible for the economic regulatiboovered 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
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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 30 September 2010, APT Allgas submitted an acaeangement proposal for its
Queensland gas distribution network for the pefiaaily 2011 to 30 June 2016. In
accordance with the NGR, the AER published APT &dlg access arrangement
proposal on 21 October 2010. Interested parties werted to make submissions on
the proposal and two submissions were received. AIRJBs also presented its access
arrangement proposal at a public forum held intinee on 28 October 2010.

The AER released its draft decision on APT Allgagisess arrangement proposal on
17 February 2011, and held a public forum to expisi decision on 1 March 2011. In
response, APT Allgas submitted a revised acceasgement proposal to the AER on
23 March 2011. Interested parties were invited &xensubmissions on the draft
decision and revised access arrangement proposbiyw@ submissions were
received.
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1 Introduction

1.1 Background

APT Allgas is wholly owned by APT Pipelines Limitgohrt of the publicly listed
APA Group. APT Allgas is both owner and operatothaf APT Allgas network.

The APT Allgas network comprises 2942 km of pipeldelivering 10.5 PJ of gas
annually to approximately 82 000 customers. Thevoek is separated into three
operating regions: Brisbane (covering the areahsotithe Brisbane River), the
Western region (including Toowoomba and Oakey)taedSouth Coast region
(covering the Gold Coast, Tweed Heads and Banara Ponorth east NSW). The
assets used to service Brisbane constitute theritya(68 per cent) of the network.

1.2 Regulatory requirements

The AER is responsible for the economic regulatboovered natural gas
distribution pipelines in all states and territariexcept WA). The APT Allgas
distribution network is a covered pipelih@he AER’s functions and powers are set
out in the NGL and the NGR.

1.3 Draft decision

The AER issued its draft decision not to approvd Afigas’s access arrangement
proposal for the period 1 July 2011 — 30 June 201&7 February 2011 (draft
decision). The AER held a public forum on the ddegtision on 1 March 2011.

1.4 Revised access arrangement proposal

APT Allgas submitted a revised access arrangenrepbpal and revised access
arrangement information for the SA gas distributr@twork to the AER on
23 March 2011.

1.5  Structure of final decision
The AER’s consideration of APT Allgas’s revised @ arrangement proposal and

revised access arrangement information is setofdll@ws:

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

= Part A outlines the key components of the totaéresxe 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.

APT Allgas,Access arrangement submissi@eptember 2010, p. 6.

APT Allgas,Access arrangement submissi@eptember 2010, pp. 6-9.
AEMC, List of natural gas pipelinesviewed 9 December 2010,
<http://lwww.aemc.gov.au/Gas/Scheme-Register/Pigdigti-summary.htmi>.




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

1.6 Next steps

The NGR provides that if the AER does not appravaecess arrangement proposal
it must propose an access arrangement or revigahg access arrangement for the
relevant pipeliné.

The AER has proposed revisions as set out inntd fiecision. These revisions have
been formulated with regard to the matters requindak included in an access
arrangement by the NGL and NGR, APT Allgas’s redigecess arrangement
proposal, and the AER’s reasons for refusing ta@ppthat proposal The AER will
not be consulting on its proposed revisiéns.

The AER must make a decision giving effect to risposed revisions within two
months of making this final decision. The AER expdo make that decision by the
end of June 2011.

* NGR, r. 64(1).
® NGR, . 64(2).
® NGR, . 64(3).




2 Pipeline services

APT Allgas’s access arrangement describes thedypgdenature 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’s draft decision required one amendmeAiR® Allgas’s description of
pipeline services relating to the inlet reconnectservice. APT Allgas amended the
definition of the inlet reconnection service inrgyised access arrangement proposal
to include the relighting of appliances, in acconda with the AER’s draft decision.

The AER is now satisfied that APT Allgas has ifiedtthe pipeline to which the
access arrangement relates, and described the gexppipeline services and
specified reference services in accordance withrélgeirements of the NGR.

2.1 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 serviceSReference
services are defined as pipeline services thdilalg to be sought by a significant
part of the market.An access arrangement must:

= dentify the pipeline to which the access arranggmelates and a website at
which a description of the pipeline can be inspécte

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

= gpecify the reference services, and the terms achwthose services are
provided*

Rule 109(1) of the NGR provides that a pipelinezger 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.

2.2 Revised access arrangement proposal

APT Allgas accepted amendment 2.1 of the AER’stdletision to include the
relighting of appliances as part of the inlet regection service, subject to safety and
access limitations. APT Allgas also made a consaitaleamendment to the proposed
inlet reconnection fee. The revised access arraageproposal provided for an inlet
reconnection fee consistent with the fee in théeraaccess arrangement period,
adjusted for inflatiort?

" NGL,s. 2.

& NGR,r. 101(2).

® NGR,r. 48(1)(a).

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

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

12 APT Allgas,Revised access arrangement submisditerch 2011, p. 3.




2.3 Summary of submissions

The AER received a submission from AGL Energy, askedging that APT Allgas’s
revised access arrangement proposal addressedrtberas raised by AGL Energy
regarding the definition of the inlet reconnecta®vice™

2.4 AER’s consideration

APT Allgas accepted the AER’s draft decision orepipe services and proposed a
revised definition of the inlet reconnection seevighich includes the relighting of
appliances. The AER considers that APT Allgas Imgsapriately described the inlet
reconnection reference ancillary service.

The inlet reconnection service proposed by APT &dlimits the obligation to relight
appliances to circumstances where it is safe tsodand where reasonable access has
been provided? The AER agrees that the relighting of appliancésnet necessarily

be possible for all inlet reconnection services tuaccess limitations or safety
concerns.

APT Allgas will incur additional costs as a consewjce of reinstating the lighting of
appliances as part of the inlet reconnection servibe AER considers it is therefore
reasonable to also reinstate the existing sergieeds APT Allgas has proposed.
However, the AER identified, and APT Allgas acknedded, an error in

APT Allgas’s application of GST to the proposedvim fee® This error is corrected
in the AER’s proposed revision to APT Allgas’s 2014 tariff schedule outlined in
section 2.6.

2.5 Conclusion

The AER considers APT Allgas has appropriately idiex the pipeline to which the
access arrangement relates and described the pbpigline services in accordance
with the requirements of the NGR. The AER approde3 Allgas’s proposed

pipeline services and specification of referengeises as these comply with

r. 48(1)(a)—(d) of the NGR.

2.6 Reuvisions
The AER proposes the following revision:
Revision 2.1:amend table 6 of the proposed 2011-12 tariff seleeat appendix B of

the revised access arrangement proposal to refteictiet reconnection charge of
$96.29 (exclusive of GST) per inlet reconnection.
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AGL Energy,APT Allgas revised access arrangement propdsalApril 2011.

APT Allgas,Revised access arrangement proppbérch 2011, p. 7.

15 APT Allgas, Email to the AERRE: Question for APT Allgas - error in revised Agpandix B
14 April 2011.
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3 Capital base

This chapter sets out the AER’s consideration amalyesis of the opening capital
base and projected capital base in the revised sxagrangement proposal.

In its revised access arrangement proposal, APgaallproposed an opening capital
base on 1 July 2011 of $424 million ($ nominal)isiWas consistent with the AER’s
assessment of APT Allgas’s opening capital bags uraft decision. APT Allgas

accepted the AER’s draft decision to reduce deptiri by $0.3 million ($ nominal).

The projected capital base is influenced by forecagpital expenditure, forecast
depreciation and an inflation adjustment. APT Afigarevised forecast capex of
$129 million ($2010-11) over the access arrangerpernibd is consistent with the
AER'’s draft decision. APT Allgas also acceptedABR®’s draft decision in relation
to inflation. However, APT Allgas proposed an alt#ive approach to calculating
remaining asset lives, which has an effect onahechst depreciation allowance. As
discussed in chapter 4 of this decision, the AEfepis the revised remaining asset
lives proposed by APT Allgas.

APT Allgas proposed a closing capital base as allB@e 2016 of $551 million
($ nominal). The AER proposes a closing capitakebafs$554 million ($ nominal)
based upon the changes to the indexation of thiatdgase.

3.1 Regulatory requirements

In assessing APT Allgas’s opening capital baseAfBR is required to consider the
transitional provisions of the NGR (Clause 3(2kolfiedule 1 of the NGR). This
relates to actual or forecast capex (new facili@estment) under s. 8.21 of the
Code.

In relation to the opening and projected capitaihahe NGR requires APT Allgas 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 accordantterw77(2). Rule 77(2)
specifies the components that contribute to thevaéon of the opening capital
base including conforming capex, depreciation aatindant and disposed of
assets

= aforecast of conforming capex (r. 72(1)(c)(i) ln¢ NGR) and depreciation over
the access arrangement period, including a denatiwstrof how it is derived
(r. 72(2)(c)(ii) of the NGR)




= that the forecasts have been arrived at on a rabobasis, and represent the best
forecast or estimate possible in the circumstagcégl(2) of the NGR)

= the projected capital base is derived using thex@itat (opening capital base plus
forecast conforming capex less forecast depreaamu 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, ait #ither the expenditure is
necessary to maintain and improve the safety ofces 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 ebsdiing 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 arrangetoeantlude a capital redundancy
mechanism. The AER may also require such a meahanishe access arrangement.

The NGR also requires APT Allgas to show the kegyeediture performance
indicators to be used to support the expendituleetmcurred over the access
arrangement period (r. 72(1)(f) of the NGR).

3.2 Revised access arrangement proposal

In its draft decision the AER accepted APT Allgassecast capital expenditure and
opening capital base as at 1 July 2006. HoweverA#R adjusted the values for the
opening capital base as at 1 July 2011 ($424 mijlonominal) and the closing
capital base as at 30 June 2016 ($563 million,rinal). APT Allgas incorporated

the AER’s adjustment to the opening capital baséh® access arrangement period in
its revised access arrangement proposal. Howewr, Algas has proposed an
alternative calculation for the 30 June 2016 clgsiapital base, which uses a
different forecast depreciation allowance.

3.2.1 Opening capital base

Table 3.1 shows the opening capital base in theedwaccess arrangement proposal.
The proposed opening capital base of $424 millioh &uly 2011 (nominal) is the
same as the $424 million approved in the draftsiesi(amendment 3.1).

! AER, Draft decision February 2011, p. 34.




Table 3.1: Revised opening capital base ($m, nominal)

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

Opening capital base 302.7 327.1 350.7 374.0 399.4 423.8
Add cape® 25.2 19.2 251 26.3 26.4
Add speculative capex 0.0 0.0 0.0 0.0 0.0
Add re-used redundant 0.0 0.0 0.0 0.0 0.0
assets

Add indexation 7.4 13.9 8.7 10.8 10.1
Less depreciation 8.2 9.5 10.4 11.4 12.0
Less redundant assets 0.0 0.0 0.0 0.0 0.0
Less disposals and 0.0 0.0 0.05 0.2 0.0
transfers

Closing capital base 327.1 350.7 374.0 399.4 423.8

Source: APT Allgas, Revised access arrangememntniaion, March 2011, p. 6.
(a) Includes capital contributions.

3.2.1.2 Depreciation used in the roll forward model

The revised access arrangement proposal incorgdreteAER’s draft decision to
recalculate APT Allgas’s capital base as at 1 201 using forecast depreciation
from the earlier access arrangement pefiod.

3.2.1.3 Adjustment to the capital base for inflation in theearlier access arrangement
period

The revised access arrangement proposal incorgafeeAER’s draft decision to
adjust the roll forward model (RFM) so that it usies March to March CPI to
calculate inflatior®. APT Allgas’s revised proposal accepts the AERtdtatision
inflation forecast of 2.52 per ceht.

3.2.2 Projected capital base

In its revised access arrangement proposal, APJa8lproposed an alternative
calculation of remaining asset lives, which impawighe depreciation allowance.
This is the reason for the difference between AM@a&’s proposed closing capital
base at July 2016 and the closing capital badeeiER’s draft decision.

The revised access arrangement proposal did notparate the AER’s draft decision
amendment to the projected capital base for degtieni APT Allgas has proposed a
projected capital base of $551 million at 31 JWy & ($ nominal), which reflects
forecast capex of $145 million ($ nominal) and @egation of $18 million

($ nominal) for the access arrangement petidtle projected capital base is outlined
in table 3.2, and compared with that of the AER&ftddecision.

APT Allgas,Revised access arrangement informatigiarch 2011, p. 6.
APT Allgas,Revised access arrangement informatigiarch 2011, p. 6.
APT Allgas,Revised access arrangement submisditerch 2011, p. 47.
APT Allgas,Revised access arrangement informatisiarch 2011, p. 10.
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Table 3.2: Revised projected capital base ($m, nominal)

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

Opening capital base 423.8 450.3 473.5 499.2 524.8
AER draft decision 423.8 452.5 477.9 506.0 534.1
opening capital base

plus forecast capéx 26.9 26.9 29.5 30.2 31.5
plus AER draft decision 26.9 26.9 29.5 30.2 31.5
forecast capex

less forecast depreciation 0.4 3.8 3.8 4.6 5.0
less AER draft decision -1.8 1.5 1.4 2.1 2.4
forecast depreciation

less forecast disposals 0.0 0.0 0.0 0.0 0.0
less AER draft decision 0.0 0.0 0.0 0.0 0.0
forecast disposals

less forecast redundant 0.0 0.0 0.0 0.0 0.0
assets

less AER draft decision 0.0 0.0 0.0 0.0 0.0
forecast redundant assets

Closing capital base 450.3 473.5 499.2 524.8 551.3
AER draft decision 452.5 477.9 506.0 534.1 563.2

closing capital base

Source: APT AllgasRkRevised access arrangement informatilgiarch 2011, p. 10, and
AER, Draft decision February 2011, pp. 31, 42.
(a) These are end of year values.

3.2.2.1 Capital expenditure for the access arrangement peod

The revised access arrangement proposal incorplaiteegorecast capital expenditure
of $129 million ($2010-11), consistent with the AERTraft decisiorf.

However, tables 3.2 and 3.3 of APT Allgas’s reviaedess arrangement information
show higher capex than that originally proposed\B¥ Allgas’ This is a
consequence of APT Allgas using capex figures wheoke had a half year weighted
average cost of capital (WACC) applied to them,otwas not shown in the initial
access arrangement informatfofihis difference in presentation does not reflect a
difference in the underlying real dollar values.

APT Allgas’s capex in the revised access arrangépreposal is set out in table 3.3.

APT Allgas,Revised access arrangement informatigiarch 2011, p. 8; and AERraft decision
February 2011, pg. 33.

APT Allgas,Access arrangement informatiaBeptember 2010, p. 8.

APT Allgas,Access arrangement submissi@gptember 2010, p. 8.




Table 3.3: Proposed forecast capital expenditure for the accesarrangement period
($m, 2010-11§

2011-12 2012-13 2013-14 2014-15 2015-16 Total
Customer requested 15.4 16.2 16.6 17.4 18.2 83.8
Network augmentation 1.6 1.6 3.1 2.4 2.6 11.2
Network renewal 5.9 5.9 6.2 6.9 6.6 31.5
Sub total 23.0 23.6 25.9 26.7 27.3 126.5
Non-system capex 3.3 2.1 1.4 0.6 0.5 7.9
Total capex 26.2 25.6 27.4 27.4 27.8 134.4
Source: APT AllgasRevised access arrangement informatigiarch 2011, p. 8.
€)) The AER has converted nominal dollars to 2010-ehl dollars. These values

have a half-year WACC applied.

The capex included in APT Allgas’s revised accessngement proposal is illustrated
in the figure 3.1 below, compared to actual outitapex and the regulator approved
capex for the earlier two access arrangement peridus figure presents capex
without the half-year WACC applied.

Figure 3.1:  APT Allgas’s capital expenditure ($2010-11)

Em Actual & Estimate —a&— QCA allowance

APT Allgas forecast

Real $m 2010

2001- 2002- 2003- 2004- 2005- 2006- 2007- 2008- 2009- 2010- 2011- 2012- 2013- 2014- 2015-
02 03 04 05 06 07 08 09 10 11 12 13 14 15 16

Source: APT AllgasRkRevised access arrangement informatigiarch 2011, p. 8.
APT Allgas,Access arrangement informatioRebruary 2006, p. 21.
QCA, Revised access arrangement for gas distributiowomts: Allgas Energy
- final decision May 2006, p. 47.

QCA, Access arrangements for gas distribution netwostlgas Energy
Limited and Envestra Limited - draft decisjdviarch 2001, p. 147.

3.2.2.2 Adjustment to the capital base for inflation in theaccess arrangement period

The revised access arrangement proposal incorgaatanflation forecast of
2.52 per cent which is consistent with the methogplproposed by the AER in the
draft decisior.

®  APT Allgas,Revised access arrangement submisditarch 2011, p. 47.
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3.2.2.3 Forecast depreciation allowance in the access arrgament period

The revised access arrangement proposal propadifér@nt method of calculation

for remaining asset lives to that in the AER’s tids&cision. This difference resulted

in a significantly different forecast depreciat@iiowance for the access arrangement
period’® Table 3.4 shows the forecast depreciation propbgedPT Allgas due to

the change in remaining lives contained in thesediproposal.

Table 3.4: APT Allgas’s revised forecast depreciation alloware ($'000, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Straight-line depreciation 11 084 15110 15726 17 151 18 241
Inflationary gain 10 681 11 348 11932 12 580 13 226
Regulatory depreciation 403 3762 3793 4572 5015

Source: APT AllgasAccess arrangement revised submission - PTIRR&Mch 2011.

3.3 AER’s consideration

In its revised access arrangement APT Allgas inm@ated the AER’s draft decision
on its opening capital base and its forecast capekiding the AER’s decisions on
use of forecast rather than actual depreciationtlaméppropriate inflation rate. The
outstanding issues for consideration of APT Allgasipital base are the depreciation
allowance and the adjustment for inflatidriThe depreciation allowance is the more
significant of these issues in monetary terms. ARdas’s revised proposal
incorporated the AER'’s draft decision regardingesaim the previous access
arrangement period and capex in the access arramjgreriod. The outcome of the
AER'’s final decision for APT Allgas’s capital baseshown in figure 3.2.

Figure 3.2:  AER’s conclusion on APT Allgas’s capital base in tl previous access
arrangement period and the access arrangement pedq$ nominal)

B AER decision capital base @ AER decision projected capital base

600

500 A
400 -
300 -
200 -
100 A
0 - ‘ ‘ ‘ : : : : : :

2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16

$m, nominal

Source: AER analysis; and APT Allgd®evised access arrangement information
March 2011, pp. 6, 10.
Note: These are end of year values.

10

APT Allgas,Revised access arrangement submisditerch 2011, pp. 6-10.
11

The appropriate inflation forecast must be basethe most recent available data.
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3.3.2 Opening capital base

APT Allgas’s revised access arrangement informaticorporated the AER’s draft
decision on the opening capital base. HoweverAtR considers the opening capital
base figures for 2010-11 must be updated to takeaiccount the latest inflation
figures available from the Australian Bureau oftiStacs. The forecast inflation for
2010-11 of 2.52 per cent has been updated forlanfiaion of 3.33 per cent. The
effect of the update for actual inflation for 201D+esulted in an increase of the
opening capital base to from $424 million to $42#iom ($ nominal). Therefore, the
AER has revised the value of the opening capitatlzand proposes the revisions
outlined in section 3.5.

3.3.3 Projected capital base

3.3.3.1 Conclusion on capital expenditure

In its revised access arrangement proposal, APJaalaccepted the AER’s draft
decision on forecast cap&While the AER’s forecast capex in the draft demisi
differed marginally from APT Allgas’s proposed expéure, the difference was not
material. Consequently, the AER did not require ARI§as to amend its forecast
capex™ The AER maintains this position for the final dgah.

Figure 3.3 illustrates the actual, estimated amelclst capex included in APT
Allgas’s revised access arrangement proposal.

Figure 3.3:  APT Allgas’s forecast capex expenditure ($2010-11)

@ APT Allgas forecastcapex W Previous period actual capex @ Previous period estimated capex

30

25 | N .
20 | .
15 -

10 |

) I I

0 , , , , , , : : :

2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16

$m, real 2010-11

Source: AERDraft decisionFebruary 2011, p. 30.
APT Allgas,Access arrangement submissi&eptember 2010, p. 39.
APT Allgas,Revisediccess arrangement informatioklarch 2011, p. 8.
Note: The forecast capex values are stated wittha@ubalf-year WACC applied.

2 Tables 3.2 and 3.3 in the revised access arrasmginformation state capex as having a half-year

WACC applied to it. Although this is suitable fdiustrating the calculation of the forecast capital
base, the AER considers it should be stated im@s+ied terms in the stated tables.
13 AER, Draft decision February 2011, p. 30.
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3.3.3.2 Depreciation

The AER accepts APT Allgas’s forecast depreciatibowance. The AER’s
assessment of APT Allgas’s forecast depreciatitmowaince in its revised access
arrangement proposal is presented in chapter Hediral decision. Table 3.5
reproduces the conclusions from that chapter.

Table 3.5: AER approved depreciation for the access arrangemeperiod
($ m, nominal)

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

Straight-line depreciation 11.2 15.2 15.8 17.2 18.3
Inflationary gain 10.9 11.6 12.1 12.8 13.5
Regulatory depreciation 0.3 3.6 3.7 4.4 4.9

Source: AER analysis

3.3.3.3 Adjustment to the capital base for inflation

The revised access arrangement proposal incorgdtredorecast inflation rate
proposed in the draft decisichHowever, as noted in the draft decision, the fasec
inflation amount has been updated based on the upast date information. As
discussed in chapter 5 the AER has determinedeadst inflation rate over the
access arrangement period of 2.55 per cent.

3.3.3.4 Summary of the projected capital base

The AER has considered the components of APT Aliga®posed projected capital
base. Given the amendments required to APT Allgadjgstment of the capital base
for inflation, the AER considers that APT Allgagisojected capital base does not
comply with r. 74(2) and r. 78 of the NGR. The ARR®poses to revise the projected
capital base as set out in revision 3.4 of thissiec.

3.3.4 Closing capital base for the access arrangeme  nt period

As outlined in the draft decision, the AER conssd&PT Allgas’s approach is
consistent with r. 90 of the NGR However, as discussed in chapter four of this
decision, the AER does not accept APT Allgas’sakion of forecast depreciation.

In its draft decision, the AER accepted APT Allgagfoposal to use forecast
depreciation to roll forward the capital base taJ8@e 2016. Subsequently, however,
the AER discovered a typographical error in theeas@rrangement where an
incorrect reference was made to the tax asset B&3eAllgas confirmed this was an
error and that it did not intend for the tax adsete to be rolled forward using forecast
inflation.*® Accordingly, the AER has removed the referenca®’ in the relevant
section of the access arrangement.

14 APT Allgas,Revised access arrangement submissiterch 2011, p. 47.

5 AER, Draft decisionFebruary 2011, pp. 46—48.
6 APT Allgas, E-mail to the AERRE: AER.APT.RP.11: TAB Depreciati@8 April 2011.
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3.4 Conclusion

Opening capital base

The AER does not approve the opening capital beggoped by APT Allgas for the
access arrangement period as it does not comptyrwit7(2) of the NGR.

APT Allgas accepted the elements of the AER’s diaftision affecting the opening
capital base. However, the AER proposes revisitiridupdate the opening capital
base for actual inflation for the final year (201Q}-of the earlier access arrangement
period, which is set out below.

Projected capital base

The AER does not approve the proposed projecteitat@pse proposed by

APT Allgas as it does not comply with r. 74(2)78 and r. 79 of the NGR. The
AER'’s proposed revisions 3.2 (forecast capex)(fei&cast depreciation allowance),
and 3.4 (projected capital base) are set out below.

Closing capital base for the access arrangement per  iod

The AER approves the proposed estimation of degtieni on the basis of forecast
capital expenditure for establishing APT Allgasfseaing capital base for the access
arrangement period commencing 1 July 2016.

3.5 Revisions

The AER proposes the following revisions:

Revision 3.1:amend the revised access arrangement informatidaeléte Table 3.1
and replace it with the following, and make alletlelements of the access
arrangement and access arrangement informatiomstemswith the following:

Table 3.6: AER approved opening capital base ($m, nominal)

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

Opening capital base 302.7 327.1 350.7 373.9 399.3 427.0
Add capef 25.2 19.2 25.0 26.1 26.5

Add speculative capex 0.0 0.0 0.0 0.0 0.0
Qgsei'”sed redundant 0.0 0.0 0.0 0.0 0.0

Add indexation 7.4 13.9 8.7 10.8 13.3

Less depreciation 8.2 9.5 10.5 11.5 12.1

Less redundant assets 0.0 0.0 0.0 0.0 0.0

tLerlSS f‘;irssposa's and 0.0 0.0 0.05 0.2 0.0

Closing capital base 327.1 350.7 373.9 399.3 427.0

a . T
Excludes capital contributions
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Revision 3.2:amend the revised access arrangement informatidaeléte Table 3.3
and replace it with the following, and make alletlelements of the access
arrangement and access arrangement informatiormstemswith the following:

Table 3.7: AER approved forecast capex ($m, 2010-11)

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

Customer requested 14.8 15.5 15.9 16.7 17.4 80.4
Network augmentation 1.6 15 3.0 2.3 2.5 10.8
Network renewal 5.7 5.6 6.0 6.7 6.3 30.2
Sub total 22.0 22.6 24.9 25.6 26.2 121.4
Non-system capex 3.1 2.0 1.4 0.6 0.5 7.6
Total capex 25.2 24.6 26.2 26.3 26.7 128.9

Revision 3.3:amend the revised access arrangement and actasgesment
information to make consistent with table 3.5 abiiustrating the AER’s approved
forecast depreciation allowance, also discussetiapter 4 of this decision.

Revision 3.4:amend the revised access arrangement informatideléte table 3.8
and replace it with the following, and make alletlelements of the access
arrangement and access arrangement informatiormstemiswith the following:

Table 3.8: Projected capital base ($m, nominal)

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

Opening capital base 427.0 453.4 476.4 502.0 527.6
plus forecast capéx 26.7 26.7 29.2 30.0 31.3
add indexation 10.9 11.6 12.1 12.8 135
less forecast depreciation 11.2 15.2 15.8 17.2 18.3
less forecast disposals 0.0 0.0 0.0 0.0 0.0
less forecast redundant 0.0 0.0 0.0 0.0 0.0
assets

Closing capital base 453.4 476.4 502.0 527.6 554.0
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4 Depreciation

The AER’s draft decision accepted APT Allgas’s peaal straight-line depreciation
method and standard asset lives. However, the AdeRcbncerns with APT Allgas’s
calculation of remaining asset lives and did noteqat the forecast regulatory
depreciation allowance. The AER determined a faseregulatory depreciation
allowance of $7 million (nominal) based on the gfhd-line approach for the access
arrangement period.

In response to the draft decision, APT Allgas pssabto recalculate the remaining
asset lives. The AER considers that the approaobtad by APT Allgas is
reasonable. The adjusted remaining asset livegpasead by APT Allgas contribute to
an increase in prices of about 1.2 per cent paruan. This increase is greater than
the 0.5 per cent per annum increase approved bAER in the draft decision.
However, the AER considers it is unlikely to béasge as to hamper efficient growth
in the market for reference services. Therefore AER has accepted the revised
remaining lives proposed by APT Allgas as beingsistent with r. 89 of the NGR.

However, the AER does not accept the forecast atgyl depreciation allowance
proposed by APT Allgas for reasons discussed ipteh&. In considering the AER’s
proposed changes to the capital base, the AER d&laalated a total forecast
regulatory depreciation allowance of $17 millioro(ninal) for the access
arrangement period.

4.1 Regulatory requirements

APT Allgas is required to provide a depreciatiohextule that sets out the basis upon
which the assets constituting the capital bas¢oabe depreciated for determining
reference tariffs (r. 88(1) of the NGR). The scHeduay 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 depreamsichedule should be designed:

(8) so that reference tariffs will vary, over tinirea way that promotes
efficient growth in the market for reference seeg; and

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

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

(d) so that (subject to rules about capital redangg an asset is
depreciated only once (i.e. the amount by whichsset is depreciated
over its economic life does not exceed the vafubeasset as at the
time of its inclusion in the capital base (adjdstéthe accounting
method approved by the AER permits, for inflatjpand

(e) so as to allow the service provider's reasanabkds for cash flow to
meet financing, non-capital and other costs.
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Rule 89(2) states that compliance with r. 89(1) mmaplve the deferral of a
substantial amount of depreciation.

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 depreciatbedule for the transitional access
arrangement under section 8.32 of the Code.

Rule 74(2) states that a forecast or estimate brustrived at on a reasonable basis;
and represent the best forecast or estimate pessilihe circumstances.

4.2 Revised access arrangement proposal

The AER'’s draft decision accepted the proposedistahasset lives and the use of
the straight-line approach to calculate depreaatitowever, the AER found errors
with the remaining lives proposed by APT Allgasd aaquired revised remaining

asset lives be adopted in determining the foreeagtiatory depreciation allowance.

421 Assetlives

APT Allgas did not accept the AER’s draft deciseanendment to the remaining
asset lives. APT Allgas stated that the acceptahstandard asset lives creates a
‘duality’ of lives for calculating depreciation the future? APT Allgas submitted that
it has recalculated remaining asset lives for sdka classes to be consistent with the
AER approved standard livEAPT Allgas’s proposed approach to calculating the
remaining lives for each asset class is as follows:

1. Using the AER’s alternative remaining asset livasdal upon the historical
standard asset livésand the residual asset value as at 1 July 2B&%rinual
depreciation can be calculated.

2. The annual deprecation on the opening capital isesléered using the proposed
change in standard asset life and subsequent chamtige depreciation rate.

3. The revised remaining asset life is then determinedividing the opening capital
base as at 1 July 2011 by the revised annual daficecas calculated in step’2.

The remaining asset lives as approved by the ABRdmraft decision and
APT Allgas’s revised remaining lives are reprodufsmdcomparison in table 4.1.

This clause is also relevant if the AER makesvts proposal for revision of a transitional access
arrangement under r. 63 or r. 64 of the NGR.

APT Allgas,Revised access arrangement submisditerch 2011, p.7.

APT Allgas,Revised access arrangement submisditerch 2011, p.7.

AER, Draft decision APT Allgas gas netwoikebruary 2011, p.40, (Table 4.4)

APT Allgas,Revised access arrangement submisditerch 2011, p.7

a B~ W N

17



Table 4.1 AER'’s remaining asset lives and APT Allgas’s propad remaining asset
lives (years)

Asset class AER’s weighted Draft decision APT Allgas
ave. remaining lives remaining lives proposed remaining
lives
Network pressure control 42.9 35.8 34.3
facilities
HP Steel mains 87.9 73.4 67.0
Distribution mains 70.5 58.9 44.1
Distribution mains — steel 11.1 9.3 12.4
unprotected
Distribution mains — PVC 13.0 13.0 21.7
Distribution mains- copper 73.0 73.0 42.9
M/LP customer services PE 49.4 41.3 41.2
M/LP customer services ST 107.7 107.7 44.9
Contract metering equipment 22.8 19.0 11.4
Tariff metering equipment 19.9 16.6 11.9
SCADA & telemetry 68.1 68.1 13.6
Equipment & Others 5.0 5.0 5.0

Source: APT AllgasiRevised access arrangement submissiterch 2011, p.9;
AER, Draft decision APT Allgas gas netwofkebruary 2011, p.40.

4.2.2 Forecast depreciation

The revised remaining asset lives proposed by ARJad requires a recalculation of
the forecast regulatory depreciation allowance ftbat determined by the AER in

the draft decision. Forecast regulatory depreaiasalso subject to adjustment due to
changes in the other building block components,etaithe capital base and forecast
inflation. Table 4.2 summarises the forecast raguyadepreciation allowance
proposed by APT Allgas.

Table 4.2 APT Allgas’s revised forecast depreciation alloware ($m, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Straight-line 11.1 15.1 15.7 17.2 18.2
depreciation
Indexation 10.7 11.3 11.9 12.6 13.2
Regulatory 0.4 3.8 3.8 4.6 5.0

depreciation

Source: APT AllgasRevised access arrangement submissidarch 2011, p.10.
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4.3 AER’s consideration

The AER accepts the remaining asset lives as peaplog APT Allgas in its revised
access arrangement proposal. It considers the agpexopted by APT Allgas is
consistent with r. 89 of the NGR. The AER also ¢des that the size of the increase
in the forecast regulatory depreciation allowange th these revised remaining asset
lives is unlikely to inhibit the efficient growtimithe market for reference services.
The price impact of revising the remaining assetdiwas a concern of the AER in its
draft decision. The discussion below explains hd Adllgas addressed these
concerns.

APT Allgas accepted the standard asset lives approvthe AER’s draft decision.
Accordingly, no further discussion is required bis tmatter.

4.3.1 Remaining asset lives

The AER’s draft decision approved a step up irffeaaf about 0.5 per cent per
annum due to shorter remaining asset lives. Thiysiaan the draft decision was
complicated by an error APT Allgas had made inddleulation of remaining assets
lives in its original proposal. In response to dnga from the AER, APT Allgas
provided two sets of revised remaining asset lisebe AER. This material was
submitted after lodgement of the original propdsatlbefore the draft decisidrThe
first set of remaining asset lives were determitoeprovide a revenue impact similar
to that in APT Allgas’s original proposal, whichetAER accepted in the draft
decision. The second set of remaining asset lisagcted for the identified error but
otherwise applied the same general approach agiariginal proposal. The AER
considered that if it had accepted the secondfgentaining asset lives, prices would
have increased by about 3.2 per cent per annura.Wduld likely hamper efficient
growth in the market for reference services ancdefioee these remaining asset lives
were considered to be inconsistent with r. 89(19tahe NGR. However, the first set
of remaining asset lives increased prices by orfyp@r cent per annum, which was
not considered by the AER to be inconsistent wiB9(1)(a) of the NGR.

APT Allgas revised its approach to determiningrém@aining asset lives in its revised
access arrangement proposal. To calculate the mergasset lives for its opening
capital base as at 1 July 2011 APT Allgas adjutedveighted average remaining
asset lives, as shown in column one of table 4FII Allgas did so by calculating
revised annual depreciation as at 1 July 20This was based on the annual
depreciation derived from the weighted average meimglives but was adjusted to
reflect the change in standard lives of the assquéstiorf The AER accepted the
standard asset lives proposed by APT Allgas idriast decisior?. The standard asset
lives used by the QCA were considered relativehgloompared with other gas

®  AER, Draft decision APT Allgas gas netwpMarch 2011, pp. 39-41.

Annual deprecation is the residual value of theital base divided by the remaining asset life.

In the case where the economic life of an assetmsidered to have changed, for example, from
50 to 40 years, the depreciation rate is considerettange from 0.2 per cent per annum to

0.25 per cent per annum. The adjustment factorieghply APT Allgas is the ratio of the new
depreciation rate to the old depreciation rates fhéthod allows for the proportional change in
depreciation rates while maintaining the effectvefghting of the assets of which the asset class is
comprised.

®  AER, Draft decision APT Allgas gas netwoiMarch 2011, p. 39.
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networks in Australia® For example, network pressure and control fagditi
previously had a standard asset life of 50 yeaosvé¥er, the AER approved a
standard asset life of 40 years for future cap@se on the difference in these
standard asset lives APT Allgas in this examplemeined the annual depreciation
for this asset would be 25 per cent higher (usisggaght-line depreciation approach)
than previously. The proposed remaining asset lvere then calculated by

APT Allgas as the residual asset value as at 12yl divided by the revised annual
depreciation it had determined.

The AER considers this revised approach to be redde. On the one hand, the
proposed remaining asset lives reflect the chamgéandard asset lives. Therefore,
the approach allows for adjustment of the depreriadchedule which recognises the
changes in the expected economic lives of the atsstes consistent with r. 89(1)(c)
of the NGR. On the other hand, the AER has invastijthe price impact of the
revised remaining asset lives, finding that prisékincrease by about 1.2 per cent
per annum. The AER considers the size of this as#as unlikely to hamper efficient
growth in the market for reference services coasistvith r. 89(1)(a) of the NGR.
The AER therefore accepts the proposed remainisgt éises presented in table 4.1.

4.3.2 Forecast depreciation

The AER has recalculated the forecast regulatopyedgation for APT Allgas to take
into account the adjustment to the capital bas¢hiup-to-date inflation indexation
and the approved remaining asset lives.

Table 4.3 AER'’s forecast depreciation for the access arrangeemt period
($m, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Straight-line 11.2 15.2 15.8 17.2 18.3
depreciation
Indexation 10.9 11.6 12.1 12.8 13.5
Regulatory 0.3 3.6 3.7 4.4 4.9

depreciation

Source: AER analysis.

Regulatory depreciation is straight-line depreoratet of the inflation indexation
applied to the capital base for each year. Thatioih forecast has been updated to
2.55 per cent per annum for this decision, as dsadiin chapter 5.

APT Allgas’s depreciation schedule is consisterthwi 89(d) of the NGR that
requires each asset is depreciated only once. feordieof depreciation under
r. 89(2) of the NGR is required in the presentwinstances.

4.4 Conclusion

The AER accepts the revised remaining asset lix@sosed by APT Allgas as they
are consistent with r. 89 of the NGR. In particutae remaining asset lives reflect the
standard asset lives approved in the draft deciSiba AER considers the step

19 AER, Draft decision APT Allgas gas netwoidarch 2011, p. 39.
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increase in prices associated with the adjustntergrhaining asset lives is unlikely to
adversely affect the efficient growth in the marketreference services.

However, the forecast regulatory depreciation alloge also needs to be adjusted to
reflect the updated inflation forecast discussechiapter 5. Therefore, the AER does
not accept the forecast depreciation allowanceqseg by APT Allgas under

r. 74(2)(b) of the NGR, and proposes to amend ARgaA’s revised access
arrangement proposal to reflect revision 4.1.

4.5 Reuvisions
The AER proposes the following revision:
Revision 4.1:amend the revised access arrangement and revisesisaarrangement

information to reflect the forecast regulatory dmgation allowance set out in
table 4.3.
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5 Rate of return

The AER has rejected APT Allgas’s proposed ratetofn of 11.38 per cent as it is
not commensurate with prevailing market conditionthe market for funds and the
risks involved in providing reference servicesagerof return of 9.50 per cent is
appropriate for the benchmark service provider. AieR has undertaken a number
of reasonableness checks to confirm the rate afmet has determined.

This chapter sets out the AER’s consideration efappropriate rate of return for

APT Allgas for the access arrangement period, agalgdwith issues raised in

APT Allgas’s revised access arrangement propodase issues include the
determination of the risk free rate, market riskmium (MRP), equity beta and debt
risk premium (DRP). APT Allgas’s revised accessiagement proposal accepted the
AER'’s approach to calculate the inflation forecadte AER’s draft decision accepted
APT Allgas’s proposed gearing ratio.

The AER has confirmed its draft decision on thepeaters to determine the rate of
return. The AER considers that the MRP, equity bathDRP proposed by

APT Allgas were too high with respect to the risk®Ived in providing reference
services under prevailing market conditions. Th&Atas accepted APT Allgas’s
proposed averaging period for estimating the rigefrate and the DRP. The rate of
return of 9.50 per cent determined by the AER geHan the 20 day averaging
period ending 31 May 2011.

5.1 Regulatory requirements

Rule 72(1)(g) of the National Gas Rules (NGR) regjtiat the access arrangement
information for a full access arrangement propasast include the proposed rate of
return, the assumptions on which the rate of retmoalculated and a demonstration
of how it is calculated.

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

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

Rule 87(2) of the NGR requires that in determirangte of return on capital, it will
be assumed that the service provider meets benkHewals of efficiency, uses a
financing structure that meets benchmark standaegste-gearing and other financial
parameters—for a going concern, and reflects ieratkspects 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 u$ed.weighted average cost of
capital (WACC) is given as an example of a wellegted approach, and the capital
asset pricing model (CAPM) is given as an exampkewell accepted financial
model.

! Based on the nominal vanilla WACC formulation.
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5.2 Revised access arrangement proposal

The AER did not approve APT Allgas’s proposed rHteeturn as it did not comply
with r. 87 of the NGR. It required APT Allgas to and its access arrangement to take
account of the rate of return set out in table’5.1.

Table 5.1 AER draft decision on WACC parameters

Parameter

Nominal risk free rate (%) 5.68
Inflation (%) 2.52
Equity beta 0.80
Market risk premium (%) 6.00
Debt risk premium (%) 3.93
Gearing (%) 60.00
Cost of debt (%) 9.61
Cost of equity (%) 10.48
Nominal vanilla WACC (%) 9.96

Source: AERDPraft decision, APT Allgas access arrangement psapéor the Qld gas
network 1 July 2011-30 June 2QF&bruary 2011, p. 69.

APT Allgas did not accept the AER’s draft decismnthe equity beta, MRP and
DRP. It accepted the AER’s approach to calculagdrifiation forecast. In support of
its revised proposed DRP, APT Allgas submittedpmrefrom Australia Ratings,
which concluded that the Bloomberg fair value eates should be used to calculate
the DRP? APT Allgas nominated an averaging period of 20ess days ending

31 May 2011 to calculate the bond rates.

APT Allgas has proposed a nominal vanilla WACC df3B per cent in its revised
access arrangement proposal, based on the riskabeeprevailing at the time of
submitting the revised access arrangement propbable 5.2 sets out APT Allgas’s
revised proposed WACE.

AER, Draft decision, APT Allgas access arrangement psapéor the Qld gas network 1 July
2011-30 June 201&ebruary 2011, p. 69.

Australia Ratings=stimating the debt risk premiumglarch 2011.

APT Allgas,Revised access arrangement submisditerch 2011, p. 47.
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Table 5.2 APT Allgas revised access arrangement proposal WAC@arameters

Parameter APT Allgas revised proposal
Nominal risk free rate (%) 5.71

Equity beta 1.10

Market risk premium (%) 6.50

Debt risk premium (%) 4.69

Gearing (%) 60.00

Cost of equity (%) 12.86

Cost of debt (%) 10.40

Nominal vanilla WACC (%) 11.38

Source: APT AllgasiRevised access arrangement submission, EffectivelQ2011—
30 June 2016March 2011, p. 47; APT AllgaRevised access arrangement
information, Effective 01 July 2011-30 June 20d&rch 2011, p. 17.

5.3 AER’s consideration

The AER has not accepted APT Allgas’s proposedahteturn in its revised access
arrangement proposal. The AER considers that tleeofaeturn proposed by APT
Allgas is excessive and inconsistent with the nements of r. 87 of the NGR. In
particular, the AER considers that the rate ofrmefaroposed by APT Allgas is not the
best estimate commensurate with the prevailing itiond in the market and the risk
of providing reference services.

Having rejected APT Allgas’s proposal the AER noseds to determine an
alternative value. In determining an appropriate od return the AER has reviewed a
variety of evidence and arguments, and has exera@gs@dgment to arrive at an
outcome that it determines best satisfies the rements of the NGR and NGL. The
AER has also compared the rate of return it hasrdehed against high level
indicators for reasonableness. These indicatorgesighat the rate of return
established by the AER is at least sufficient tetike objectives and requirements
of the NGR and NGL.

The AER’s considerations are summarised in theatg sections:

= an evaluation of why the rate of return set byAE&R is appropriate
= equity beta

=  market risk premium

= debt risk premium

= averaging period and risk free rate
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= gearing (debt to equity) ratio
=  method of inflation forecast.

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

5.3.1 Evaluation of the overall rate of return

This section considers the overall rate of retesulting from parameters determined
by the AER elsewhere in this chapter. This assessoomsiders whether the overall
rate of return determined by the AER is commensundth prevailing conditions in
the market for fund3and that the service provider has an opportunitgtover at
least its efficient costy.

The AER’s draft decision assessed the overallohteturn using market data and
finance theory. This analysis indicated that the overall rateadfim set by the AER,
although lower than the rate of return proposedBY Allgas, was at least sufficient
to meet the cost of capital faced by regulatedisemproviders.

APT Allgas did not accept the AER’s draft decismmthe overall rate of return. Its
revised proposal disputed the implications of récegulated asset sales and the cost
of equity implied from broker reports.

The techniques available to the AER to assessvdialb rate of return, for its draft
and now this final decision, can produce a broadeaf plausible rates of return. In
view of this, the AER primarily relies upon detailanalysis of the input parameters
(discussed later in this chapter) in accordanck established finance practice to
determine the rate of return. The additional ovéeghniques are given appropriate
consideration in assessing the reasonableneses# thsults.

The AER has examined broker WACCs, regulated asdes and trading multiples,
and these analyses support the conclusion thaivémall rate of return set by the
AER is commensurate with prevailing conditionshe market for funds. Further, two
of these analyses—recent regulated asset saleésadimdy multiples—suggest that
that the regulated cost of capital has been at &salsigh as the actual cost of capital
faced by the businesses, and most likely has lmeexcess of the actual cost of
capital associated with the risks involved in pdivg reference services.

For this decision, the AER determines the oveed# of return using a nominal
vanilla WACC of 9.50 per cent. This is based omst of equity of 10.20 per cent, a
cost of debt of 9.04 per cent and a gearing rdt@0qer cent. The cost of equity is
estimated using the CAPM, an MRP of 6 per centaandquity beta of 0.8. The cost
of debt is estimated using a DRP of 3.64 per cBm.risk free rate is estimated at
5.40 per cent using 10 year Commonwealth Governi®@eatrities. The reasons
behind these parameter inputs are summarisedrtetigis chapter, with further details
included in appendix A.

> NGR,r. 87().

®  NGL, s. 24(2)(a).

AER, Draft decision APT Allgas access arrangement proposal for the gaisl network, 1 July
2011-30 June 20147 February 2011, pp. 174-180.
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After considering the information before it, the REonsiders that the overall rate of
return of 9.50 per cent satisfies the requiremehtee NGL and NGR. The AER’s
considerations on the overall rate of return arersarised below, with further details
included in appendix A.

Broker reports

The WACC determined by the AER is within the broadge of discount rates
applied in equity broker reports (once converted tmnsistent reporting basis), as
evident in table 5.3.

Table 5.3 Comparison of WACC used by brokers and the AER (pecent)

Broker Companies assessed Nominal vanilla WACC
Citigroup DUE, SKI 9.20-10.90
Credit Suisse APA 9.35
Deutsche Bank APA, DUE, SPN 9.22
Goldman Sachs APA, ENV, SKI 10.04-10.66
Morgan Stanley SPN 8.16
UBS SKiI 8.04-8.44
Wilson HDF 10.02
Aggregate range APA, DUE, ENV, HDF, SKI 8.04-10.90
AER (Benchmark firm) 9.50

Source: Equity broker reports, AER analysis.

Note: This table shows only those brokers who regner WACC in vanilla form or provide
sufficient detail to enable conversion to this folviore broker reports are included in
appendix A where different forms of WACC are coesetl. Companies evaluated are
APA Group (APA), DUET Group (DUE), Envestra Limit@@NV), Hastings Diversified
Utilities Fund (HDF) and Spark Infrastructure GrqgKl).

Regulated asset sales

Sales of regulated assets (including the sale ah@p Energy’s gas network in
October 2010) have been at premiums to the valtizeafegulated asset base of
between 20 and 119 per cent, as evident in taBle 5.

8 AER, Draft decision APT Allgas access arrangement proposal for thegaisl network, 1 July

2011-30 June 20147 February 2011, pp. 174-176.
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Table 5.4

RAB multiple for recent regulated asset sales

Date Acquirer Target RAiimglst;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 141-152
Mar 06 APA Murraylink 1.47
Aug 04 DEUT/Alinta/Alcoa Dampier to Bunbury Natutahs 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 Limiteidancial Services Guide and Independent

Expert Report in relation to the RecapitalisatiamlaRestructure of Babcock & Brown
Infrastructure 9 October 2009, p. 78 and Grant Samuel & AssesiRty Limited,
Independent Expert Report in relation to the Acigjois of the Alinta Assetd November

2007, p. 65.

The AER considers that the acquisition premiumseHaeen substantial, and that
premiums of this magnitude are unlikely to be eixd by factors associated with
the sale processThis suggests that the regulated cost of capétsldeen at least as
high as the actual cost of capital faced by thenmsses, and most likely has been in
excess of the actual cost of capital. Market tretisas therefore do not support the

9

Such as expected synergies arising from thessatgsjudgment of the true value of the business.

AER, Draft decision APT Allgas access arrangement proposal for thedalsl network, 1 July
2011-30 June 20147 February 2011, p. 48.
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view that regulated rates of return result in uraenpensation with respect to actual
required rates of return. The AER considers thatriplied premium it calculated on
the sale of Country Energy’s gas network in Oct@f0 is sound, given that it was
based on sale details in the official ASX announeeinvy Envestra.

Trading multiples

Trading multiples for listed businesses operategutated networks have also
exceeded the value of the regulated asset basetledn 15 and 81 per cent, as
evident in table 5.5°

Table 5.5 RAB multiples of regulated assets using recent magk data

Average RAB as at 30 June  Average RAB as at 30 June

Entity 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 Limiteidancial Services Guide and Independent
Expert Report in relation to the RecapitalisatiamdaRestructure of Babcock & Brown
Infrastructure 9 October 2009, p. 77. Based on share price8 September 2009 and
average nominal RAB for relevant year. RAB is basedhe respective regulatory
determinations except for DUET which allows for $#08 million expenditure on the
Stage 5A and 5B expansion of the Dampier to Bunblatyral Gas Pipeline.

The AER considers that the trading premiums haea Iseibstantial and that
premiums of this magnitude are unlikely to be eixld by other factors alorté This
suggests that the regulated cost of capital has &least as high as the actual cost of
capital faced by the businesses, and most likedyolezn in excess of the actual cost
of capital.

Other assessments

The AER has evaluated a number of other technifpresssessing the overall rate of
return raised in the revised proposal—specificallyidend yields, relative debt
returns, credit rating metrics and the Modiglianii& theorem. The AER considers
that:

= projections based on dividend yields produce suatoad range of results that
they do not provide any meaningful conclusion

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

in relation to the Recapitalisation and RestructofeBabcock & Brown Infrastructur® October
2009, p. 77; AERDraft decision APT Allgas access arrangement proposal for thedalsl
network, 1 July 2011-30 June 201§ February 2011, p. 177.

Such as differences in tax structure, gearingrowth options. AERDraft decision APT Allgas
access arrangement proposal for the Qld gas netwibduly 2011-30 June 20167 February
2011, p. 48.

11
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= analysis of relative returns to debt and equitydpaes only an absolute lower
bound for the cost of equity, which the rate oftiretestablished by the AER
satisfies

= setting the rate of return to meet credit ratingriog is conceptually invalid, since
credit rating agencies rely on both qualitativedes and quantitative ratios

= the Modigliani-Miller theorem, while conceptuallgund, faces limitations in
terms of simplifying assumptions that prevent ge tn estimating a ‘real world’
rate of return.

Most importantly, none of these analyses indidat the overall rate of return set by
the AER would not allow APT Allgas the opportunityrecover at least its efficient
costs incurred in providing reference services.

Conclusion

The AER considers that the analyses of marketglgiport the conclusion that the
rate of return established by the AER is commertew&h the prevailing conditions
in the market for funds and the risks involved ioyiding reference servicé§The
rate of return determined in this decision is astesufficient to meet the cost of
capital faced by regulated service providérs.

5.3.2 Equity beta

The equity beta provides a measure of the ‘rislghefsan asset’s return compared
with the return on the entire market. The equittalyeflects the exposure of the asset
to systematic or ‘non-diversifiable’ risk, whichtise only form of risk that requires
compensation under the CAPM.

Consistent with the 2009 WACC review, the AER’sfddecision considered that an
equity beta of 0.8 would ensure that the servicwiger has the opportunity to
recover at least its efficient costs incurred ioviing reference services. As shown
in table 5.6, the AER considers that CEG’s equétalestimates support the empirical
findings in the WACC review of an equity beta ramd®.4 to 0.7 for Australian
energy network business¥s.

122 NGR, r. 87(1).
13 NGL, s. 24(2)(a).
14 AER,WACC review final decisiori. May 2009, pp. xv—xviii, 239-292, 343-361.
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Table 5.6 Equity beta estimates

Company Equity beta

CEG estimates

Envestra 0.51

Hastings 1.64

Australian Pipeline 0.54

DUET 0.34

Spark Infrastructure 0.53

SP AusNet 0.14
Simple average 0.62
AER WACC review range 0.41 -0.68

Source: Competition Economist Grougstimating the cost of capital under the NGR, Aorefor
Envestra September 2010, p. 49 and ABR)al decision, Electricity transmission and
distribution network service providers, Reviewh# weighted average cost of capital
(WACC) parametersl May 2009, p. 343.

APT Allgas’s revised proposal did not accept theRAdEdraft decision and stated that
the equity beta should be 1.1. Consistent witbrigginal proposal, APT Allgas
maintained its view that the average regulatedggneetwork business has lower
business risk compared to the market average ghehfinancial risk compared to
the market average. Therefore, the average reguisiergy network business should
have an equity beta of 1.0, which is the sameastdrket equity beta. APT Allgas
also maintained that it has higher systematicthak the average network business.
This is because gas is a fuel of choice comparetktiricity and APT Allgas has
lower market power compared to other gas distrilputiusinesses.

The AER rejects APT Allgas’s revised proposal okguity beta estimate of 1.1 as it
would result in a cost of capital which is excessiith respect to the risk involved in
providing reference services. The AER maintainpasition in the draft decision and
considers that an equity beta of 0.8 provides #st bstimate commensurate with
prevailing conditions in the market for funds ahd tisks involved in providing
reference services, as required under r. 74(2).a8if{1) of the NGR® The AER has
reached this conclusion for a number of reasoriadiryg the following:

®* The AER considers that, on both theoretical andiecap grounds, the lower
systematic risk faced by regulated businesses thareoffsets the impact of
higher financial risk faced by these businessess iBlsupported by the AER’s
empirical estimate of an equity beta range of 0.@.7 for regulated energy
businesses, which is less than the market equitydfel.0. The AER’s approach
to estimating equity betas addresses the impasuaf risks by taking a sample of

> APT Allgas,Revised access arrangement submisditerch 2011, pp. 44—46.

16 NGL, s. 24(2).
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firms with a similar level of systematic risk, atiebn adjusting the sample for
financial risk to reflect the target benchmark gegievel.

®= The AER considers that regulated businesses fager lgystematic risk than the
market, primarily due to the stable cash flowshefse businesses. The lower
equity beta is the result of a regulatory regined girovides protection to
regulated businesses that are not available t@ tinohe competitive
environment, including:

= tariff variation mechanism allows for the annugjustiment for inflation,
lowering exposure to inflation risk

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

= cost pass through mechanism allows for certairsdodbe passed on to
consumers during the access arrangement periodriloyvexposure to costs
not forecast at the commencement of the accessgameent period

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

= a service provider may submit an access arrangevaeation proposal for
the AER'’s approval’

= The AER does not consider that gas being a fuehoice exposed to competition
from alternative energy sources, including elettyrimeans APT Allgas is
exposed to more systematic risk. This is becawsesk arising from such
competition could be mitigated by a diversifiedestor who holds both electricity
and gas stock¥.

= The AER does not accept the proposition that API§asl has lower market power
than other gas distribution businesses and mamitsview in the draft decision
that, amongst other things, the high switching<émt a gas user implies
APT Allgas would have a higher degree of market grow

The AER has also reviewed Envestra’s access amsgeproposal, which applies to
a Queensland gas distribution network that is sintd the APT Allgas network. To
this end, the AER’s consideration of the equityaldatthis decision also takes into
account the issues raised by Envestra. The AER&Iee consideration of the equity
beta in relation to the matters raised in Envestravised proposal is included in
appendix A.

In conclusion, the AER considers that the empirsadlence presented in the WACC
review contains the best available estimate ottingty beta that would apply to a gas

7 AER, Draft decision APT Allgas, Access arrangement proposal for thee@skand gas network,

1 July 2011-30 June 20,167 February 2011, p. 64

AER, Draft decision APT Allgas, Access arrangement proposal for thee@skand gas network,
1 July 2011-30 June 20,167 February 2011, p. 181

AER, Draft decision APT Allgas, Access arrangement proposal for thee@skand gas network,
1 July 2011-30 June 20,167 February 2011, pp. 183-184
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distribution network service provider, taking irgocount the need to reflect
prevailing market conditions and the risks involeegroviding reference servicéd.
The sample set of data used to derive the equityihghe WACC review provides a
value for an equity beta of between 0.4 and 0.7.

The AER has given consideration to other factarshsas the need to achieve an
outcome that is consistent with the national ggeaive (NGO)—in particular, the
need for efficient investment in natural gas sesifor the long-term interests of
consumers of natural gas. The AER has also takeragtount the revenue and
pricing principles, the importance of regulatorgtslity and is also mindful it has
recently considered an equity beta of 0.8 to be@pjate, if not overstated, for other
gas businesses. On the basis of the informaticsepted, the AER concludes that an
equity beta of 0.8 provides APT Allgas with an ogipnity to recover at least its
efficient costs incurred in providing referencevésgs and meeting regulatory
requirement$!

5.3.3 Market risk premium

The MRP is the expected return over the risk fege that investors require to invest
in a well diversified portfolio of risky assetsThe MRP represents the risk premium
investors who invest in such a portfolio can expeaarn for bearing only non-
diversifiable (systematic) risk. The MRP is comntorall assets in the economy and
is not specific to an individual asset or business.

The MRP is not observable because it is a fornwaolihg value. In addition to this,
the available evidence that can be used to estithat®IRP is imprecise and subject
to varied interpretation, a point that is well rgnised in academic literatdres well

as in reports put forward by regulated entifitas a result, a degree of judgment is
required to determine the MRP value that is the éstsmate in the circumstances and
commensurate with prevailing conditions in the neaflor funds.

In the draft decision, the AER did not accept APIIgA&s’ original proposal for an
MRP of 6.5 per cent. The AER adopted an MRP ofrécpat for the purposes of
determining the cost of equity using the CAPM. ARRIof 6 per cent was
consistently adopted in regulatory decisions piaathe AER’s WACC review,
including at times when indications were that the®was below 6 per cefitAt the
time of the WACC review the acknowledged the uraiety in the market due to the
onset of the GFC. The AER considered one of twoates could have explained
market conditions at that time:

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

2L NGL, s. 24(2).

22 All assets other than the risk free asset haggttential to provide a negative return and are
therefore classified as risky assets.

See for example Mehra R. and Prescott E.C., &ithaty premium, A puzzleJournal of
Monetary Economigsl5, 1985, pp. 145-161; Damodoran Bquity Risk Premiums (ERP),
Determinants, Estimation and Implicatigr&ptember 2008, p. 1; Doran J.S., Ronn E.I. and
Goldberg R.S.A simple model for time-varying expected returnshenS&P 500 IndeXAugust
2005, pp. 2-3.

See for example Officer and Bishdparket risk premium, a review papekugust 2008, pp. 3—4.
AER, Draft decision, APT Allgas Access arrangement psapéor the Queensland gas network
February 2011, pp. 79-81.
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®=  The prevailing medium-term MRP was above the l@gitMRP, but would
return to the long-term MRP over time; or

= There had been a structural break in the MRP amdbittward looking long-term
MRP (and consequently also the prevailing) MRPosve the long-term MRP
that previously prevailed.

Due to the uncertainty about the effects of the @RQuture market conditions the
AER departed from the previously adopted forwaakiog MRP estimate of 6 per
cent and increased it to 6.5 per cent. The sigmficincertainty that characterised
markets at the time of the WACC review has subgtiytliminished. The prevailing
conditions in the market for funds have eased.

In its revised proposal, APT Allgas did not agrathwihe draft decision to adopt an
MRP of 6 per cent and maintained its proposal foM&RP of 6.5 per cent.

APT Allgas submitted that significant event suchtesNew Zealand and Japan
earthquakes as well as turmoil in the Middle East Africa could potentially impact
on the Australian economy. APT Allgas also subrditteat uncertainty following the
GFC may still affect investor expectatiofiddowever, APT Allgas did not
demonstrate how these events had impacted thetdongMRP across the Australian
economy.

The AER considers that the appropriate approathassess a range of evidence to
inform the best estimate of the MRP. In applyirsgudgment, the AER has
considered the following available evidence:

® Historical excess return estimates for three tiewogls, 1883-2010, 1937-2010
and 1958-2010. These estimates provide a rang®-e6.3 per cent if calculated
on an arithmetic mean basis and a range of 3.5et.8ent if calculated on a
geometric mean basi5These figures estimate the realised return tloaksthave
earned in excess of the 10-year government boedarat may inform
expectations of the excess return that could bae€an the future.

= DGM based estimates of the MRP incorporating regisienrassumptions provide
an estimated range for the MRP of approximately3.6 per cent. DGM based
estimates of the MRP are highly sensitive to trseiagptions made so it is best to
consider DGM based estimates of the MRP along aitdinge of other evidence.

= Implied volatility from the prices of options onetiASX 200 index has returned to
pre-GFC levels, which indicates that the MRP iskahy to be above pre-GFC
levels. However, the AER is not aware of a relididsis for directly estimating
the MRP from implied volatility, especially for arig term horizon.

= Surveys of market practitioners prior to the GF@parted 6 per cent as the most
commonly adopted value for the MRP. These survisgsiadicated that the
average MRP adopted by market practitioners wasappately 6 per cent. The
latest survey evidence from 2009 and 2010 supportdRP of approximately

% APT Allgas,Response to AER draft decisi@3 March 2011, p. 18.
2" HandleyMemorandum: Additional Estimates of the HistoriEgjuity Risk Premium for the Period
1883 to 201025 May 2011, p. 1.
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6 per cent. However, the latest evidence is basalmnited number of
respondents.

Recent evidence from broker reports indicatesdhatent market practice is to
adopt an MRP estimate of approximately 6 per cardwerage and a recent report
from AMP Capital Investors indicates that its fordrdooking MRP is lower than

6 per cent.

The AER considers the evidence outlined above stpo MRP of 6 per cent as the
best estimate of the MRP. It also indicates thatAER’s approach of increasing the
MRP to 6.5 per cent at the time of the WACC reviswo longer appropriate. The
AER'’s detailed consideration of the evidence istamed in appendix A.

APT Allgas outlined some specific issues for theRagEconsideration. The AER has
considered the information put forward by APT Algand does not consider that an
MRP above 6 per cent is justified:

APT Allgas submitted that the Japanese earthquakescted on the All
Ordinaries Index and such events could affect itoresxpectationé® The AER
notes that such events are likely to impact onstos’ short-term expectations
but unlikely to affect investors’ long-term expeatas or the long-term economic
outlook for the Australian economy. FurthermoreitsrfMay 2011Statement on
monetary policythe Reserve Bank of Australia (RBA) noted that Australian
equity market fell sharply following the Japaneagteuakes but subsequently
recovered all of this declirfe.

APT Allgas submitted that historical excess restimates support an estimate
of 6.5 per cent for the MRP. However, the latestdrical excess return estimates
are in the range 5.9-6.4 per cent and these alg btk be overstated to some
degree because they are calculated on an arithmetia basis. APT Allgas also
submitted that the most relevant period over witicbstimate the MRP is
from1958 onwards. However, historical excess retimntheir nature are highly
volatile, which means that longer data series caxige a more statistically
robust estimate. The AER notes that there are lisr@efd draw-backs of using
data over longer periods and shorter (but morentgperiods. For this reason the
AER has considered historical excess return estsnater a number of periods to
inform the best estimate of the MRP.

APT Allgas submitted that survey evidence is nbabée. However, survey
evidence is likely to reflect the views of markeagtitioners and there is no
reason to suspect bias in survey based evideneeAER notes that there is a
range of survey evidence both prior to the GFCcWisupports an MRP of

28
29

APT Allgas,Response to AER draft decisi@3 March 2011, p. 18.

RBA, Statement of monetary polijdylay 2011, p. 53. The RBA also noted that follogvthis
recovery, the Australian equity market trended deamls in part due to the appreciation of the
Australian dollar. The RBA did not attribute thiswdhward trend to the effect of the Japanese
earthquakes.

APT Allgas,Response to AER draft decisi@3 March 2011, pp. 19-22.
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6 per cent and this is consistent with the MRPestes adopted in recent broker
31
reports:

The AER has jointly considered the evidence puv&rd on the MRP by APT Allgas
and Envestra. The AER’s detailed consideratiomefdvidence is contained in
appendix A.

In conclusion, the AER considers that availablelente on the MRP is imprecise

and as a result the MRP is subject to a margiragation. The AER has used its
judgment to interpret the information before it amhsiders that the available
evidence, both prior to and following the GFC, supg 6 per cent as the best estimate
of the forward looking MRP arrived at on a reasdediasis. The AER considers that
an MRP within the range of 6.5 to 8 per cent prepdsy APT Allgas is excessive
based on the available evidence and is not consisith the requirement that the rate
of return be commensurate with prevailing condgiagmthe market for fund&.

The AER also considers that an MRP of 6 per ceobsistent with the revenue and
pricing principles set out in section 24(2)(a) lvé NGL. These state that the service
provider should be provided with a reasonable dpipdty to recover at least the
efficient costs. The MRP of 6 per cent best mde#dNGO, which is to promote
efficient investment in, and efficient operatiordarse of, natural gas services for the
long-term interests of consumers of natural gak vaspect to price, quality, safety,
reliability and security of supply of natural gas.

5.3.4 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 benchmarkodént service provider. When
combined with the nominal risk free rate, the DRRpresents the return on debt and is
an input for calculating the WACC.

The AER’s draft decision rejected APT Allgas’s pospd approach to establishing
the DRP. Instead, the AER determined the DRP baseth average of Bloomberg’'s
BBB fair value estimates (extrapolated to a maywoft10 years) and the observed
yields on the APA Group bond.

APT Allgas did not agree with the AER’s approach #s revised proposal
determined the DRP based solely on Bloomberg's/iire estimate$ This
approach provided a DRP of 469 basis points abdueisk free raté?

The AER considers that the DRP proposed by APTasllig excessive and not
commensurate with prevailing conditions in the neaflor funds and the risks
involved in providing reference services. Furtltee, AER considers that the
proposed DRP is not consistent with section 2fhefNGL, in so much as the
estimate of the benchmark cost of debt has insefficegard to:

31 APT Allgas,Response to AER draft decisi@3 March 2011, pp. 23-24.

% NGR, . 87(1).

%3 APT Allgas,Revised access arrangement submisditarch 2011, pp. 24—44.

3 For the reasons discussed in section 5.3.5, B Kas approved a 20 day averaging period.
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= the regulatory and commercial risks involved inyidang the reference service
(section 24(5))

= the economic costs and risks of the potential fatem and over investment
(section 24(6)).

As detailed in appendix A, the AER considers thatevidence in support of the
observed yields of the APA Group bond has stremggtiesignificantly since the draft
decision. Specifically, observed yields for an &ddial four bonds with similar terms
to maturity and credit ratings as the benchmarka@te bond have become
available. These observed yields all support th& AEonsideration that the
observed yields of the APA Group bond are morescgifte of prevailing conditions
in the market for funds for the AER’s notional bemark service provider than
Bloomberg'’s (extrapolated) 10 year, BBB fair vakstimates.

Further, as figure 5.1 demonstrates, the additiemgdirical evidence also suggests
that Bloomberg's (extrapolated) 10 year, BBB rdtgdvalue estimate is likely to
overstate the costs of debt, particularly for rated network service providers. That
is, all observed yields for bonds with charactersstomparable to the benchmark
corporate bond are below Bloomberg's (extrapolai€dyear, BBB rated fair value
estimate.

Figure 5.1  Australian corporate bonds with credit ratings ranging from BBB to A—
7.0
4 Bloomberg (A-) @® UBS fixed (A-) A UBS float (A-) —#— Bloomberg FVC (AER)
@ Bloomberg (BBB+) ® UBS fixed (BBB+) A UBS float (BBB+)
Bloomberg (BBB) UBS fixed (BBB) UBS float (BBB)
6.0
°
e
5.0 1
L
2 .0l $ A paer
g =
5 o 2 ATRANSURBAN SYDAR* SYDAR
(=% A
o ® A = A APA GROUP
a
BRIS AIR
N .A o ‘ e .S‘I;OCKLAND
SPI E&G
2.0 1 u °
“ A ’A‘ ¢ “. ®spiesc
" Se S,
0 ¢ b4 z b4 °
101 ¢ » $oa o0,
® . R
0.0 : : : : :
01 Jan 2011 31 Dec 2012 01 Jan 2015 31 Dec 2016 01 Jan 2019 31 Dec 2020 01 Jan 2023
Maturity
Source: Bloomberg, UBS, AER analysis.

Note: Yields are annualised, and floating bondshzeen converted to fixed rate equivalents.

No other adjustments have been made.

On this basis, the AER does not consider it apjatgto set the DRP based solely on
the (extrapolated) Bloomberg fair value estimatee AER considers that greater
reliance could reasonably be placed on the APA @himnd to determine the DRP.
However, in the current circumstances, the AER iclams that some uncertainty
exists regarding the appropriateness of settingplRE based upon a single bond
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yield. Accordingly, the AER has exercised its judgrto determine the proportion to
apply to both data sources.

The proportion to apply to each data source shaaildct their relative suitability for
the purposes of establishing a benchmark DRP. THR @onsidered increasing the
emphasis on the APA Group bond relative to the Bllberg fair value curve, in view
of the increased support for the APA Group bondesiine draft decision. However,
after careful evaluation, the AER considers theeecarrently insufficient grounds to
justify departure from the position in the draft#on. The AER considers that a
DRP based equally on the observed yields of the &Pdup bond and Bloomberg’s
fair value estimates would satisfy the requiremefithe NGR*°

Based on the 20 day averaging period commencingyt 2011, these two
information sources produce margins over the ek fate of 4.37 per cent and
2.91 per cent® This results in a DRP of 3.64 per cent (effecimaual compounding
rate). The AER considers this is the best DRP esgémossible in the circumstances
of APT Allgas.

The AER has reached this conclusion for the folfmwieasong’

= There is evidence to suggest that the behaviotireoBloomberg fair value
estimates since the onset of the GFC is somewhateontuitive. The
extrapolated 10 year DRP derived from Bloombermrguisently nearing all time
highs. The spread between Bloomberg's seven any@di) AAA rated fair value
estimates—which is used by the AER to extrapoldb@Bberg’'s seven year,
BBB rated fair value estimates—also remains at hestorical highs. This implies
that prevailing conditions in debt markets are nrsiey now than during the
GFC. This is counterintuitive, as substantial emmkeindicates that debt market
conditions have improved significantly.

®= The characteristics of the APA Group bond closelahn those of the benchmark
corporate bond adopted by the AER, namely its BB#lit rating and near
10 year maturity. As this bond has a lower creating than the BBB+
benchmark, its use would be expected to resultiRR that overstates the
benchmark cost of debt.

= The APA Group is an owner of various largely retedeenergy network assets.
The nature of the underlying risk and markets incWithe APA Group operates
resembles those of the benchmark gas pipelinecgepvovider. To the extent that
credit ratings are an imperfect indicator of deffaisk, the APA Group bond is

%5 This decision contrasts from the most recent filegision of the AER. That decision—for the

Victorian electricity distribution businesses—detéred the DRP based on a 75 per cent
weighting to estimates from Bloomberg and a 25qe@t weighting to estimates from the

APA Group bond. The AER also notes that the Vietofiinal decision is currently the subject of a
merits review before the Australian CompetitionbTiral.

The margin over the risk free rate for the APA @y bond reflects an equally weighted average of
the observed yields from Bloomberg and UBS.

The AER is concurrently reviewing access arrarg@rproposals for Envestra’s gas distribution
businesses in Queensland and South Australia, laasvier APT Allgas’s gas distribution

business in Queensland. Where relevant, the AERdasidered all proposals.
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suitable for deriving a DRP that reflects the risksolved in providing reference
services.

A recently issued A- rated, 10 year bond by SP Aatigids observed yields that
are below the APA Group bond. Similarly, the A-erht10 year bond issued by
Stockland has a yield comparable to the APA GroumdB® Notably, both yields
are significantly below the extrapolated 10 yed3BBated Bloomberg estimates,
and give further support for relying on the APA Gpdoond instead of only the
Bloomberg estimates.

A recently issued BBB rated, eight year bond bysBaine Airport has observed
yields that are approximately 17 basis points beluwwvAPA Group bond and over
165 basis points below Bloomberg’s fair value eat@s. This also provides
support for relying on the APA Group bond insteddmly the Bloomberg
estimates.

The BBB rated, Sydney Airport floating rate bondstaning in 2021 and 2022
respectively, currently exhibit observed yields rapgpmately 63 and

50 basis points below Bloomberg’s (extrapolatedydfx, BBB rated fair value
estimates.

The observed yields for the DBCT bond are now bdddvomberg’s
(extrapolated) 10 year, BBB rated fair value estesaFor the draft decision, the
DBCT bond was the only comparable bond with obskgrelds above
Bloomberg'’s fair value estimate. As at 31 May 20idwever, observed yields for
the DBCT bond are approximately 17 basis pointewdloomberg’s
(extrapolated) 10 year, BBB fair value estim#te.

The Independent Pricing and Regulatory TribunahRF) recently published its
final decision for a discussion paper to develogp@proach to setting the debt
margin® The indicative debt margin was more than 170 hasiists below

APT Allgas’s proposal. Although the methods used®RT and the AER
differ—notably, IPART has considered shorter tembtd—the outcome of
IPART’s decision suggests that APT Allgas’s progbB&P is excessive and not
commensurate with prevailing conditions in the neaflor funds and the risks
involved in providing reference servicEsThe Economic Regulation Authority
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The AER considers that the Stockland bond prevadeslevant point of reference to assess the
reasonableness of both Bloomberg’s BBB rated fauer estimates and the APA Group bond
yield, albeit to a lesser extent than the Brisbainport, Sydney Airport and SP AusNet bonds
(given the nature of its operations differ from &ieR’s notional benchmark service provider).
This is discussed in detail in section A.4.3 ofthnal decision.

The decline in observed yields for the DBCT béngrimarily due to a significant reduction in the
trading margin on 19 April 2011. Given the receatune of the change, the AER considers that a
longer period is required to properly assess thesmmess of the recent observations of the DBCT
bond yields. On this basis, the AER remains castwithe reliability of the observed DBCT bond
yields. This issue is discussed in further detadppendix A.

IPART, Developing the approach to estimating the debt mmai@ther industriesFinal decision
April 2011.

NGR, r. 87(1).
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(ERA) has also recently published a draft deciswth indicative debt margins
more than 150 basis points below APT Allgas’s peaptf

= As part of the assessment of APT Allgas’s accassigement proposal, the AER
requested and received actual costs of debt dataAPT Allgas. This
information supports that the AER’s estimate of Ii#eP provides a reasonable
opportunity for APT Allgas to recover at leastef§icient costs>

5.3.5 Averaging period and risk free rate

The risk free rate measures the return an invegbatd expect from an asset with
zero volatility and zero default risk. The yield lmmg-term Commonwealth
Government Securities (CGS) is often used as aydmxhe risk free rate because
the 5i4sk of government default on interest and depayments is considered to be
low.

In its original access arrangement proposal APGadIdid not propose an averaging
period as required by r. 87 of the NGR. Therefordés draft decision the AER
rejected APT Allgas’s proposal. In its revised ascarrangement proposal,

APT Allgas proposed an averaging period of 20 es&srdays ending 31 May 2011.

The AER considers that the averaging period prapbgeAPT Allgas meets the
requirements of r. 87 of the NGR, including theesta set out in the draft decision,
and therefore accepts the propdsalhe AER has reached this conclusion because:

= the averaging period has been nominated in adwairiite commencement of the
period and therefore does not include a date ipése

= the nominated averaging period is reasonably d¢lm#ge commencement of the
access arrangement period

= the averaging period is between 10 and 40 busoeegsin length.

Using the averaging period of 20 business dayswgnoh 31 May 2011, the AER
determines a risk free rate of 5.40 per cent (&ffe@annual compounding rate) for
this decision.

5.3.6 Gearing ratio

The gearing ratio is defined as the ratio of thee®f debt to total capital—that is,
debt and equity—and is used to weight the costiebf and equity when formulating
the WACC.

42 ERA, Draft decision on proposed revisions to the acegssngement for the Dampier to Bunbury

natural gas pipelineMarch 2011, p. 168.
3 NGL, s. 24(2).
4 AER,Final decision: Electricity transmission and digtition network service providers: Review
of the weighted average cost of capital (WACC) peeters 1 May 2009, pp. 128-174 (AER,
Final decision: WACC Reviev® May 2009).
AER, Draft decision, APT Allgas access arrangement psapéor the Qld gas network 1 July
2011-30 June 201&ebruary 2011, p. 67.
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The AER'’s draft decision accepted APT Allgas’s ascarrangement proposal to
apply a gearing of 60 per cefitTherefore, the gearing ratio was not raised dssare
in APT Allgas’s revised access arrangement proposal

5.3.7 Inflation forecast

The expected inflation rate is not an explicit paeger within the WACC calculation.
However, it is used in the revenue model to forenaminal allowed revenues and to
index the capital base. It is an implicit componeinthe nominal risk free rate, with
implications for the return on both equity and ddltte inflation forecast is
established consistent with the ten year investrientzon of the risk free rate.

In the draft decision, the AER determined an avefagecast inflation rate over a ten
year period of 2.52 per cent based on the methagulfying 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 renagreight yearé’ The average 10
year forecast is calculated by taking the geometrerage of these annual inflation
forecasts for each ye#t APT Allgas accepted the AER’s draft decisfon.

As noted in the draft decision, inflation forecasas change in line with market
sensitive data and regulatory practice in Austiadia been to update these forecast
values at the time of making a decision. For tleisision, the AER has updated the
inflation forecast based on the latest RBA expéematset out in table 5.7. The
average forecast inflation rate over a ten yeaogdas 2.55 per cent.

Table 5.7 AER inflation rate forecast (per cent)

Jun- Jun- Jun- Jun- Jun- Jun- Jun- Jun- Jun- Jun- Geometric
12 13 14 15 16 17 18 19 20 21 average

AER
inflation 2.50 3.00 2.50 2.50 2.50 2.50 2.50 2.50 2.50 2.50 552
forecast

Source: RBAStatement on monetary poljd&May 2011, p. 63.

5.4 Conclusion

The AER proposes not to approve the rate of rgitwposed by APT Allgas as it
does not comply with r. 87 of the NGR and requA®3 Allgas to make the revisions
set out in section 5.5.

4 AER, Draft decision, APT Allgas access arrangement psapéor the Qld gas network 1 July

2011-30 June 201&-ebruary 2011, p. 68.

It should be noted that the AER has previoussdus market-based inflation forecast derived by
taking the difference between indexed and nomi@8gields. The AER notes the resumption of
issuance of Treasury Indexed Bonds by the Austrdiffice of Financial Management in October
2009. The AER will closely monitor developmentgapital markets to determine the effect of this
new issuance on the relative demand and suppipdexed CGS.

AER, Draft decision, APT Allgas access arrangement psapéor the Qld gas network 1 July
2011-30 June 201&ebruary 2011, pp. 65-66.

APT Allgas,Revised access arrangement submisditerch 2011, p. 47.
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5.5 Revisions
The AER proposes the following revision:

Revision 5.1:make all amendments necessary in the revisedsaacesigement
proposal and access arrangement information toadeg@unt of the rate of return
determined in accordance with table 5.8.

Table 5.8 WACC parameters for the access arrangement period

Parameter

Nominal risk free rate (%) 5.40
Inflation (%) 2.55
Equity beta 0.80
Market risk premium (%) 6.00
Debt risk premium (%) 3.64
Gearing (%) 60.00
Cost of debt (%) 9.04
Cost of equity (%) 10.20
Nominal vanilla WACC (%) 9.50
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6 Taxation

The AER’s draft decision accepted the post-tax @ggin, the method in which
taxation is to be calculated, the opening tax absse as at 1 July 2011, and the tax
asset lives proposed by APT Allgas. However, the Adiected APT Allgas’s
proposed approach to treat capitalised overheads estimate of the value of
imputation credits by investors (gamma) of 0.2.

The AER’s draft decision required three amendmengsPT Allgas’s proposed tax
allowance, including:

= the capitalised overheads be treated as an expensax purposes and therefore
should be removed from the tax asset base.

= the change to gamma from 0.2 to 0.45.

= the recalculation of the forecast tax allowancedfect all amendments affecting
APT Allgas’s revenue and costs.

The AER determined in its draft decision that medast tax allowance was required
for the access arrangement period based upon dagrtrent of capitalised overheads
and the revised revenue and cost figures.

In response to the draft decision, APT Allgas atagphe AER’s decision regarding
the treatment of capitalised overheads. APT Alldjaagreed with the AER’s estimate
of gamma of 0.45 and proposed a gamma of 0.25./Ig&s has requested the
forecast tax allowance be revised in order to &flbe proposed changes to gamma,
depreciation, and other building block components.

The AER has applied a gamma of 0.25, consistehttit recent Australian
Competition Tribunal decision in its review of RER’s electricity distribution
determinations for Queensland and South Australia.

The AER has calculated a forecast tax allowancg&ldd million for the access
arrangement period. This forecast reflects thegegdlirevenue and cost figures
presented in the various chapters of this decision.

6.1 Regulatory requirements

Rule 72(1)(h) of the NGR provides that the accesshgement information for an
access arrangement proposal must include the prdpusthod for dealing with
taxation, and a demonstration of how the allowdoc¢axation is calculated.

Rule 76(c) of the NGR provides for the estimatest ©f corporate taxation as a
building block for total revenue insofar as thispplicable.
6.2 Revised access arrangement proposal

The AER’s draft decision required three amendmentke calculation of
APT Allgas’s taxation allowance. These includedfthiwing:
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= adopt the AER'’s determination of the treatmentayitalised overheads
= take account of the AER’s determination of gamm@.4b

= make all necessary amendments to revenues, castgarmma to reflect the tax
allowance determined by the AER.

APT Allgas’s revised access arrangement proposaed the amendment to the
treatment of capitalised overheads. However, AF@aal disagreed with the AER’s
determination of gamma and proposed that the tawahce be recalculated to reflect
the changes to deprecation and gamma discusskd ievised access arrangement
proposal.

6.2.1 Use of imputation credits (gamma)

APT Allgas did not accept the AER’s draft decistoradopt a gamma estimate of
0.45. APT Allgas maintained that a gamma value.®fi® appropriate in its revised
access arrangement proposhi.a letter dated 6 May 2011, APT Allgas submitted
that the value of gamma should be 0.25 in accoeaiith indications made by the
Australian Competition Tribunal (Tribunal) in ralan to its review of the AER’s
electricity distribution determinations for Energ&gon Energy and ETSA Utilities.

6.2.2 Forecast tax allowance

APT Allgas proposed that the forecast tax allowadrmeeecalculated to take into
account its revised position on remaining assesland gamma. APT Allgas has
revised the remaining asset lives to align withdtadard asset lives accepted by the
AER. This resulted in a change to the depreciahaiding block, the revenue
requirement and therefore the taxation forecast. ARgas’s revised access
arrangement proposal also includes changes to gadhahenpact the final estimate

of the tax allowance. The tax allowance proposedBY Allgas in its revised access
arrangement proposal is reproduced in table 6.1.

Table 6.1 APT Allgas’s proposed allowance for taxation ($mpnominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Tax payable 0.9 2.8 2.7 2.9 3.3
Less allowance for 0.2 06 05 06 0.7
imputation credits
Tax allowance 0.8 2.2 2.1 2.3 2.7

Source: APT AllgasRevised access arrangement submissidarch 2011, p.50.

! APT Allgas,Revised access arrangement submisditerch 2011, pp. 47—48.

2 APT Allgas,Letter to the AER, APT Allgas 2011-16 access a@amnt revisionss May 2011.
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6.3 AER’s consideration

6.3.1 Use of imputation credits (gamma)

In the draft decision the AER considered the bssitrate of gamma was 0.45. This
was based on a payout ratio estimate of 70 perasghtin estimated value for a dollar
of distributed imputation credits (theta) of 0.6mwever, the AER noted that the
value of gamma was being considered by the Trihamal that the Tribunal decision
on the value of gamma would be taken into accoamthie AER’s final decision on
APT Allgas’ access arrangement.

The AER considers that the findings of the Tribumala gamma of 0.25 should be
applied for the purposes of this access arrangereei@w? There is no new evidence
currently before the AER that would cause it toatefrom the findings of the
Tribunal in respect of gamma.

Consistent with the draft decision and the findingthe Tribunal, the AER considers
that the best estimate of the payout ratio baseti@empirical evidence currently
available is 70 per cent.

The AER considers that redemption rate studiesht@ved been adjusted on
economically justifiable basésan be used as a check on the reasonableness of th
market value of imputation credits as estimatechfdividend drop-off studiesThe
AER may consider further evidence on this in there.

The AER considers that the market value of distedumputation credits estimated
by dividend drop-off studies is inherently imprexi®ividend drop-off studies infer a
value for imputation credits from the prices ofcét® trading around the ex-dividend
date. It is not imputation credits that are benagléd but rather the package of cash
dividends and any imputation credits that may becaed. Furthermore, dividend
drop-off studies are affected by estimation issoelsiding multicollinearity and
heteroscedasticityIn light of these issues the AER considers thainge of evidence
should be considered where available.

However, for the purposes of this decision, the AR applied a value consistent
with findings of the Tribunal. The AER has adop&€G’s latest dividend drop-off
study based estimate of the market value of impurtatredits of 0.35 for theta.
Combined with a payout ratio estimate of 70 pet teis provides a gamma estimate
of approximately 0.25.

See Australian Competition Tribun&lpplication by Energex Limited (Gamma) (No. 5)[2PAl
CompT 912 May 2011.

Such as to incorporate any time value loss betwéden an imputation credits is distributed and
when it is redeemed.

For example Hathaway and Officer (2004) used tteglemption rate estimate for the value of
imputation credits as a “background average” toaimrate their dividend drop-off estimate of the
market value of imputation credits. See Hathaway/@fficer, The valuation of imputation credits,
update 2004November 2004, pp. 14-15.

AER, Draft decision, APT Allgas access arrangement psapéor the Qld gas network 1 July
2011-30 June 201&ebruary 2011, pp. 78-79.
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6.3.2 Forecast tax allowance

The AER has recalculated APT Allgas’s forecastabowance as a result of the
changes discussed above, and various other chdradedfected APT Allgas’s
proposed revenues/expenditures, including:

= cost of capital

= forecast operating expenditure

= revised opening capital base.

These changes imply that the estimated tax alloevangposed by APT Allgas is not
the best possible, as required under r. 74(2)@NGR. The AER'’s decision on
APT Allgas’s forecast tax allowance for the acaasangement period is shown in

table 6.2.

Table 6.2 AER tax allowance for the access arrangement periogm, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Tax payable 0.0 0.0 0.7 0.8 1.1
Less value of
. . . 0.0 0.0 0.2 0.2 0.3
imputation credits
Tax allowance 0.0 0.0 0.5 0.6 0.8

Source: AER analysis.

6.4 Conclusion

The AER does not accept the tax allowance propbge®PT Allgas. The AER
requires amendments be made to the rate of reiparating expenditure, and the
opening the capital base. These changes impacPdnAgas’s revenues and
expenditures, as outlined in the relevant chaptitisis decision, which affect the
estimate of the cost of taxation. As a result esthchanges, APT Allgas’s proposed
estimate of the cost of taxation is not represesdaif the best estimate possible, as
required under r. 74(2) of the NGR. Accordinglye RER proposes revision 6.1 to
take account of the various changes impactingisatiowance, including the change
to gamma.

6.5 Revisions
The AER proposes the following revision:

Revision 6.1:amend the revised access arrangement and revisesisaarrangement
information to reflect the tax allowance set outahle 6.2.
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7 Operating expenditure

Operating expenditure (opex) refers to the opetmaintenance and other costs of
a non-capital nature incurred by a service providethe 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.

In its draft decision, the AER did not accept ARIGaSs’s opex proposal
($103 million) as being prudent and efficient catesnt with the NGR, requiring
amendments to:

® incorporate alternative input cost escalators
= reduce the price assumption used to estimate UAG co

® various proposed non-base year costs (step changes)

Overall, these resulted in the AER accepting $94ami($2010-11) in opex, which
represented a $9 million or 9 per cent decreasenftbe access arrangement
proposal.

While accepting a number of amendments to the ase-pear costs, APT Allgas has
not accepted amendments in relation to UAG caspsiticost escalators and one of
the four proposed non-base year costs. The reyisgubsal represented a

$12 million or 13 per cent increase on the AER'afddecision.

The AER has largely accepted the additional infaromeprovided in support of APT
Allgas’s proposed UAG and non-base year costs.a&Muat accepting the information
in support of APT Allgas’s proposed input cost é&stoas, the AER considers the
revision ($0.16 million) not large enough to wartamendment to APT Allgas’s
revised access arrangement. Therefore, the AER&éd®T Allgas’s revised opex
forecast as set out in its revised access arrangem®@posal. The forecast represents
a 26 per cent increase in real terms compared feegiture over the earlier access
arrangement period.

7.1 Regulatory requirements

Rule 91 of the NGR provides that operating expemdimust be such as would be
incurred by a prudent service provider acting effily, 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 aaaleeess arrangement period and a
forecast of operating expenditure over the acceasgement period and the basis on
which the forecast has been derived.

L NGR, r. 72(1)(a)(ii) and r. 72(1)(e).
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Any forecast or estimate must be supported bytaraent of the basis of the forecast
or estimaté.A forecast or estimate, must be arrived at oreageable basis, and must
represent the best forecast or estimate possilifeinircumstances.

7.2 Revised access arrangement proposal

APT Allgas did not amend its access arrangemergistamt with the AER’s draft
decision. It disagreed with aspects of the AER’€adments to UAG costs, input cost
escalators and the hot water changeover prograrthdfuin responding to the AER’s
concerns over UAG costs and input cost escala#d$, Allgas submitted alternative
forecasts. These revisions resulted in a total dpecast $12 million (13 per cent)
greater than that approved in the AER’s draft denisas summarised in figure 7.1
and disaggregated in table 7.1. UAG is the largestributor to the increase,
representing an increase of $9.5 million on thétdiecision.

Figure 7.1: APT Allgas revised proposed opéx

. Actual —4— QCA allowance —e— AER draft decision
— Allgas's Original forecast —eo— Allgas's revised forecast
25 4

Real $m 2010-11

2001- 2002- 2003- 2004- 2005- 2006- 2007- 2008- 2009- 2010- 2011- 2012- 2013- 2014- 2015-
02 03 04 05 06 07 08 09 10 11 12 13 14 15 16

Sources: AERDraft decision February 2011, p. 83.
APT Allgas,Email to the AER: AER.APT.RP.05 Op@eg& April 2011.

2 NGR,r. 74(1)

® NGR,r. 74(2)

4 All data presented in this chapter has been ated/éy the AER into $2010-11 using the March
CPI of 3.33%, rather than the 2.25% used in the ‘AElRaft decision.
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Table 7.1: APT Allgas revised opex proposal ($m020-11)

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

Controllable

Operating & maintenance 10.7 10.7 10.7 10.8 10.9 .9 53
Marketing 1.1 1.1 11 1.1 1.1 55

Admin & strategic planning 0.8 0.8 0.8 1.0 1.0 4.3

Non-controllable

Customer services 0.9 1.0 1.0 11 11 5.1
UAG 4.0 4.0 4.0 4.0 4.0 20.2
Government charges 0.5 0.5 0.5 0.5 0.5 2.7
Metering & billing 1.2 1.3 1.3 1.3 1.4 6.5
Corporate costs 1.4 15 15 15 1.5 7.4
Total opex (excl. debt raising) 20.6 20.8 21.1 214 21.6 105.5
Debt raising costs 0.3 0.3 0.3 0.3 0.3 1.4
Total opex 20.9 21.1 21.4 21.7 21.9 106.9

Source: APT AllgasEmail to the AER: AER.APT.RP.05 Opeg& April 2011.
APT Allgas submitted the following issues for thER's consideration:

UAG

The AER’s draft decision removed the included mamgito the wholesale delivered
gas price proposed by APT Allgas — consideringngubstantiated. APT Allgas did
not accept the AER’s draft decision and:

= proposed an alternative price that is largely #silt of a competitive tender for a
gas contract for UAG that it has since obtained

= added an additional cost associated with 20 pedrafemfull time equivalent
(FTE) to the contract price, to cover UAG calcuwdatand analytical support.

The revised price assumption and resulting totaGU¥ex is set out in table 7.2, and
represents an increase of $9.5 million from the AERaft decision.

Table 7.2: APT Allgas’s revised proposed UAG opeX$@010-11)

2011-12 2012-13 2013-14 2014-15 2015-16 Total
Volume (GJ) [text removed — c-i-C]
Price ($/GJ) [text removed — c-i-C]
Labour cost ($m) 0.03 0.03 0.03 0.03 0.03 0.14
Total UAG opex ($m) 4.0 4.0 4.0 4.0 4.0 20.2

Source: APT AllgasEmail to AER, AER APT RPO1,@8l April 2011.
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I nput cost escalators

APT Allgas did not amend its real input cost esmataconsistent with the AER’s
draft decision. APT Allgas:

= proposed revised labour cost escalators that dicholude the specific
productivity adjustments

= revised the application rates of the labour cosalesors to opex

» forecast alternative and increased regulatory essalators.

Non-base year costs

APT Allgas accepted the AER’s draft decision tagevfour of the five proposed non-
base year costs. However, it did not accept the’aBRft decision to remove opex
associated with its “electricity to gas hot watleaegeover” program, which
represented $2 million in total for the accessrayeanent period. APT Allgas
submitted new information in response to the AEfBcerns over the efficiency
assumptions for the project, in particular theneates of uptake numbers, their
derivation, and the derivation of the level of thquired incentive payment.

7.3 AER’s consideration

The AER does not accept APT Allgas’s revised opepgsal ($106 million). While
being convinced by a number of aspects of APT Alkgeevised proposal, the AER
proposes further revisions, to reduce the fordoa$0.16 million.

Figure 7.2: AER final decision on APT Allgas’s opexorecast (excl. debt raising costs)

. Actual —a— QCA allowance —e— AER draft decision
——Allgas's Original forecast —e— Allgas's revised forecast —o— AER final decision

25

Real $m 2010-11

2001- 2002- 2003- 2004- 2005- 2006- 2007- 2008- 2009- 2010- 2011- 2012- 2013- 2014- 2015-
02 03 04 05 06 07 08 09 10 11 12 13 14 15 16

Of the issues considered in APT Allgas’s revisetkas arrangement proposal, the
most material concerned UAG costs ($20 millionhétissues considered include
alternative input cost escalators ($3.1 milliondl &ime resubmitted market
development program associated with hot water asioe incentives ($2 million).

> APT Allgas,Revised access arrangement submisditarch 2011, pp. 53-54.
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7.3.1 Unaccounted for gas

The AER considers that the alternative UAG price laagely been estimated on a
reasonable basis. However, the AER does not ateemclusion of costs equivalent
to 20 per cent of an FTE to cover UAG analyticgsut. The AER considers:

=  APT Allgas has competitively tendered for a cortttaccover UAG losses,
receiving offers from two retailers

= Only one of the offers was sufficiently firm to pide a reasonable basis on
which to forecast UAG costs over the access arrapgéperiod and has therefore
been used in the forecast.

= APT Allgas’s addition of 20 per cent of an FTE é&ithg $140 000 over the
access arrangement period) for UAG calculationaradytical support onto the
tendered price, has not been adequately subseht@PT Allgas’s base year
expenditure would already incorporate a range ladla costs, and some of this
would be related to past efforts in analysing agesments for covering UAG
losses. APT Allgas has not substantiated why tipemditure is required and is in
addition to other labour costs already incorporatats base year expenditure.

Therefore, while accepting APT Allgas’s revised Upfice proposal, the AER does
not accept that APT Allgas’s inclusion of costsigglent to 20 per cent of an FTE to
cover UAG analytical support was a proposal that amived at on a reasonable
basis. Accordingly, other than the additional prsgabstaff costs, the AER considers
that APT Allgas’ UAG opex is consistent with thguaements of r. 74 and r. 91 of
the NGR. The AER’s proposed revisions to APT Allgasvised access arrangement
proposal are set out in table 7.3.

Table 7.3: AER conclusion on APT Allgas UAG opex @10-11)

2011-12 2012-13 2013-14 2014-15 2015-16 Total
Volume (GJ) [text removed — c-i-C]
Price ($/GJ) [text removed — c-i-C]
APT Allgas revised proposed 4.0 4.0 4.0 4.0 4.0 20.2
UAG opex ($m)
AER revision ($m) -0.03 -0.03 -0.03 -0.03 -0.03 10.
AER approved UAG opex ($m) 4.0 4.0 4.0 4.0 4.0 20.0

Source: APT AllgasEmail to AER, AER APT RP0O1@lApril 2011, & AER analysis.

7.3.2 Input cost escalators

APT Allgas’s proposed real input cost escalatopsasented $3.1 million of its total
revised opex proposal for the access arrangementpEhe AER’s detailed
considerations on real input cost escalation arewgan appendix B. The AER
accepts APT Allgas’s revised real cost escalatptiegition rates.

However, the AER does not accept APT Allgas’s:
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= proposed labour escalators—they do not reflectymtadty effects of in
transforming individual wages to labour costs

= ‘regulatory’ escalators—insufficient documentattorsupport the proposed real
cost escalator.

The AER considers the forecasts are not made easonable basis, nor the best
forecasts possible, inconsistent with r. 74 ofNMl@&R. As a result, the proposed
escalators do not contribute to forecasts of opeyair capital expenditure that are
respectively consistent with r. 79 or r. 91 of NBR.

The AER engaged DAE to provide updated forecaspgsaductivity adjusted real
growth in the labour price index (LPI), and cons&diese forecasts to be consistent
with r. 74 of the NGR, and by extension r. 91 & MGR. Accordingly, the AER
proposes revisions to the opex forecasts applyiagdal input cost escalators set out
in appendix B. The AER’s input cost escalators atgwesent $3.1 million of the total
opex approved by the AER for the access arrangepeegitd.

7.3.3 Gas hot water changeover program

This program ($2 million) is designed to providedincial incentives for conversions
from electricity to gas hot water systems. Thegegtiproposal addressed the AER’s
concerns by adequately substantiating the effigi@ssumptions behind the incentive
payment program for gas hot water changeovers AEBR considered that APT
Allgas:

= provided net present value (NPV) calculations destrating that the level of
incentive payment has been set efficiently andefioee provides an overall
benefit to consumers

= demonstrated that the assumed level of consumakeiptf the incentive program
has been estimated as a reasonable extrapolattbe césult of previous trials

®= now accounted for the impact of the program odésand forecast.

Therefore, The AER considers that the program leas lestimated on a reasonable
basis, producing the best forecast possible. Fyrithieas been shown to be prudent
and efficient, consistent with r. 91 of the NGR.

7.3.4 Debt raising costs

Debt raising costs are transaction costs—suchgas fiees, underwriting fees or credit
rating fees—incurred as debt is raised or refindntee AER’s draft decision
accepted APT Allgas’ proposal to determine benckmdabt raising costs using the
AER’s standard methotiThe AER updated the inputs to determine a debingicost
unit rate of 10.9 basis points per annum (bppajchvis applied to the benchmark
debt component of the capital base to estimatéotéallowance for debt raising
costs for the access arrangement period. Although Allgas proposed the debt

®  AER, Draft decision, APT Allgas access arrangement psapéor the Qld gas network 1 July

2011-30 June 201&ebruary 2011, pp. 212-214.
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raising cost allowance to be included into the alf&é/ACC, the AER decided to
provide the allowance as a separate opex linetibgoneserve transparency.

APT Allgas’ revised access arrangement proposapded the AER’s approach to
include the debt raising cost as an allowance &xdp\s the draft decision debt
raising cost was based on an indicative discouat rtaneeds to be updated for the
discount rate applicable to this final decisionbl€ar.4 shows the build up of the
benchmark debt raising costs, after updating ferdiscount rate using the nominal
vanilla WACC determined in this decision.

Table 7.4: Direct debt raising costs with a nominavanilla WACC of 9.50 per cent

Fee Explanation llissue 2lIssues 3lssues 4 Issues Issues

Amount Raised  Multiples of median MTN $250m $500m $750m $1000m  $1250m
($250m)

1. Gross Median gross 7.17 7.17 7.17 7.17 7.17
underwriting fee underwriting spread, up
front per issue, amortised

2. Legal and $115K upfront per issue, 0.73 0.73 0.73 0.73 0.73

road-show 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 0.64 0.64 0.64 0.64 0.64

rating issue, amortised

5. Registry fees  $3.5K per issue, per 0.14 0.14 0.14 0.14 0.14
annum

6. Paying fees $4/$1million per annum 0.04 0.04 40.0 0.04 0.04

Total Basis points per annum 10.7 9.7 9.4 9.2 9.1

Source: ACG, Bloomberg, AER analysis.

APT Allgas has an opening capital base of $427ionillwhich leads to a notional
debt component of $256 million at the assumed ggaatio (60 per cent). This
amount of debt requires two standard size ($250omjlbond issues. However, in
view of the close proximity to the $250 million éshold and the overall accuracy of
the APT Allgas forecasts, the AER has estimated desing costs on the basis that
only one debt issue is required. After adjustingtfe discount rate the appropriate
unit rate estimate for benchmark debt raising cisst®.7 bppa. This benchmark
multiplied by the debt component of APT Allgas’ op&y capital base results in a
total allowance of $1.42 million ($2010-11) for tledising costs for the access
arrangement period. The AER considers this opéetm accordance with r. 74 and
r. 91 of the NGR.

" APT Allgas,Revised access arrangement submisditarch 2011, p. 117.
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7.4 Conclusion

While not accepting the further information prowida respect of APT Allgas’s
revised proposed input cost escalators and UAG#stethe AER considers that the
necessary adjustments ($0.16 million) are not largmugh to warrant amendment to
APT Allgas’s revised access arrangement proposedrefore the AER proposes to
approve APT Allgas’s access arrangement as set ¢aible 7.1 of this final decision.

Overall the AER approves $106 million in opex othex access arrangement period as
consistent with the NGR (excluding debt raisingtsp$-igure 7.2 depicts the total
opex proposed by the AER in its final decision,iagfethe total opex originally
proposed by APT Allgas and the total opex propasede AER’s draft decision.

In the subsequent access arrangement review, tRewfiErequire that APT Allgas
demonstrate that the non-base year costs acceptdds access arrangement period
have been removed from the year proposed as Heirlgase yedr.

8 These include costs referred to by APT Allgasegsesenting step and scope changes.
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8 Total revenue

The AER has calculated APT Allgas’s total reveragaiirement over the access
arrangement period to be $361 million. The totalaeue requirement determined by
the AER takes into account the revised access geraent proposal submitted by
APT Allgas.

The main reasons for the difference between the i&Z&hue requirement and
APT Allgas’s revised access arrangement proposalides changes to WACC
parameters, the opex forecast, the level of reguyadlepreciation, and the forecast
cost of taxation. The AER considers that the inldial components of the revenue
requirement it has determined are efficient ands$athe revenue and pricing
principles under section 24 of the NGL.

Based on the AER approved revenues and demand$tsethe tariffs for haulage
services for both volume and demand customersxgrected 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

8.1 Regulatory requirements

Rule 72(1)(m) of the NGR provides that the accessigement 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 forydes

forecast operating expenditure for the year
= the estimated cost of corporate income tax forytrae (if applicable)
= any penalty/reward from the operation of an inaenthechanism.

Rule 97 sets out certain requirements regardirggeate tariff variations. This rule is
relevant to this chapter in so far as the X facppesented here form part of the
variation mechanism.

8.2 Revised access arrangement proposal

In response to the AER’s draft decision, APT Allgasvised access arrangement
proposal addressed a number of components affest@npue and costs. APT Allgas
stated that it has undertaken a ‘test of reasonab# of the revenues and cash flows
derived from the factors determined by the AER. AR§as noted that its test of
reasonableness indicated that the AER’s revenugresgent and cash flows are
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insufficient to sustain APT Allgas’s BBB+ credittirsg assumed in estimating its cost
of debt!

APT Allgas agreed that changes to the price patfa¢¥ors) are required to reflect
changes in total revenue. However, APT Allgas sdt#tat the AER needs to provide
adequate explanation on the X factor profile it@doAPT Allgas contended that the
AER’s amendment to the X factors reduces the imeesiof the regulatory regime to
increase gas throughput and system utilisation. ARjJas proposed a sharper initial
price rise with lower increases towards the enthefaccess arrangement perfod.

APT Allgas revised its proposed fee for the inetannection service, reverting to a
value closer to the 2010-11 service fee. This wassponse to the AER’s draft
decision to amend the access arrangement to inthedelighting of installed
appliances as part of the inlet reconnection serviberefore, APT Allgas has
increased the revenue allocated to ancillary sesvassociated with the increase in
the inlet reconnection fee.

APT Allgas’s proposed total revenue requiremeniveerfrom pipeline services and
proposed X factors are shown in table 8.1.

Table 8.1 APT Allgas’s total revenue over access arrangemeperiod (revised)
($m, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Return on capital 48.3 51.3 53.9 56.8 59.7
Return of capital 0.4 3.8 3.8 4.6 5.0
Operating and 21.2 22.0 22.8 23.9 24.6
maintenance
Benchmark tax 0.8 2.2 2.1 2.3 2.7
liability
Carry-over amounts - - - - -
Revenue requirement 70.7 79.2 82.7 87.6 92.0
Less: ancillary 0.7 0.7 0.8 0.8 0.9
services revenue
Less: capital 0.6 0.6 0.6 0.7 0.7
contributions
Total haulage 69.4 77.9 81.3 86.1 90.4
services revenue
X Factors -17.75% -13.0% -10.0% -8.0% -3.0%

Source: APT AllgasRevised access arrangement submisswarch 2011, p.63.

1
2
3

APT Allgas,Revised access arrangement submisditerch 2011, p.63.
APT Allgas,Revised access arrangement submisditerch 2011, p.64
APT Allgas,Revised access arrangement submisditerch 2011, p.3.
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8.3 AER’s consideration

The AER'’s final decision assessed the various corapis of APT Allgas’s proposed
revenue requirement with regard to the nationaladgective (NGO) and the revenue
and pricing principles under ss. 23 and 24 of ti_Mespectively, and the NGR. In
considering the various components of the APT Allgaost and revenues the AER
has determined a total nominal revenue requiremie®®61 million over the access
arrangement period. This compares to APT Allgasippsed total revenue of
requirements of $410 million.

The AER requires that APT Allgas’s proposed revemgglirement be reduced to
reflect the AER’s assessment of the various reveougonents including:

= the WACC for the access arrangement period
= opex for the access arrangement period

= tax allowance for the access arrangement period.

The AER considers the change to the inlet recororetee is reflective of the
increased cost of this service required by the AERhendment in the draft decisibn.
The associated increase in ancillary services teveeduces the revenue allocated to
haulage services, because it is subtracted frontothkrevenue requirement approved
by the AER.

The total revenue requirement determined by the AE$noothed and converted to
tariffs using the forecast demand figures apprdwethe AER. In deriving the profile
of the X factors, the AER has been mindful of ptisdiprice shocks to customers and
the effects this may have on efficient developnoéithe market. The AER considers
these matters relevant factors under r. 97 of NG#R.AER has balanced this concern
against the cash flow needs of the businessesrrstof its cash flow and credit
rating, the AER notes the following:

= APT Allgas provided no analysis to show that angtipalar rating would flow
from a particular choice of X factors. It merelyaded that the AER’s X factors
in the draft decision would not allow it to maimta benchmark BBB+ rating
which it considered inconsistent with the WACC.

= the smoothed cash flows of a regulated businessadride only consideration of
a ratings agency, when assessing a business’ eredhiness. Credit rating
agencies rely on qualitative factors instead oy @plantitative ratios

= the requirement of NPV neutrality under r. 92(2Hayl (b) of the NGR allows
APT Allgas to recover its revenue requirement raigess of the profile of X
factors.

= the overall revenue requirement has increased fhendraft decision.

*  AER, Draft decision APT Allgas QId gas netwoiRecember 2010, p.5
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= the profile of price increases is negatively slop&ith higher price increases in
earlier years, although not as steep as APT Allgadd prefer.

The AER disagrees with APT Allgas’s assertion en#latter price profile is
inconsistent with the incentives of a price capstéeper X factor profile as advocated
by APT Allgas will increase prices more quickly thatherwise. The AER does not
consider that this would encourage greater througgapd system utilisation because
the price shock imposed upon APT Allgas’s custoneelig&ely to reduce (rather than
encourage) demand for the services. Therefore cathrar X factor profile which
reduces price shocks, is not inconsistent withribentives of a price cap to
encourage greater throughput and network utiligatio

The annual revenue requirements and annual prenegels (as indicated by the X
factors) are summarised in table 8.2. The AER asdbpt the same X factors will
apply to all volume and demand customers, as dieclis: chapter 11. The X factors
determined by the AER indicate there will be reakreases of about 5.5 per cent per
annum (on average) in haulage reference servidtstaver the access arrangement
period. There are no real price changes for angiflarvices fees, which will be
indexed by the change in CPI each year.

Table 8.2 AER'’s conclusion on APT Allgas’s annual revenue regjrement and
X factors ($m, nominal}f’

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

Return on capital 40.6 431 45.3 47.7 50.1
plus regulatory depreciatibn 0.3 3.6 3.7 4.4 4.9
plus operating and maintenance 21.4 22.2 23.0 24.0 24.8
plus corporate income tax 0.0 0.0 0.5 0.6 0.8
Total revenue 62.2 68.9 72.5 76.8 80.6
less forecast capital contributions 0.7 0.7 0.8 0.8 0.9
less ancillary services revenue 0.6 6.1 0.6 0.7 0.7
Total haulage services revenue 61.0 62.1 71.0 75.3 79.1
Smoothed haulage services revenue 58.5 64.5 71.1 77.6 84.0
X factors®
Haulage reference services (%) -10.50 -5.00 -5.00 4.00- -3.00
Ancillary service fees (%) 0 0 0 0 0
(a) Numbers may not add due to rounding.
(b) Regulatory depreciation includes the negatgrdciation impact of inflation

on the capital base.
(c) Negative values for X indicate real price ireses under the CPI-X formula.

57



8.4 Conclusion

The AER does not approve the revenue requiremepoged by APT Allgas because
it does not comply with r. 76 of the NGR. This isedo differences in the building
block components proposed by APT Allgas and deteethby the AER. The AER

also considers the proposed 17.75 per cent incredagffs in the first year of the
access arrangement period poses a significant iropaconsumers and is likely to
hamper the efficient growth of the market for refere services. Accordingly, the
AER has adopted a smoother X factor profile withearel to r. 97 of the NGR. The
AER proposes revisions to APT Allgas’s proposecnese requirement in accordance
with changes to the various revenue componentdisagssed in the relevant chapters
of this decision.

8.5 Revisions
The AER proposes the following revision:
Revision 8.1 amend the revised access arrangement and reagseds arrangement

information to reflect the annual revenue requirenasnd X factors set out in
table 8.2.

58



Part B - Tariffs

59



9 Demand forecasts

Demand forecasts are used to calculate the refer¢axiffs and also influence
forecast capital and operating expenditure linkeahétwork growth.

In its draft decision, the AER accepted APT Allgakimestic customer numbers,
total volume business consumption and demand Mb€gdsts, but required two
amendments:

® an increase in forecast residential consumptiothemwestern region to account
for weather sensitive space heating demand

= 3 reduction in forecast volume business customarhaus to reflect lower levels
of expected business connections.

In response to the draft decision, APT Allgas a#jdshe forecasting approach for
domestic consumption in the western region to batteount for weather sensitive
heating demand. The AER considers that the adjustapplied by APT Allgas
adequately addresses the concerns expressed drdftalecision, and accepts the
revised forecast is reasonable.

However, the AER considers APT Allgas has noffiedta move away from the draft
decision in relation to the volume business custdorecasts. As a result, the AER
has adjusted the revised volume business consumfptiecast to the levels presented
in table 9.6, which reflect recent trends in averag@lume business consumption.

9.1 Regulatory requirements

Rules 72(1)(a)(iii) and 72(1)(d) of the NGR provithat the access arrangement
information for a full access arrangement propémah 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 arrangementgarid the basis on which the
forecast has been derived.

Rule 74(1) of the NGR provides that any informatilmthe nature of a forecast or
estimate must be supported by a statement expdpih@nbasis 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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9.2 Revised access arrangement proposal

In its draft decision, the AER accepted APT Allgagbmestic customer numbers,
total volume business consumption and demand MD€r&sts, but required the
following amendments:

= anincrease in the domestic consumption forecasteinvestern region to account
for weather sensitive space heating demand

= areduction in forecast volume business customerbeus to reflect lower levels
of expected business connections based on anafyiie recent historical trend.

APT Allgas did not accept the draft decision ameedito the western region
domestic consumption forecast based on the AERimaton of weather sensitive
heating demand in the region. Instead, the re\asedss arrangement proposal
adopted an alternative approach to forecastingheeaensitive heating demand for
the region. APT Allgas proposed to use an annuing degree day (HDD) index to
estimate weather sensitive demand, as the indexde®a better measure of heating
requirements than the annual average minimum teatyrerused by the AER in the
draft decisiort.

APT Allgas did not accept the AER’s draft decistorreduce the volume business
customer numbers forecast without any adjustmetitedotal volume business
consumption forecast. APT Allgas rejected the dieftision adjustmehbecause it
results in an increase to the forecast averagen®husiness consumptidiContrary
to the draft decision, APT Allgas stated it expegbtsaverage consumption to remain
stable and proposed to use average consumptidhefqgrast three years to calculate
total volume business consumptibfio support this assumption, APT Allgas
analysed recent data on average volume businessrogton and customer numbers
grouped by the levels of annual consumption, asemited in figures 9.1 and 9.2.

Figure 9.1:  Average volume business customer consumption by sinf annual
consumption (GJ)
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Source: APT AllgasiRevised access arrangement submissiterch 2011, p. 68.

APT Allgas,Revised access arrangement submisditerch 2011, pp. 67-69.

AER, Draft decision February 2011, pp. 111 and 117.

APT Allgas,Revised access arrangement submisditerch 2011, p. 67.

APT Allgas,Revised access arrangement submisditerch 2011, pp. 70-76.

Volume business customers have been referresl¢coramercial and industrial (C&I) customers in
the figures contained in the APT Allgas revisedpomsal, reproduced as figures 9.1 and 9.2.

a B W N
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Note: The y-axis presented in the figure is imré@asing scale.

Figure 9.2:  Volume business customer numbers by size of annuadnsumption
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Source: APT AllgasiRevised access arrangement submissiterch 2011, p. 69.

As shown in the figures, C&I customers have beerddd into small, medium and
large customer groups, for customers with 30-1001G0-1,000 GJ and 1,000-
10,000 GJ annual consumption respectively. APTaMlIgtated that since figure 9.1
shows the average consumption for each customapgemains constant over recent
years, this demonstrated that its assumption b’/fleime business customer average
consumption is reasonable.

The revised forecast represents a 5.7 per centtieduo total volume business
consumption over the access arrangement periodarachpo the AER’s draft
decision® Table 9.1 compares the draft decision and re\asedss arrangement
proposal forecasts.

Table 9.1:  APT Allgas revised demand forecasts (TJ)

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

Residential Draft decision 824 846 868 891 914
consumption

Revised proposal 802 819 835 853 871
Volume business Draft decision 2121 2190 2261 2334 2408

consumption
Revised proposal 2081 2107 2134 2161 2187

Source: APT AllgasiRevised proposal, Demand Summary - CONFIDENTIALRAE
DD Response).xlMarch 2011 (confidential).

®  APT Allgas,Revised access arrangement submisditarch 2011, p. 70.
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APT Allgas adjusted the revised demand forecassetsut in table 9.2 to account
for the expected impacts of the proposed elegtricigas hot water changeover
program’

Table 9.2: Electricity to gas hot water changeover program

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

Volume class consumption — TJ 4 7 11 14 18

Source: APT Allgas, Email to the AERE: Questions - APT Allgas, attachment
20110406 Response to AER questions AER APT RP, 61Ap4il 2011.

9.3 Summary of submissions

The AER received one submission from APT Allgastsrown revised access
arrangement proposal. APT Allgas presented fuitifermation in relation to the
revised volume business consumption forecast imnofud

= the use of historical average volume business ecopsan over the past three
years to forecast total consumption is reasonaidesaconsistent with
ACIL Tasman’s advice to the AER which stated that

ACIL Tasman considers that it is generally reastsmtdassume that
consumption rates in the Volume Business custoilass avill continue at
historical average rates, assuming no significhahge in the customer
base.

=  the AER’s draft decision to reduce the volume bessncustomer numbers

forecast without any adjustment to the total voluyasiness consumption forecast

implicitly assumes a dramatic increase in the ayetavel of volume business
customer consumption which is inconsistent withatleice of its own consultant
and not supported by any evidence before the AER.

= the revised access arrangement proposal total wobtwstomer consumption
forecast is “the best forecast or estimate possililee circumstances” in
accordance with r. 74(2)(b) of the NGR. This for#da calculated by multiplying
the reduced customer numbers recommended by AG3m#&a and accepted by
the AER in the draft decision, and the historicarage volume business
consumption over the past three years.

9.4 AER’s consideration

The AER’s draft decision accepted APT Allgas’s detitecustomer numbers, total
volume business consumption and demand MDQ forgdaist required two
amendments:

®= anincrease in forecast residential consumptidhenvestern region to account
for weather sensitive space heating demand

" See chapter 7 of this final decision.
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= areduction in forecast volume business customerbeus to reflect lower levels
of expected business connections.

APT Allgas addressed these two issues in its reypseposal. The AER’s
consideration of these issues follows.

9.4.1 Residential consumption forecast

The AER’s draft decision amended the domestic cmpsion forecast in the western
region to account for weather sensitive heatingalemAPT Allgas did not accept
the amendment to the forecast based on the AERma®on of weather sensitive
heating demand in the region. Instead, APT Allgagsed the consumption forecast
based an alternative approach for estimating hgga@mand.

The AER accepts that the revised consumption fgtdoathe western region is
reasonable and represents the best possible foredhe circumstances. The AER
considers the material presented in the reviseesacarrangement proposal offers
sufficient support for the proposed forecastinghmadblogy, and the data used to
develop the revised forecast.

The AER accepts the use of the heating degreeHiaip) index for forecasting
weather normalised domestic consumption in theemesegion is reasonable
because:

* the HDD index is widely used for measuring heatieguirementsand has been
used to predict gas consumption in other networks

= the HDD index is available for a longer periodiaie¢ (over 50 years) compared
to the average minimum temperature data (12 yeaes) in the draft decision.
This allows for the analysis of longer term trendsveather conditions.

The AER accepts the proposed approach to foregadtimestic consumption in the
western region is reasonable for the following oeas

= APT Allgas accepted the AER'’s draft decision to teeweighted average of the
central and southern region domestic customer geezansumption as a proxy
for the non-temperature sensitive base load fomtgern region.

= the equation used to estimate the temperaturetsétydactor as presented below
appears reasonable as it appropriately capturegldteonship between weather
conditions and heating demand.

Total consumption = Base Load + (HDD * Sensitiigctor)

= the use of linear extrapolation of historical treadorecast the future temperature
sensitivity factor is reasonable in the circumséanas the historical trend is
derived based on all available actual consumptaia.d

See Bureau of Meteorology, http://www.bom.govjsadhcc/climate_averages/degree-
days/index.jsp (viewed 5 May 2011).
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Table 9.3 and figure 9.3 compare the access amaggeproposal, draft and final
decision total domestic consumption forecasts.

Table 9.3:  Total domestic consumption forecasts (TJ)

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

Access arrangement proposal 789 799 809 831 854
Draft decision 824 846 868 891 914
Final decision 802 819 835 853 871

Source: AERDraft decision February 2011, p. 116.

Figure 9.3:  Total domestic consumption forecasts (TJ)
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Source: AERDraft decision February 2011, p. 116.
APT Allgas,Revised proposal, Demand Summary - CONFIDENTIALRWAXE
DD Response).xldMarch 2011 (confidential).

9.4.2 Volume business consumption forecast

APT Allgas did not accept the AER’s draft decistorreduce the volume business
customer numbers forecast without any adjustmetitedaotal volume business
consumption forecast. APT Allgas rejected the diaftision adjustment because it
resulted in average volume business consumptiorgrisy 1.8 per cent each year
from 2010-11, as shown in figure 9.8y comparison, APT Allgas expects average
volume business consumption to remain constanpesbsed to use average
consumption for the past three years to forecaat volume business consumptith.
The AER has considered the information provided\By Allgas in support of its
revised access arrangement proposal. Howevere# dot consider the reasons
provided justify a move away from the draft deaisio

The AER agrees there has been little movementerage volume business
consumption for each customer group in recent yaarsvident in figure 9.1.
However, over the same period the number of medolomme business customers
has steadily increased while small volume busioastomer numbers have

®  AER, Draft decision February 2011 pp. 111 and 117.
19 APT Allgas,Revised access arrangement submisditerch 2011, pp. 70-76.
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decreased, as shown in figure 9.2. It follows thetrage consumption for volume
business customers (as a whole) has increased &yevage around 4.3% over the
last 4 years as shown in figure 9.4.

Figure 9.4:  Average volume business consumption forecasts (GJ)
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Source: APT AllgasRRevised proposal, Demand Summary - CONFIDENTIALRAE
DD Response).xldMarch 2011 (confidential).

Based on the evidence available, the AER consitiatsAPT Allgas has not taken
into account the changing mix of volume businestamers that is affecting
consumption levels overall. This observed increasererage consumption for
volume business customers (as a whole) over thd hasars could be driven either
by:

= existing small C&I customers increasing their canption, which moves them to
the medium C&I group, or

®  anincrease in small customer disconnections amdhmedium C&I customer
connections.

Regardless of the cause, there is a clear obs&essd of increasing average
consumption for volume business customers. As tigbigl AER confirms its draft
decision regarding forecast volume business custooresumption. These forecasts
are supported by recent historical trends and septehe best forecast available in
the circumstances. The AER’s decision on the volbosness consumption forecast
is set out in table 9.4.

Table 9.4:  Volume business demand forecasts (TJ)

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

Revised access 2081 2107 2134 2161 2187
arrangement proposal
Final decision 2121 2190 2261 2334 2408
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9.4.3 Demand forecast adjustments for electricityt o gas hot water
changeover program

APT Allgas proposed to adjust the revised demanrettsts to account for the
expected impacts of the proposed electricity tohgasvater changeover program.

The AER accepts that it is reasonable to adjustiéimeand forecasts to incorporate
impacts outside of the forecasting model. Baselsomssessment of the proposed
program as set out in section 7.3.3 of this firedision, the AER accepts the
proposed adjustments as set out in table 9.5.

Table 9.5: Electricity to gas hot water changeover program adjstment

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

Volume class consumption — TJ 4 7 11 14 18

Source: APT Allgas, Email to the AERE: Questions - APT Allgas, attachment
20110406 Response to AER questions AER APT RP, 61Apil 2011.

9.5 Conclusion

The AER accepts APT Allgas’s revised domestic consion forecast is reasonable
and represents the best forecast available initb@ncstances. The reasons for the
decision are set out in section 9.4.1.

The AER considers the material provided in APT Aflig revised access arrangement
proposal and submission does not justify a moveydwn its draft decision on the
average and total volume business consumptiondstecConsequently, the AER
maintains its draft decision and proposes to adhestevised volume business
consumption forecast as shown in table 9.3 tocefltee recent historical trend in
average volume business consumption.

The AER accepts it is reasonable to adjust the ddrf@ecasts as shown in table 9.5
to incorporate the impact of the electricity to as water changeover program.

9.6 Revisions
The AER proposes the following revision:

Revision 9.1:amend the revised access arrangement informatideléte Table 4.1
and replace it with the following table:

Table 9.6:  AER draft decision on APT Allgas’s demand forecasts

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

Volume class customer numbers 87 213 90 178 93 21596 327 99 533
Demand class customer numbers 102 103 104 105 106
Volume class consumption — TJ 2927 3016 3107 3201 2973
Demand class consumption — TJ 6970 6985 7000 7015 0307

1 See chapter 7 of this final decision.
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10 Reference tariffs

An access arrangement is required to set out heereice provider intends to charge
for reference services. The NGR requires that #sesbfor setting reference tariffs be

explained. This is done by defining the tariff skesand comparing the revenue to be
raised by each reference tariff with the cost afiling service to each tariff class.

In its draft decision, the AER accepted the voltemié, 10 zonal demand tariffs, and
three ancillary services tariffs proposed by APTgas$. However, the AER had
concerns with the detail of how these tariffs wagtermined and applied.

APT Allgas’s revised proposal has addressed theseearns.

This chapter presents the revised tariffs for 2Q2] reflecting the proposed revisions
to revenues and demand set out by the AER in ¢aisidn.

10.1 Regulatory requirements
With respect to reference tariffs, the NGR requ&€3 Allgas to:

= gspecify the tariffs for each reference servicd®(1)(d)(i) and (ii))

= demonstrate that total revenue is allocated betwafenence and other services on
the basis of costs allocated according to certanciples (r. 93(1) and (2))

= divide reference service customers into tariff stass(r. 94(1)) that are
economically efficient and avoid unnecessary tretisa costs (r. 94(2))

= describe the proposed approach to the settingitfsfancluding the method used
to allocate costs, and demonstrate the relatiortstipeen tariffs and costs and
provide a description of any applicable pricinghpiples (r. 72(1)(j))

= demonstrate that revenue expected from each tha is within certain lower
and upper thresholds (r. 94(3))

= demonstrate that each tariff and its charging patara must take into account
long run marginal costs, transaction costs andoust responses to price signals
(r. 94(4))

= demonstrate that prudent discounts offered to ousts are necessary for

competition or efficiency reasons and that thig Ikely lead to lower tariffs for
other customers (r. 96).

10.2 Revised access arrangement proposal

In its draft decision, the AER required various anaents regarding APT Allgas’s
propose tariffs. These amendments related to:

= tariff classes

= allocation of revenue to tariff classes
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= tariff revenues and parameters
® the tariffs for 2011-12.
APT Allgas’s response to these amendments follows.

10.2.1 Tariff classes

In its revised access arrangement proposal, APJasltevised its categorisation of
demand and volume customers to be consistent 18i2006-11 access arrangement
and therefore has not included a discussion oféwe basis for categorising demand
and volume class customér8PT Allgas removed the requirement for volume
customers to have an MDQ of less than 50 GJ. ARJa8laccepted that there would
be administrative issues with such a requiremenanges were made in clauses 2.1.1
and 2.1.2 of the access arrangement and acceagamant information to reflect this
amendment.

10.2.2 Allocation of revenue to tariff classes

APT Allgas revised its access arrangement inforonaid include discussion on the
basis of tariffs including cost allocation as poaisly submitted in its access
arrangement submission. This information was exedrnd include discussion on
reference ancillary services and capital contrdmgi Ancillary services tariffs were
determined by APT Allgas using a building blocktceethodology. The unit costs
were built up from contractor costs, internal pssieg labour and overhead
allowances. Quantities were based on historicaladsthat were adjusted for
expected changes in the total customer base. Cagpitibutions were forecast
utilising actual contributions for 2009-10 adjusfed CPI and expected customer
connection numbers over each year of the accemsgament period.

10.2.3 Tariff revenues and parameters

With respect to the relationship between expeatgdnue and stand alone costs for
demand customers, APT Allgas largely relied onahalysis and cost allocation
process adopted for the 2006-11 access arrangesmemission. This process
allocated revenue from demand customers based staatlalone costs for demand
customers.

APT Allgas stated that it has assessed the revegugrement from demand
customers and volume customers based on stand ahon@voidable costs. It found
that utilising the tariff structure developed untlex current access arrangement and
escalating both tariffs by a common X factor, theultant revenue streams lay
reasonably between the stand alone and avoidabls fay each class. Based on this
analysis, APT Allgas decided to adopt a commorif iacrease for both classes for
the access arrangement period.

APT Allgas,Revised access arrangement submisditerch 2011, p. 78.
APT Allgas,Revised access arrangement submisditerch 2011, p. 79.
APT Allgas,Revised access arrangement submisditerch 2011, p. 77.
APT Allgas,Revised access arrangement submisditerch 2011, p. 78.
APT Allgas,Revised access arrangement submisditerch 2011, p. 78.

a B W N
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APT Allgas stated that the forecast revenue foratehtustomers in 2011-12 does
not fully reflect the smoothing of revenues in sedpgent years, and hence it is not
valid to compare forecast 2011-12 revenue diregilly stand alone cosfs.

APT Allgas included commentary on ancillary sernii@saction costs and customer
responses in its revised access arrangement infiormahe revised access
arrangement information also now includes an amabfsSLRMC for demand
customers.

10.2.4 Tariffs for 2011-12

In its revised access arrangement, APT Allgas woblié$ proposed tariffs for 2011-
128 These revised tariffs reflected the various chamgeT Allgas made following
the AER'’s draft decision. APT Allgas stated thaluwoee customer tariffs should be
specified in units of ‘$/GJ’ rather than ‘$/GJ/daly’also stated that ancillary service
tariffs for inlet disconnection and inlet reconnentshould be specified as ‘$/each’
rather than ‘$/day’.

10.3 AER’s consideration

In its draft decision, the AER considered that AMIfas’s descriptions of its
proposed reference tariffs were largely compliaith whe requirements of the NGR.
However, where aspects of the proposal did not &R requirements APT Allgas
was required to:

® include all discussion of the basis for tariffsuggd under r. 72 of the NGR

® include discussion of ancillary services and capgibatributions in the cost
allocation description

= demonstrate the relationship between costs arféstancluding for ancillary
services, and to address the treatment of caitdatibutions

= demonstrate that APT Allgas has had regard to enanefficiency and
transaction costs in proposing the new basis ftagoaising volume and demand
customers

= demonstrate that revenue is allocated betweereraferand other services in the
ratio in which costs are allocated between refexemzl other services

= demonstrate that costs are allocated between nefe@nd other services
according to r. 93(2) of the NGR

= clarify the relationship between expected revemdestand alone costs for
demand customers

® APT Allgas,Revised access arrangement submisditerch 2011, p. 78.
" APT Allgas,Revised access arrangement submisditarch 2011, p. 78.
8 APT Allgas,Revised access arrangement proppdrch 2011, Appendix B.
°® APT Allgas,Revised access arrangement submisditarch 2011, p. 83.
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® include consideration of transaction costs andocust responses for ancillary
services

= address how tariffs and charging parameters foramenariffs take account of
long run marginal costs

= exclude all references to MDQ as a basis for caigsigg customers as volume or
demand customers.

The AER required amendments to rectify these isARRS Allgas’s revised proposal
has satisfactorily addressed all these issues. wawthe tariffs for 2011-12 still
require revision from those proposed by APT Allghse to the AER’s proposed
revisions to revenues and demand set out in thuiside.

No submissions were received on this matter.

10.3.1 Accepted changes

The AER accepts APT Allgas’s revised proposal tdude discussion on the basis of
tariffs in its access arrangement information (thfermation was previously only in
its access arrangement submission). The expandedsdion on reference ancillary
services and capital contributions has also beeepded by the AER as being
consistent with r. 72(1)(j)(i) of the NGR.

The AER accepts APT Allgas’s additional discussiarthe transaction costs and
customer responses regarding the charging parasfeteancillary services under r.
94(4) of the NGR. The AER also accepts APT Allgasisitional discussion on how
the charging parameters for demand tariffs takewucof long run marginal costs
under r. 94(4) of the NGR.

APT Allgas’s revised proposal did not demonstrhatg tosts were allocated between
reference and other services according to r.93F(8)eoNGR as required by the AER
draft decision. Based on confidential informatiorgented by APT Allgas, the AER
is satisfied that the cost allocation between sxfee and other services is consistent
with r. 93(2) of the NGR. The AER wrote to APT Adlg seeking further detail on
how revenues are allocated between reference aed sgrvices® The only ‘other
service’ offered by APT Allgas is a negotiated ss#vIn response to the AER’s
inquiry, APT Allgas provided a confidential demaiagion of the revenues and
costs'! The AER was satisfied with this demonstration.

The AER has reviewed APT Allgas’s calculationshd standalone costs for demand
customers and accepts the tariffs are consistehtrwr2(1)(j)(i) and r. 94(3) of the
NGR. The AER interpreted APT Allgas’s original posal in error.

The AER accepts APT Allgas’s revised proposal toaee the requirement for
volume customers to have an MDQ of less than 5as3iking consistent with r.
94(2) and r.94(4) of the NGR.

19 AER, E-mail to APT AllgasAER.APT.RP.08: Negotiated servid8 April 2011.
1 APT Allgas, E-mail to the AEFEW:AER.APT.RP.08: Negotiated servig® April 2011
(confidential).
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10.3.2 Further revisions

The AER proposes to recalculate the tariffs for22Q2 from those proposed by APT
Allgas. These tariffs reflect the revisions to newes and demand proposed by the
AER as set out in this decision. The AER accepauthits of measure (for example,
$/GJ) used by APT Allgas in its revised accessngement for the various tariff
components.

10.4 Conclusion

The AER considers that the tariffs proposed by AH@as meet many of the
requirements of the NGR, including r. 48(2)(d)(i)72(1)(j)(i), r.93(1), r.93(2), r.
94(1), r. 94(4), r. 96(2)(i) and r. 96(2)(b). Hoveeythe AER proposes that all
reference tariffs require revision to reflect ammedts to total revenue and demand
set out in chapters 8 and 9.

10.5 Revisions
The AER proposes the following revisions:

Revision 10.1 the following tariff schedule 2011-12 should béacted in the access
arrangement:

Table 10.1: Volume Tariffs for 2011-12 - GST exclusive dollars

Network Charges
Base Charge ($/day) 0.5539
Up to 1.7 GJ of gas delivered per day ($/GJ) 9.1118
Next 8.3 GJ of gas delivered per day ($/GJ) 6.6813
All gas delivered over 10 GJ per day ($/GJ) 47342

Table 10.2: Demand Tariffs for 2011-12 — Brisbane Region - GS&xclusive dollars

Network Charges Zone 1 Zone 2 Zone 3
DZz01 DZ02 DZ03
Base Charge (MHQ) ($/GJ of | $2.1645 $3.0795 $2.5713
MHQ/day)
MDQ of 50GJ or less ($/day) $79.5100 $115.085 |0
Greater than 50GJ but not greater than($/day) $79.5100 + | $115.0850 +| $129.9150
125 GJ of MDQ $0.8818/GJ | $1.6392/GJ | +
of MDQ for | of MDQ for | $2.6341/GJ
MDQ over MDQ over | of MDQ for
50 50 MDQ over
50
Greater than 125GJ but not greater thai$/day) $145.6450 + $238.0250 +| $327.4725
275 GJ of MDQ $0.6218/GJ | $1.3566/GJ | +
of MDQ for | of MDQ for | $1.9558/GJ
MDQ over MDQ over | of MDQ for
125 125 MDQ over
125
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Greater than 275GJ but not greater thai$/day) $238.9150 + $441.5150 +| $620.8425
525 GJ of MDQ $0.2713/GJ | $0.6331/GJ | +
of MDQ for | of MDQ for | $1.0740/GJ
MDQ over MDQ over | of MDQ for
275 275 MDQ over
275
Greater than 525GJ of MDQ ($/day) $306.7400 $599.7900 +| $889.3425
$0.2374/GJ | $0.2487/GJ | +
of MDQ for | of MDQ for | $0.2939/GJ
MDQ over MDQ over | of MDQ for
525 525 MDQ over
525

Table 10.3: Demand Tariffs for 2011-12 — South Coast Region -@Sexclusive dollars

Network Charges Zone 4 Zone 5 Zone 6
DZ04 DZ05 DZ06
Base Charge (MHQ) ($/GJ of | $1.9176 $3.8835 $3.8887
MHQ/day)
MDQ of 50GJ or less ($/day) $159.7850 $159.705p  7$1%00
Greater than 50GJ but not greater ($/day) $159.7850 + $159.7050 +| $167.4500
than125 GJ of MDQ $2.8941/GJ | $3.0524/GJ | +
of MDQ for | of MDQ for | $3.2219/GJ
MDQ over MDQ over | of MDQ for
50 50 MDQ over
50
Greater than 125GJ but not greater thai$/day) $376.8425 + $388.6350 +| $409.0925
275 GJ of MDQ $2.4871/GJ | $2.6341/GJ | +
of MDQ for | of MDQ for | $2.7584/GJ
MDQ over MDQ over | of MDQ for
125 125 MDQ over
125
Greater than 275GJ but not greater thai$/day) $749.9075 + $783.7500 +| $822.8525
525 GJ of MDQ $2.0914/GJ | $2.2610/GJ | +
of MDQ for | of MDQ for | $2.3627/GJ
MDQ over MDQ over | of MDQ for
275 275 MDQ over
275
Greater than 525GJ of MDQ ($/day) $1272.757%1349.0000 | $1413.5275
+ + +
$1.8201/GJ | $1.9671/GJ | $2.0575/GJ
of MDQ for | of MDQ for | of MDQ for
MDQ over MDQ over MDQ over
525 525 525
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Table 10.4: Demand Tariffs for 2011-12 — Toowoomba Region - GSexclusive dollars

Network Charges Zone 7 Zone 8
(Exclusive of GST) Dz07 Dz08
Base Charge (MHQ) ($/GJ of $2.1727 $3.9974
MHQ/day)
MDQ of 50GJ or less ($/day) $61.5100 $79.7000
Greater than 50GJ but not greater ($/day) $61.5100 + | $79.7000 +
than125 GJ of MDQ $0.4070/GJ | $0.8592/GJ
of MDQ for | of MDQ for
MDQ over MDQ over
50 50
Greater than 125GJ but not greater | ($/day) $92.0350 + | $144.1400
than275 GJ of MDQ $0.3278/GJ | +
of MDQ for | $0.6670/GJ
MDQ over | of MDQ for
125 MDQ over
125
Greater than 275GJ but not greater thai$/day) $141.2050 + $244.1900
525 GJ of MDQ $0.2713/GJ | +
of MDQ for | $0.4522/GJ
MDQ over | of MDQ for
275 MDQ over
275
Greater than 525GJ of MDQ ($/day) $209.0300 $357.2400
$0.2487/GJ | + $0.26/GJ
of MDQ for | of MDQ for
MDQ over MDQ over
525 525

Table 10.5: Demand Tariffs for 2011-12 — Oakey Region - GST elgsive dollars

Network Charges Zone 9 Zone 10
(Exclusive of GST) DZz09 DZ10
Base Charge (MHQ) ($/GJ of $1.9801 $2.1140
MHQ/day)
MDQ of 50GJ or less ($/day) $64.7900 $141.550
Greater than 50GJ but not greater than($/day) $64.7900 + | $141.5500
125 GJ of MDQ $0.5200/GJ | +
of MDQ for | $2.6567/GJ
MDQ over | of MDQ for
50 MDQ over
50
Greater than 125GJ but not greater | ($/day) $103.7900 + $340.8025
than275 GJ of MDQ $0.4296/GJ | +
of MDQ for | $2.1366/GJ
MDQ over | of MDQ for
125 MDQ over
125
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Greater than 275GJ but not greater thai$/day) $168.2300 + $661.2925
525 GJ of MDQ $0.3052/GJ | +
of MDQ for | $1.3114/GJ
MDQ over | of MDQ for
275 MDQ over
275
Greater than 525GJ of MDQ ($/day) $244.5300 $989.1425
$0.2487/GJ | +
of MDQ for | $0.5653/GJ
MDQ over | of MDQ for
525 MDQ over
525

Table 10.6: Reference Ancillary Services charges for 2011-1Z5ST exclusive dollars

Reference Ancillary Service Charges
Special Meter Read ($/each) 18.96
Inlet Disconnection ($/each) 52.07
Inlet Reconnection ($/each) 96.29
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11 Tariff variation mechanism

An access arrangement is required to set out hoiiganay be varied during the
access arrangement period. APT Allgas has propadediff variation mechanism
that allows tariffs to be adjusted by inflation amchere applicable, an X factor each
year. In addition, APT Allgas has proposed a mednarfor adjusting tariffs in the
event of an approved cost pass through.

The purpose of the tariff variation mechanism mpagst 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 approves the tariff variation mechanisnppsed by APT Allgas as
complying with r. 92(2) of the NGR. However, thiaetors have been revised to
reflect the changes to the forecast total revedeatified in other chapters of this
decision.

APT Allgas has broadly accepted the cost pass tironechanism as specified in the
draft decision, but has proposed a number of furteeisions. The AER has accepted
several of these proposed revisions, and a numibapmicable revisions proposed

by Envestra in its simultaneous access arrangemamosal, where the AER
considers the revisions better promote the requamreisiof the NGR and NGL.

Certain requirements of the annual tariff appropabcess have been revised by the
AER. The proposal for the coming tariff year muestdziged 50 business bays before
the end of the current tariff year. The quantityadased in the variation formulas
must be audited.

11.1 Regulatory requirements

Rule 72(1)(k) of the NGR requires that the accesmgement information for a full
access arrangement proposal must include the sgmawider’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 otrex course of an access arrangement
period. Rule 92(2) of the NGR provides that therefce tariff variation mechanism
must be designed to equalise in present value tEnmsast revenue from reference
services over the access arrangement period armpbthen of total revenue allocated
to reference services for the access arrangementipe

Rule 97(1) of the NGR requires that a referend#f taariation mechanism may
provide for variation of a reference tariff in acdance with a schedule of fixed
tariffs; or in accordance with a formula set outhe access arrangement; or as a
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 rexeto be derived from a particular
combination of reference services; or tariff bagkéte control; or revenue yield
control; or a combination of all or any of thesetéas.
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In deciding whether a particular reference tardfiation mechanism is appropriate to
a particular access arrangement, the AER must fie@yaed to the various factors in r.
97(3) of the NGR including the need for efficieatiff structures; and the possible
effects of the reference tariff variation mechan@madministrative costs; and the
regulatory arrangements (if any) applicable torHevant reference services; and the
desirability of consistency between regulatory mgeaments for similar services; and
any other relevant factor.

Rule 97(4) of the NGR requires that a referena# tariation mechanism must give
the AER adequate oversight or powers of approvat gariation of the reference
tariff.

11.2 Revised access arrangement proposal

In its draft decision, the AER required various agreents regarding APT Allgas’s
propose approach to tariff variations. These amemisrelated to:

®  The annual tariff variation mechanism
®= The cost pass through mechanism

= The approval process for annual tariff variations
APT Allgas’s responses to these matters follow.

11.2.1 Annual tariff variation mechanism

11.2.1.1 Revenue equalisation

APT Allgas revised the X factors in the tariff casitand rebalancing formulas based
on the various changes it had made to its revisaeggsal, consistent with r. 92(2) of
the NGR.

11.2.1.2 Tariff control and rebalancing formulas

APT Allgas accepted the AER’s draft decision thateaghted average price cap
(WAPC) rather than a price path, be adopted faff tzariations during the access
arrangement period. However, APT Allgas did rais@ljection that the AER’s
discussion on this matter had not been couchegtinstof r. 97 of the NGR.

APT Allgas also accepted the rebalancing formulhhéAER'’s draft decisiof.

Both the tariff control and rebalancing formulasevaccepted by APT Allgas subject
to minor errors in both formulas. APT Allgas iddietil that “i” and “j” had been

misused in the definition op!,and g’ . It also identified a typographical error, with

an unnecessary additional parenthesis in both fastitThe tariff control and
rebalancing formulas are set out in APT Allgasigsed access arrangemént.

APT Allgas,Response to the AER draft decisipp. 85-86.
APT Allgas Revised access arrangemeu.12-13.

APT Allgas,Response to the AER draft decisipn88.
APT Allgas,Revised access arrangemgnyp. 11-13.
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APT Allgas accepted the AER’s draft decision to inctude an adjustment factor (A
factor) for under/over recoveries related to unaoted for gas in the tariff variation
mechanism, subject to the AER approving it revieedcast UAG costs. APT Allgas
indicated that to provide certainty regarding UAG5tS it has now entered a contract
regarding the cost of gas for the length of aceessigement period. It states that
these costs are now ‘locked in’ and should be thetLin the forecast operating costs.

11.2.2 Cost pass through tariff mechanism

APT Allgas broadly accepted the AER’s approachast pass throughs, and
incorporated many of the AER’s required revisiSridowever, APT Allgas proposed
further revisions to:

= definitions of specific cost pass through events:

= regulatory change event — proposed to remove thidsvsubstantially affects
the manner in which APT Allgas provides referernewises (as the case
requires)’

= tax change event — proposed to include new deadimstrelating to ‘Tax’ and
‘Authority’ in the glossary

= insurer credit risk event — proposed to removedgeirement that an insurer
be a ‘nominated’ insurer

= natural disaster event — proposed to replace tlidsnvcegulatory control
period’ with the words ‘access arrangement periadd to replace ‘forecast
operating expenditure’ by ‘approved revenue requ@et’.

= the materiality threshold: event costs would beuatised for comparison against
the smoothed forecast revenue.

= the procedure for cost pass through event varistibre AER would have
discretion to extend the 90 day time frame in whAHhl' Allgas would be
required to notify the AER of cost pass throughres@ccurring.

= the application of cost pass through tariff vaaas: that provisions should be
included to allow for cost pass through tariff aions to be passed through mid-
year, where the AER considers it is necesSary.

APT Allgas also proposed to include an additiosarbon pricing event defined as
‘an event which results in the imposition of leghligation on APT Allgas or third
party arising from the introduction or operationaotarbon emissions trading scheme
imposed by the Commonwealth, a State or TerritorgroAuthority and result in

APT Allgas incurring costs directly or indirectlyn¢luding under statute or contract)
and includes:

APT Allgas,Response to the AER draft decisipp. 86-87.
EnvestraRevised Qld access arrangement proposkrch 2011,

APT Allgas,Response to the AER draft decisidtarch 2011, pp. 91-100.
APT Allgas,Response to the AER draft decisibtarch 2011, p. 100.

0 N o o
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(a) the cost of acquiring emissions allowances, peraritsits (howsoever
called);

(b) costs incurred in order to reduce liability forlman emission associated with
the production, transport or supply of gas, or ntl&e in connection with
APT Allgas’s gas distribution business or the psam of reference services;
and

(c) administrative and compliance costs associated twéhntroduction or
operation of such a scheme, including reportingscos

11.2.3 Annual tariff variation approval

APT Allgas proposed that it submit its annual fardriation proposal 40 business
days before 1 July each year. It rejected the ARt decision to require

50 business days notice before 1 July each yetreogrounds that this submission
date would allow only 4 days for it to prepareptsposal following the release of the
March CPI.

APT Allgas proposed that the quantities used fert#niff control and rebalancing
formulas only be audited in circumstances that AHgas proposes to change the
relative weightings of the tariff components. le thER’s draft decision amendment
11.3(ii) required quantities to be audited annualy T Allgas argues that this creates
additional costs for customers. It also referreth®AER’s framework paper for
NSW and ACT DNSPs where the AER said it would rezjaudited quantity data,

but also indicated it would allow some flexibility accept unaudited data where the
AER was satisfied with the quality of the data.

APT Allgas partially accepted the amendment in A&E&aft decision for ‘late’ price
approval. In such circumstances, APT Allgas agthattariffs should be indexed by
the previous change in CPI on 1 July and the varidb be subsequently corrected
for actual values once these are approved by thdatr. However, APT Allgas
considered that the approach should also takeartount the time value of money
and therefore proposed that an adjustment foritie talue of money form part of
the correctiort’

APT Allgas proposed to change the way an errordeasribed in amendment 11.3 of
the AER'’s Draft Decision. The revised paragraptppsed by ATP Allgas clarifies
that an error must be a real error, rather thamagparent’ error, and limits corrections
to errors ‘made in the access arrangement peftod’.

11.3 AER’s consideration

In its draft decision, the AER required various angreents regarding APT Allgas’s
propose approach to tariff variations. These amemisrelated to:

= the annual tariff variation mechanism

®  APT Allgas,Response to the AER draft decisipp. 87-88 and p.91.

10 APT Allgas,Response to the AER draft decisipp. 90-91.

1 APT Allgas,Response to the AER draft decisipn91 and APT Allgaskevised Access
Arrangementp. 14.
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® the cost pass through mechanism

= the process for annual tariff variation approval
These matters are discussed below. No submissierssneceived on these matters.

11.3.1 Annual tariff variation mechanism

11.3.1.1 Revenue equalisation

The AER considers that APT Allgas’s annual tardfiation mechanism does not
comply with r. 92(2) of the NGR, as the X factoos feference services must be
amended as set out in revision 11.1. The revisé&trs reflect the changes to
forecast total revenue in the access arrangemeiodpghich occurs as a result of
changes to the building block components that nugkeotal revenué? Further,
amendment in forecast revenue is required to refleanges to forecast demand. The
changes in total revenue are outlined in the tetanue chapter 8 and changes to
forecast demand are outlined in the demand ch8piéthis draft decision.

11.3.1.2 Tariff control and rebalancing formulas

APT Allgas accepted the AER’s draft decision tinat tariff control formula should
be a based on a WAPC. The AER therefore affirmdra$t decision in this matter. In
response to APT Allgas’s concerns regarding thal lbgsis from the AER’s decision,
the AER considered Rule 97 of the NGR in reachisgliaft decision, although the
discussion in its draft decision may not have bamrched in these terms. To clarify,
the AER considers that the use of a WAPC is comsistith the way tariff variations
have occurred to date for APT Allgas. In particutae annual tariff variation
template that APT Allgas has completed for the $agears for the QCA and AER has
included a WAPC formula. This formula is set outhe introductory sheet of the
template and differs from the simple price pathnfola that was contained in the
access arrangement document. In this regard, tlie ddasiders that using a WAPC
would represent at continuation of the tariff vada approach as previously applied,
consistent with r.97(c) of the NGR. The AER wa®atsndful of the desirability of
consistency between regulatory arrangements (D@7 ithe NGR) which is reflected
by the fact that the AER’s draft decision preserttedsame WAPC and side
constraint formulas for APT Allgas and Envestra.

APT Allgas accepted the AER’s draft decision to inctude an adjustment factor (A
factor) for UAG. The AER therefore affirms its drakecision in this matter. As for
other opex costs, the AER considers that a forexfasticient UAG costs should be
included in the opex allowance without any undegfe\adjustment for actual cost
outturns. The AER considers that APT Gas shoulddbe to manage UAG costs in
various ways. In its revised proposal, APT Allgagicated that it had now chosen to
contract for the cost of gas over the access aerargt period. The AER’s
assessment of the efficiency of the revised fotddA$s costs is presented in
chapter 7. That assessment is separate from thésAteRision to reject APT Allgas’s
original proposal for an A factor.

12 NGR, r.76.
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Given that APT Allgas accepted the rebalancing tdenin the draft decision and that
the AER had previously assessed this formula tconsistent with the NGR, the
AER also accepts this formula for rebalancing tsurif

The AER accepts the tariff control and rebalandorgiulas as contained in
APT Allgas’s revised access arrangement, inclutiiegminor corrections noted in
APT Allgas’s response to the draft deciston.

11.3.2 Cost pass through mechanism
The AER’s considerations on APT Allgas’s proposexsions are set out as follows:

= gpecific cost pass through event definitions

regulatory change event

= tax change event

= insurer credit risk event

= carbon pricing event

= other event definition issues
= process for cost pass through event tariff vanetio
= application of cost pass through event tariff vizoizs
= pass through of costs in the subsequent period

= materiality threshold.

11.3.2.1 Specific event definitions
Regulatory change event

The AER accepts APT Allgas’s submission that tHend®n of a ‘regulatory change
event’ should include the imposition wéwregulatory obligations or requirements.
However, the AER also considers:

= the definition should include themovalof regulatory obligations or
requirements

= APT Allgas’s revised proposal that the words folliogv‘'substantially’ be deleted
from the definition should be rejected, as thevate cost impacts are only those
that relate to the manner in which APT Allgas pd®& reference services

In relation to the first two points, the AER coresis-

= a ‘regulatory change event’ should be interpreteddly, so as to encompass the
imposition of, removal of, or the change in, a latary obligation.

13 APT Allgas,Revised access arrangemegpp. 11-13.
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= there is no basis for distinguishing a change gulaory obligation from a
imposition of a new regulatory obligation, or frahe removal of an existing
regulatory obligation.

The AER also considers the regulatory change eslemild also be amended to
eliminate any overlap between the regulatory chavgat, service standard event
and tax change event. The regulatory change easnlefined in the AER’s draft
decision, did not include the specification tha¢gulatory change event is a change
in regulatory obligation that falls within no otheategory of Cost pass through Event.
The AER considers that a revision to this effe@sdoot alter the nature of event that
would qualify as a regulatory change event, buhielates any potential overlap
between events.

The AER'’s revised event definition is set out inemment 11.2.

Tax change event

The AER accepts APT Allgas’s revised proposal tmiporate two additional
definitions — for a ‘Tax’ and an ‘Authority”. The AER considers that these
definitions as appropriate, as they support andfgle meaning of a ‘tax change
event’. The AER considers these revisions promiatgty and regulatory certainty,
which are in the long term interests of users, peosve users and APT Allgas.

The AER'’s revised event definition is set out inemmament 11.2.

Insurer credit risk event

The AER accepts APT Allgas’s revised proposal tetéethe word ‘nominated’
before the word ‘insurer’.

The original definition, as currently set out i ttiraft decision, does not specify any
nomination process. The AER accepts that, in sulmhmia pass through application,
APT Allgas would be required to demonstrate thatrievant insurer was an existing
insurer of APT Allgas’s. Therefore, subject to thaterially threshold being met, an
event in which any of APT Allgas’s existing instgdrecomes insolvent would

qualify as an ‘insurer credit risk event’. The ABRSs also revised the definition in
response to Envestra’s proposal to include an iadditsub-clause, for circumstances
where the insolvency of one of APT Allgas’s insgregsults in material self-funding
costs to APT Allgas, where it would otherwise haeen covered under an insurance

policy.
The AER'’s revised event definition is set out inemament 11.2.

Carbon pricing event

The AER does not accept APT Allgas’s proposed aqathr event?® and does not
consider it necessary to establish a new costthassgh event specific to carbon tax.

The AER considers that the other defined cost fhassigh events—namely, the
regulatory change event, service standard eventaeanthange event—are sufficiently

4 APT Allgas,Response to the AER’s decisidarch 2011, p. 98
> APT Allgas,Response to the AER’s decisitarch 2011, p. 99.
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comprehensive to capture most events relating lioypchanges, including a
proposed carbon tax regime. In addition, for amet@ qualify as a cost pass through,
the materiality threshold would still need to betme

The AER cannot pre-qualify an event or confirm tihatould be a cost pass through
event. All cost pass through applications mustdsessed based on the specifics of
the event when it has occurred, and the AER camafie such an assessment prior to
these specifics being available. However, the ABRs@lers it is appropriate to offer

a preliminary and non-binding view based on itgniptetation on the definitions of
cost pass through events. In the circumstancdsatcess arrangement review, the
AER considers that a carbon tax as proposed weulgject to the materiality
threshold being satisfied, most likely qualify asa change event.

Other event definition issues

The AER has identified minor errors in the draftiden, and accepts APT Allgas’s
proposed revisions to correct these ertbiEhe words ‘regulatory control period’
should be substituted for ‘access arrangementgianaeflect the appropriate gas
terminology. Also, APT Allgas proposed that the dsfforecast operating
expenditure’ in the natural disaster event shoelddplaced with ‘approved annual
revenue requirement’. The AER does not accept this revision, as thene is
‘approved annual revenue requirement’ under a wethhverage price cap. The
reference to forecast operating expenditure is@pfate, as this is where the self-
insurance costs excluded by the clause would beved for in the final decision.

Regarding the regulatory change event, and sestécelard event, the AER
considers:

= the word ‘substantially’ is a qualitative and unidetl concept, and would
therefore introduce uncertainty and ambiguity far service providers and the
network users; and increase administrative costh®AER

= the deletion of the word is consistent with the A&&oproach to defining specific
cost pass through (or trigger) events — that igingea clear set of events that
could appropriately balance the distribution oksi®etween service providers and
network users

= the deletion of the word is therefore consistenhhe national gas objectives in
the NGR and the revenue and pricing principleh&NGL.

For the reasons stated above, the AER accepts tEagagvised proposal to delete
the word ‘substantially’ from the definition of thegulatory change event’, and
similarly considers the word ‘substantially’ sholle removed from the definition of
the ‘service standard event'.

The AER'’s revised event definitions are set ouewision 11.2.

16 APT Allgas,Response to the AER’s decisitarch 2011, p. 99.
7 APT Allgas,Revised access arrangement submissitarch 2011, p. 99; APT AllgaRevised
access arrangement proposiarch 2011, p. 16.
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However, the AER does not accept APT Allgas’s rediproposal to remove the
remainder of the clause following the word ‘subsidly’, which relate to the manner
in which reference service is provided. The AERsiders that the business should
only be compensated through the pass through mischdor regulatory changes that
directly relate to the provision of reference seeg. For an event to qualify as a
‘regulatory change event’, the AER considers thatust both:

= affect the manner in which the reference servigeasided

= satisfy the materiality threshold.

11.3.2.2 Process for cost pass through event tariff variatios

APT Allgas amended its process for cost pass ti®ugits access arrangement as
required in the AER'’s draft decision, but includeturther revision. Specifically,
APT Allgas provided for the AER to have discrettorincrease the required time for
notification of a cost pass through event occurtfhg

The AER accepts APT Allgas’s proposed revisionringple, but proposes to revise
the process description further. Where the costspass through event take longer
than 90 days to calculate and verify, APT Allgasudt not be limited from passing
through such an event. Rather than introducingheet®ER assessment, the AER
considers it is preferable that APT Allgas subrstireates of the costs to be incurred
within the mandated timeframe. The AER will ass&B3 Allgas’s proposed costs or
estimates against the expenditure requirements tinedGR and NGL before
approving any such pass through application.

The AER considers this revision increases theliéi of the cost pass through
mechanism, while ensuring the appropriate balahcslosharing between
APT Allgas and its users.

11.3.2.3 Application of cost pass through event tariff varidions

APT Allgas revised its access arrangement progosatlude the AER'’s required
amendments, but added a revision to permit mid-gesir pass through tariff
variations where the AER considers it neces$ary.

The AER does not accept the proposed revisionhemasis that mid year tariff
variations create unnecessary administrative coxitgland introduce inefficient
price volatility for users and prospective userhiéfé a material pass through event
occurs during a regulatory year, the AER considé?$ Allgas has sufficient scope
to defer other expenditure until the next regulatgrar, in order to preserve the
reliability of reference services in the interim.

The AER considers this amendment creates the apgt®palance of risk sharing,
and therefore the long term interests of userspactive users and APT Allgas.

18 APT Allgas,Response to the AER’s decisitarch 2011, p. 92.
19 APT Allgas,Response to the AER’s decisitarch 2011, p. 96.
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11.3.2.4 Pass through of costs in the subsequent period

APT Allgas revised its access arrangement progosatlude provisions for the
carryover of pass through amounts into the subsggeeess arrangement perfdd.

The AER does not accept this proposed revisioit,iasinnecessary and inconsistent
with the overall goals of a cost pass through mecna The only events that would
qualify under the proposed clause are those fostioing during the last year of the
access arrangement period. The AER considers tipegel of a cost pass through
mechanism is to allow for tariff variations assoethwith material unforseen events
during an access arrangement period, where thesgmnovider could otherwise not
recover these costs until the subsequent period. ABas’s proposed amendment
effectively substitutes the cost pass through appbn process for the full access
arrangement review. Where the inclusion of evestsm tariffs would not take place
until the subsequent access arrangement periogdshwaild be assessed in the next
access arrangement review. The AER considers étisripromotes the long term
interests of users, prospective users and APT alligan APT Allgas’s proposed
revision.

11.3.2.5 Materiality threshold

APT Allgas amended its access arrangement to irdluel AER’s materiality
threshold, but proposed a revision that materid@yetermined relative to the
annualised costs of a cost pass through évent.

The AER does not accept APT Allgas’s proposed rewisThe materiality threshold

is set at one per cent of smoothed forecast reviesgugrement, to ensure that costs
are only passed through where they create a signiffinancial impact on APT
Allgas. By annualising costs, a relatively smaketthat occurred over a short period
of time may, when converted into an annual figeseeed the materiality threshold.
This is not consistent with the overall objectiVdale cost pass through mechanism.
The defined materiality threshold is intended tocéear and transparent guidance for
what the AER will accept as a material financiapaut.

11.3.3 Annual tariff variation approval

The AER does not accept ATP Allgas’s proposed dieadbr submitting its annual
tariff variation proposals. The updating for Mai€RI is a relatively straight forward
matter. If a template like the one used duringeheier access arrangement period
were used, the updating of figures should be agstiréorward process. The change in
CPI also affects all tariffs in a symmetrical fashiso this should not affect the
relatively of any rebalancing of the tariffs. Shibtthe publication of the March CPI be
delayed, this could be updated during the assesgmednd. For the reasons outlined
in the draft decision, the AER considers that 58itess days notice is necessary to
conduct its own assessment and still provide custsifretailers) with reasonable
notice of the tariff variations> Accordingly, the AER rejects APT Allgas’s revised
proposal on this matter and requires the annuidfl variation to be submitted 50
business days before 1 July each year.

2 APT Allgas,Response to the AER’s decisidarch 2011, p. 96-97.
2L APT Allgas,Response to the AER’s decisiddarch 2011, p. 100.
2 AER, Draft Decision p. 135.
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APT Allgas’s proposal that quantities only be aeditvhere it proposes to change the
relative weightings of the tariff components is matrkable. Weightings will
necessarily change each year as consumption chargsss why quantities are used
as weights in the WAPC. The quantity data to beluisehe control formulas are also
based on lagged data for two years. It would beankable for data to be audited two
years after the fact. The objectivity of the weigbs is an important feature of a price
cap form of control as opposed to a revenue cap AER considers that APT Allgas
should conduct an audit of the quantity data usesipport its pricing proposals. A
moderate (negative) assurance audit is required &BT Allgas.?® The level of audit
assurance reflects on one hand the costs andrivotvéed in such audits and the need
for robust data on the other. However, the AERmasethe right to require a
reasonable (positive) audit assurance of the dyaddia in the future.

The AER accepts APT Allgas’s revised proposal thattime value of money be
accounted for in the adjustment mechanism used wWieeannual price approval is
delayed beyond 1 July. The AER does not expeagpiitnasion to roll tariffs over

from one year to the next in the case of a latésd@tever to be used. Even if it were
to occur, it is unlikely that the delay between st of the tariff year and the
subsequent approval is likely to be small. Consetiyethe adjustment in terms of
the time value of money is also likely to be smidibnetheless, the AER agrees that
as a matter of principle, the time value of monegudd be accounted for in such
circumstances and therefore accepts APT Allgaseevproposal on this matter.

The AER accepts the proposed changes by APT Altghsw an error is described in
its access arrangement. The AER agrees that anneasi be investigated and found
to be real before it can be corrected. It alsoegtkat corrections for past errors in
annual tariff variations should be limited to theseiations made in the access
arrangement period.

11.4 Conclusion

The AER did not accept the revised tariff variattnachanism proposed by
APT Allgas as it does not comply with r. 92(2) bétNGR in terms of the value of
the X factors.

The AER’s conclusions on specified cost pass thiawgnts are set out in table 11.1,
and its conclusion on other issues regarding tisemass through variation
mechanism are set out in table 11.2. Where the A&Raccepted a revision from
either business, it has incorporated the revigitmits decisions for both APT Allgas
and Envestra. The AER considers these revisiondtiesa cost pass through
mechanism that promotes the long term interestiseis, prospective users, and
APT Allgas.

23 ASAE 3000 is the relevant audit standard.
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Table 11.1

Defined Cost pass through Events — Revised proposand AER'’s

conclusions
Cost pass Revision Revision proposed AER'’s conclusion
through Events proposed
by
Regulatory change Envestra Delete the word ‘substantially’ Acceptyé&sira’s proposed
event revision
Regulatory change APT Allgas  Delete the words ‘substantiallyRejects APT Allgas’s
event affects the manner in which  proposed revision, but accepts
APT Allgas provides referencethe deletion of the word
services (as the case ‘substantially’.
requires)’.
Service standard Envestra Delete the word ‘substantially’ Acceptyé&sira’s proposed
event revision
Tax change event APT Allgas  Include new definitions Accepts APT Allgas’s revised

Network user failure Envestra
event

Insurer Credit Risk  APT Allgas
Event

Insurance cap event  Envestra
Natural disaster APT Allgas
event

Insurer insolvency  Envestra

event (new cost pass
through event)

Carbon pricing event APT Allgas
(new cost pass
through event)

relating to ‘Tax’ and
‘Authority’ in the glossary

proposal.

Add the words ‘becomes
insolvent or’ after the words
‘whereby an existing network
user’.

Rejects Envestra’s proposed
revision

Delete the word ‘nominated’ Acc_e.p.ts APT Allgas’s new
definition

Delete the words:etlent
excludes all costs incurred
beyond an insurance cap that
are due to Envestra’s
negligence, fault, or lack of
care’.

Rejects Envestra’s proposed
revision

Substitute ‘regulatory control Accepts ‘access arrangement
period’ for ‘access period’ revision, but rejects
arrangement period’, and ‘approved revenue

substitute ‘forecast operating requirement’ revision.
expenditure’ for ‘approved

revenue requirement’

Add an ‘insurer insolvency
event’ by inserting :

Accepts Envestra’s revised
proposal in principle.
However, this new event is
added by revising the ‘insurer
credit risk event’. Revision
requires adding the following
text at the end:

“An ‘insurer insolvency event’
means the insolvency of an
insurer resulting in material
losses to Envestra as a result
of unsatisfied claims.”
“(c) incurs additional costs
associated with self funding
an insurance claim, which,
would have otherwise been
covered by the insolvent
insurer.”

Proposed a new event to Rejects APT Allgas’s
capture costs arising from the proposed revision
proposed carbon tax.
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Table 11.2  Other cost pass through issues — Revised proposalsd AER’s

conclusions

Other matters Revision

proposed by

Revision proposed AER'’s conclusion

Materiality threshold Envestra

Materiality threshold APT Allgas

Process for cost passAPT Allgas
through applications

Process for cost passEnvestra
through applications

Application of cost  APT Allgas
pass through event
variations

Pass through of
costs in the
subsequent period

APT Allgas

Add the word ‘firgt’  Rejects Envestra’s proposed
front of the last word revision
‘incurred’

Add the word Rejects APT Allgas’s
‘annualised’ in front of proposed revision
‘impact’

Gave the AER Accepts APT Allgas’s

discretion to extend the proposal inc principle, but

time required for required an alternative

notification of an event. revision (as proposed by
Envestra).

Proposed to notify the Accepts Envestra’s proposed
AER of pass through  revision.
costs when they are
known or can be
estimated.

Proposed that the AER Rejects APT Allgas’s
should have discretion proposed revision.
to allow mid-period
tariff changes where the
AER considers APT
Allgas’s financial
viability is at risk.

Proposed that Rejects APT Allgas’s
qualifying pass through proposed revision.
event costs incurred in

the last year of the

regulatory period

should be passed

through in the next

access arrangement

period.

The AER did not accept the revised submission fitatthe annual price approval
process. The AER considers that the annual prigiogosal should be submitted by
APT Allgas 50 business days before the end of &adhyear.

The AER did not accept APT Allgas’s proposal regagdhe annual auditing
requirements. The AER considers that the quanstg dsed in the annual tariff
approval process should be subject to a negatsiga@sce audit each year.
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11.5 Revisions
The AER proposes the following revisions:

Revision 11.1revise the access arrangement to include thewolg X factors in the
tariff control and rebalancing formulas.

X, 1s-0.05 for 2012-13
is -0.05 for 2013-14

t

X
X, 1s-0.04 for 2014-15
X, is-0.03 for 2015-16

t

Revision 11.2revise the access arrangement to amend sectidhas $ollows:

Subject to the approval of the Regulator undeNG#&R, Reference Tariffs may be
varied after one or more Cost pass through Evestiars, in which each individual
event materially increases or materially decre#éisesost of providing the reference
services. Any such variation will take effect frahe next 1 July.

In making its decision on whether to approve trappsed Cost pass through Event
variation, the AER must take into account the folloy:

the costs to be passed through are for the delvigpipeline services
the costs are incremental to costs already alldemenh reference tariffs
the total costs to be passed through are buildogklcomponents of total revenue

the costs to be passed through meet the relevditndbhGas Rules criteria for
determining the building block for total revenuedietermining reference services

any other factors the AER considers relevant amgistent with the NGR and
NGL.

Cost pass through Events are:

a regulatory change event;
a service standard event;

a tax change event;

a terrorism event;

a network user failure event;
an insurer credit risk event;

an insurance cap event;
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®  a natural disaster event;
Where

Regulatory change evert-means:

An imposition of, a change in, or the removal eégulatory obligation or
requirement that:

(a) falls within no other category of Cost pass thro&gyent; and

(b) occurs during the course of the access arranggmeeiod; and

(c) affects the manner in which APT Allgas providesrehce services (as the case
requires); and

(d) materially increases or materially decreases tlesanf providing those services.
Service standard event-means:
A legislative or administrative act or decisionttha

(a) has the effect of:

(i) varying, during the course of the access arrangepeiod, the manner in
which APT Allgas is required to provide a refereseevice; or

(i) imposing, removing or varying, during the cours@wfaccess arrangement
period, minimum service standards applicable tgs@ibed reference
services; or

(i) altering, during the course of an access arrangepagiod, the nature or
scope of the prescribed reference services, pragleAPT Allgas; and

(b) materially increases or materially decreasestists to APT Allgas of providing

prescribed reference services.

Tax change event-means:

A tax change event occurs if any of the followirgrars during the course of the

access arrangement period for APT Allgas:

(a) a change in a relevant tax, in the applicationffscial interpretation of a relevant
tax, in the rate of a relevant tax, or in the waglavant tax is calculated;

(b) the removal of a relevant tax;

(c) the imposition of a relevant tax; and

In consequence, the costs to APT Allgas of progdirescribed 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 persons (hreacting alone or on behalf of

in connection with any organisation or government)ich from its nature or context
is done for, or in connection with, political, gibus, ideological, ethnic or similar
purposes or reasons (including the intention tlwarfce or intimidate any government
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and/or put the public, or any section of the pybhdear) and which materially
increases the costs to APT Allgas of providingfarence service.

Network user failure event—means:

A network user failure event means the occurrefea@vent whereby an existing
network user is unable to continue to supply gasstoustomers, and those customers
are transferred to another network user, and wimaterially increases the costs of
APT Allgas providing reference services.

Insurer credit risk event—means:

An event where the insolvency of the insurers off Aflgas occurs, as a result of
which APT Allgas:

(a) incurs materially higher or lower costs for inswrampremiums than those allowed
for in the access arrangement; or

(b) in respect of a claim for a risk that would havemesured by APT Allgas’s
insurers, is subject to a materially higher or lowlaim limit or a materially
higher or lower deductible than would have appiliader that policy; or

(c) incurs additional costs associated with self fugdin insurance claim, which,
would have otherwise been covered by the insolvesirer.

Insurance cap evert—means:

An event that would be covered by an insurancecpdlut for the amount that
materially exceeds the policy limit, and as a re8®#T Allgas must bear the amount
of that excess loss. For the purposes of this gass through Event, the relevant
policy limit is the greater of the actual limit frotime to time and the limit under APT
Allgas’s insurance cover at the time of making tesess arrangement. This event
excludes all costs incurred beyond an insurancetaare due to APT Allgas’s
negligence, fault, or lack of care. This also edeliall liability arising from the APT
Allgas’s unlawful conduct, and excludes all liatyiland damages arising from actions
or conduct expected or intended by APT Allgas.

Natural disaster event—means:

Any major fire, flood, earthquake, or other natut@laster beyond the control of APT
Allgas (but excluding those events for which ex#&insurance or self insurance has
been included within APT Allgas’s forecast opergtéxpenditure that occurs during
the access arrangement period and materially isessthe costs to APT Allgas of
providing reference services.

Materiality threshold is defined as:

For the purpose of any defined Cost pass througimt@an event is considered to
materially increase or decrease costs where tleit dnas an impact of one per cent of
the smoothed forecast revenue specified in thesa@eangement information, in the
years of the access arrangement period that the awsincurred.
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Revision 11.3revise the access arrangement to amend sectahak follows:

APT Allgas will notify the AER of a Cost pass thgiuevent within 90 business days
of the Cost pass through event occurring, whetineQost pass through event would
lead to an increase or decrease in Reference g.ariff

When the costs of the pass through event incume&reown (or able to be estimated
to a reasonable extent), then those costs shalbiiieed to the AER. When making
such notification to the AER, APT Allgas will prale the AER with a statement,
signed by an authorised officer of APT Allgas, fgnig that the costs of any pass
through events are net of any payments made bysamar or third party which
partially or wholly offsets the financial impact thfat event (including self insurance).

The AER must notify APT Allgas of its decision tppove or reject the proposed
variations within 90 Business Days of receiving tiogification. This period will be
extended for the time taken by the AER to obtafarmation from APT Allgas,
obtain expert advice or consult about the notiftrat

The AER will endeavour to make its decision on wieetAPT Allgas should vary
Reference Tariffs due to the occurrence of a Cass phrough event within 90
business days of receiving a notification from ARIHas.

However, if the AER determines the difficulty ofsassing or quantifying the effect
of the relevant Cost pass through event requingsduconsideration, the AER may
require an extension of a specified duration. TERAwill notify APT Allgas of the
extension, and its duration, within 90 businesssda#yeceiving a notification from
APT Allgas.

Revision 11.3revise the access arrangement to include a reqgemnetiat the annual
tariff variation proposal be submitted by APT Akga0 business days before the end
of each tariff year.

Revision 11.4revise the access arrangement to include a reqeinetinat the
historical quantities used in the annual tariffis@on approval process be subject to
an audit each year.
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Part C — Other provisions of an access
arrangement
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12 Non-tariff components

APT Allgas’s access arrangement sets out propaseastand 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.

In its draft decision, the AER accepted some ofd¢has and conditions but required
amendments in most of them. In response to thédiaision, APT Allgas has:

= accepted most of the AER’s amendments

= partly accepted some with proposed modificatiorthéowording of the relevant
clauses

® not accepted other amendments and proposed resisioine AER.

The AER accepts most of APT Allgas’s proposed moatiins to the wording of
clauses as they do not affect the substance afdlises. However, the AER proposes
not to approve some of APT Allgas’s revised ternts@nditions. The AER

considers that amended provisions for these temdscanditions better promote the
national gas objective in s. 23 of the NGL. The ABRsiders that the national gas
objective requires the AER to balance the interebthe service provider and users.

In its draft decision, the AER accepted APT Allgasioposals in relation to queuing
requirements and the revision commencement dateeuired amendments to the
capacity trading requirements, extensions and esjoas policy, review submission
date and the lack of a trigger event for the acedlen of the submission date.

In response to the draft decision, APT Allgas redigs capacity trading
requirements and review submission date but dicanoépt other amendments to the
non-tariff components. The AER accepts APT Allgavised capacity trading
requirements, review submission date and removtdeofrigger events for the
acceleration of the review submission date. Howewer AER does not propose to
approve part of APT Allgas’s extensions and exparsspolicy as APT Allgas has not
justified a move away from the draft decision.

12.1 Terms and conditions

12.1.1 Regulatory requirements

Rules 48(1)(d)(i) and 48(1)(d)(ii) of the NGR reua full access arrangement to
specify the reference tariff and other terms amitid@mdns on which reference services
will be provided.

There are no specific rules in the NGR that gulieeAER’s assessment of proposed
non-tariff terms and conditions. However, in coesidg APT Allgas’s proposed
terms and conditions the AER has had regard tol@@eof the NGR.

Rule 100 of the NGR requires that an access arma@gebe consistent with the
national gas objective and the rules and procedaresce when the terms and
conditions of the access arrangement proposaledezrdined or revised. The national
gas objective is to promote efficient investmeniaind efficient operation and use of,
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natural gas services for the long term interestoosumers of natural gas with
respect to price, quality, safety, reliability aseturity of supply of natural gas.

The AER has full discretion in assessing APT Allggsoposed terms and
conditions. Full discretion means that the AER dhiasretion to withhold its approval
to an element of an access arrangement proposakiife AER’s opinion, a preferable
alternative exists that:

= complies with applicable requirements of the NGH &GR
* s consistent with applicable criteria (if any) stebed by the NGL and NGR.

12.1.2 Revised access arrangement proposal

In the draft decision, the AER proposed 22 amendsnehich APT Allgas was
required to incorporate in the proposed terms amdlitions before its access
arrangement can be approved. APT Allgas accepted ofithe AER’s required
amendments and revised its access arrangementspi@mzordingly. However,
APT Allgas has only partly accepted some of theradneents and proposed
modifications to the wording of the relevant clasjsend not accepted other
amendments. Table 12.1 summarises APT Allgas’sorespto the AER’s draft
decision on terms and conditiohs:

Table 12.1  APT Allgas’s response to the AER’s draft decisionequired amendments

APT Allgas’s response AER’s draft decision amendmea

Accepted 12.1,12.2,12.3,12.4,12.5, 12.6, 112812, 12.13, 12.14,
12.16, 12.17,12.18, 12.19, 12.20, 12.21, 12.22l(k¥)

Partly accepted and proposed modificationsl2.7, 12.11, 12.15 (total 3)
in the wording

Not accepted and requested revisions 12.9, 120141 @)

Source: APT AllgasiRevised access arrangement proposal - terms anditeams, March 2011.

The reasons for APT Allgas partly accepting oramtepting the amendments listed
above are set out in terms and conditions secoof its revised access arrangement
submissiorf.

12.1.3 AER'’s consideration

The AER’s assessment of APT Allgas’s proposed temnasconditions and issues
raised in response to the AER’s draft decisioretosit in detail in appendix D and
summarised in the table below. Appendix D covelly those amendments which
APT Allgas either did not accept or only partly epted (for example, by proposing
changes to the wording of the relevant clauses).

' NGL,s. 23.

2 NGR, r. 40(3).

APT Allgas,Revised access arrangement proposal - terms anditemms March 2011, pp. 3—38;
APT Allgas,Revised access arrangement submisdiberch 2011, pp. 101-116.

APT Allgas,Revised access arrangement submisditerch 2011, pp. 101-116.

95



In assessing APT Allgas’s revised terms and camtthe AER has had regard to the
national gas objective. The AER considers thatdeoto achieve the national gas
objective the interests of both consumers and geesipe service providers need to be
taken into account. In making the final decisidre AER has reviewed APT Allgas’s
revised access arrangement proposal includingetheead terms and conditions.

Table 12.2 shows a summary of the AER’s requiredradments to the terms and
conditions which APT Allgas did not accept or hasepted in part but proposed
modifications to the wording of clauses along with AER’s assessment and
proposed revisions.
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Table 12.2

Summary of the terms and conditions partly accepteavith proposed
amendments or not accepted by APT Allgas and the AEs assessment

Matter AER draft APT Allgas APT Allgas response/ AER’s consideration/
decision T&C clauses  proposed modifications/ proposed revision
amendment revisions
Delivery 12.7 Clause 5.2.2 Accepted in part and  AER draft decision required an
point submitted that its amendment to clarify that APT
pressures— negligence is only Allgas is not relieved of its
Failure to relevant in circumstances obligations if the failure to
comply where it may have some deliver gas within the range of
control, such as in clause pressures is due to its
5.2.2(a). For this reason, negligence. APT Allgas has
the AER proposed amended clause 5.2.2(a) and
amendment has been submitted that events set out in
limited to apply to clause clauses 5.2.2(b) and 5.2.2(c) are
5.2.2(a) only. wholly outside the control of
APT Allgas and APT Allgas’s
acts or omissions are irrelevant.
In view of APT Allgas’s
explanations, the AER accepts
proposed modification.
Costpass 12.9 and Clause 9.1 and Not accepted and AER accepts revised clause 9.1
through 12.10 9.2 submitted that the T&C  pertaining to variation of
apply to all pipeline reference tariffs.
services, not just Clause 9.2 pertains to variation
reference services. APT  of charges for non-reference
Allgas has revised Part9 gepyices. The NGR and NGL do
of the T&C to clarify that ot provide specific guidelines
reference tariffs willbe oy variation of non-reference
varied in accordance with tariffs. The AER considers that it
the tarn‘f_varlanon is open for APT Allgas to
mechanism. negotiate charges for non-
reference services with the users
directly.
Information 12.11 Clause 10 Accepted in partand  AER accepts APT Allgas’s
and proposed modifications to proposed modifications. The
assistance the wording. AER considers that it is
reasonable for each party to
charge a fee to cover costs
reasonably incurred in
connection with provision of the
information on reciprocal basis.
No revision is required.
Warranties, 12.15 Clause 14.3 Accepted in part and  AER accepts APT Allgas’s
indemnities proposed modifications to proposed modifications and
and the wording® considers that it is appropriate
limitation for the liability cap to be
of liability reciprocal and any claim by APT
Allgas against a user should also
be limited. APT Allgas is
required to amend clause 14.3 as
set out in the proposed revision
12.1.
Source: APT AllgasRevised access arrangement proposal- terms andtamms]

March 2011, and AER assessment.

> APT Allgas, Email to the AERAER.APT.RP.1,219 May 2011.
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12.1.4 Conclusion

The AER accepts the modifications to the wordinglatise 10 proposed by

APT Allgas as they do not affect the substancéeflauses proposed by the AER.
The AER does not accept certain revisions propbgedlPT Allgas as shown in
table 12.2. The AER considers that consistent thighnational gas objective,
revisions are required to balance appropriatelyrtexests of APT Allgas and users.

12.1.5 Revisions
The AER proposes the following revision:

Revision 12.1 amend the terms and conditions (appendix C)@f¢wised access
arrangement proposal by deleting clause 14.3 apldaiag it with the following:

‘Notwithstanding any other provision of this Accésgreement, any claim or claims
by one party against the other party arising owtrah connection with this Access
Agreement shall except for the matters noted iagraphs (a) to (c) be limited to
$100 000 in total in any one calendar Year durirggerm:

a) obligations to pay money in respect of servimesided under or in connection
with the Access Arrangement

b) the User’s obligation to provide gas to the dpmtion, pressure and quality
required under the Access Arrangement; and

c) the indemnity set out in clause 14.5 of thes@s$eand conditions.’

12.2 Capacity trading requirements

12.2.1 Regulatory requirements

Under r. 48(1)(f) of the NGR, capacity trading regments are to be included in a
full access arrangement. Rule 105(1) of the NGRireq that capacity trading
requirements must provide for capacity transfergsccordance 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(3) and 105(2) of the NGR concern thestearof capacity trading
requirements with and without the service provis@onsent. 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 doind’s

The terms and conditions for changing receipt alovery points are to be included
in a full access arrangemehRule 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

NGR, r. 105(4).
" NGR,r. 48.
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consent unless it has reasonable grounds, bastedlmcal 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
. . 8

is given.

12.2.2 Revised access arrangement proposal

Amendment 12.23 of the draft decision required Af@as to amend capacity
trading section 5 of the access arrangement propmsalude an appropriate
example. The AER considered that amended requiresncenld better promote the
national gas objective in s. 23 of the NGL anddyedtihere to the pipeline coverage
criteria in s. 15 of the NGL.

APT Allgas has incorporated amendment 12.23 ofithé decision in clause 5.3 and
5.4 of the revised access arrangement progosal.

12.2.3 AER'’s consideration
The AER approves clauses 5.3 and 5.4 of the redseess arrangement proposal.

12.3 Extensions and expansions policy

12.3.1 Regulatory requirements

Under r. 48 of the NGR, extension and expansionirements are to be included in a
full access arrangement.Rule 104(1) of the NGR requires that extension and
expansion requirements may state whether the aidi@access arrangement will
apply to incremental services provided as a regdtparticular extension or
expansion or outline how this may be dealt with &ter time. If the requirements
provide that an access arrangement applies tomarl services, r. 104(2) of the
NGR states that the requirements must deal witleffieet of the extension or
expansion on tariffs.

12.3.2 Revised access arrangement proposal

The AER’s draft decision did not accept APT Allgasxtensions and expansions
policy and required the following amendmetts:

= if APT Allgas proposes a high pressure pipelineeeston of the covered pipeline,
it must apply to the AER in writing to decide whetlthe proposed extension will
be taken to form part of the covered pipeline aitlhe covered by this access
arrangemerit

® any extensions to and expansions of the capacityeoNetwork which are not
high pressure pipeline extensions will be treategaat of the Network and
covered by this access arrangement. Not later2Ba@Business Days following the
expiration of its financial year, APT Allgas musitify the AER of all extensions

® NGR,r. 106.

APT Allgas,Revised access arrangement proppb#érch 2011, p. 20.

10 NGR, r. 48(1)(g).

1 Amendments 12.24-12.26 of the draft decisiorsaremarized here. For complete amendments
see: AERDraft decisionFebruary 2011, pp.167-168.

12 AER, Draft decision February 2011, amendment 12.24, pp.167-168.
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of low or medium pressure pipelines and expansobiise capacity and set out
why this was necessaty.

= APT Allgas will notify the AER to seek approval afiy proposed surcharge to be
levied on users of incremental services, and design recover non-conforming
capital expenditure subject to rule 84(4) of theR\G

APT Allgas has partly accepted the amendment nglat medium and low pressure
extensions and expansions with some modificatiortke wording of clause 6.1
(amendment 12.257.1t has also partly accepted the amendment relaimgtifying
the AER to seek approval of any proposed surchiarfe levied on users of
incremental services (amendment 12.26). APT Allgassubmitted that Part 3 of the
revised access arrangement is the most approptate to situate the clause
regarding surcharges as the application of surelsasgnot necessarily limited to
extensions or expansions of the netwirk.

APT Allgas did not accept the amendment relatinth&imposition of new and
extensive reporting requirements (second part @ratment 12.25) and submitted
that it is currently providing information includiiength of mains and new
extensions to other government departments. The #&epBrting requirement will be
imposing a cost for no clear benefit.

APT Allgas also did not accept the amendment redetio high pressure extensions
(amendment12.24) and submitted:

= within the framework of the NGL and the Australianergy Market Agreement,
matters relating to coverage of natural monopdisastructure rests squarely with
the National Competition Council (NCC). It is thine beyond the powers of the
AER to place itself in the position of deciding viter an asset should be covered
or not

= the access arrangement should apply, and theredosrage should be extended
to, the ‘business as usual’ organic growth of the djstribution network. A key
underlying assumption to this view is that the oigaxtensions and expansions
are incremental to the existing network

= medium and low pressure extensions or expansiangaghbe part of the covered
pipeline for both access arrangement and coveragmges

= high pressure extensions and expansions are nesseady ‘business as usual’
activities. It is possible for some high presswesions to be significant relative
to the rest of the network. APT Allgas agrees \lig AER that it also does not
consider that all high pressure extensions shogllcblvered by default.

13 AER, Draft decision February 2011, amendment 12.25, pp.167—168.

14 AER, Draft decision February 2011, amendment 12.26, p.168.

> APT Allgas Revised access arrangement propoltirch 2011, p. 22; APT AllgaRevised
access arrangement submissidfarch 2011, pp. 106-112. Note: Clause 6.1 wagiqusly clause
6.2 as per APT Allgadccess arrangement propos8kptember 2010, 18.

6 APT Allgas,Revised access arrangement submisditarch 2011, pp. 106-112.
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12.3.3 AER’s consideration

The AER accepts amended clause 6.1 of the revismba arrangement proposal
relating to medium and low pressure extensionseapdnsions’ The AER considers
that modifications proposed by APT Allgas to thealing of clause 6.1 do not affect
the substance of the clause.

The AER also accepts amended clause 6.3 of theeaccess arrangement proposal
and APT Allgas’s proposal to situate the clausaurgigg surcharges in Part 3 of the
revised access arrangement proposal as applicatibese surcharges is not
necessarily limited to extensions or expansiorth@hetwork.

The AER’s consideration of issues raised by APT&dl in not accepting the AER’s
required amendments relating to high pressure sixtes, other expansions and
extensions and reporting requirements are discusslew:

12.3.3.1 Reporting requirements

The AER has considered APT Allgas’s submission iigabrting requirements
proposed by the AER will be imposing a cost forctear benefit. The AER has
reconsidered its position and is satisfied thatifadt decision amendment relating to
the reporting requirements is not necessary because

= APT Allgas is required to give the Australian EngeMarket Commission
(AEMC) a revised description of the pipeline whhis is affected by an extension
or capacity expansioff.The AER can seek to obtain this information frdva t
AEMC. A Memorandum of Understanding between the padies addressees
information sharind? This avoids any additional regulatory burden ofTAP
Allgas

= to the extent necessary, the AER may also seekawise its information
gathering powers under the NGL to specifically ejulAPT Allgas to keep,
maintain and provide necessary informatidn.

12.3.3.2 High pressure extensions

The AER does not accept revised clause 6.2 relatitige extension of the high
pressure network for the following reasons:

= the AER does not agree with APT Allgas that iteydnd powers of the AER to
decide whether an asset should be covered or noierd. 40(3) of the NGR, the
AER has full discretion to impose preferable eximand expansion
requirements in an access arrangement review vheyealso comply with
applicable requirements and criteria under the NM@Gd the NGR. The AER

7 APT Allgas,Revised access arrangement proppbtarch 2011, p. 22.

® NGR, r. 134.

1 AER, AEMC and ACCC, Memorandum of Understandiegmeen Australian Energy Market
Commission and Australian Energy Regulator and raliah Competition and Consumer
Commission, 2 July 2009, viewed 7 April 2011,
<http://intranet.accc.gov.au/content/index.phtretfitd/680478>.

2 NEL, s. 48(1).
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considers that an amended version of APT Allgastess arrangement proposal
would better promote the national gas objective.

= the AER does agree with APT Allgas that an accessigement should apply and
coverage should be extended to the ‘business @ asganic growth of the gas
distribution network for all expansions and extensias it may include high
pressure extensions. The AER partly agrees with ARJas’s proposal that
medium and low pressure extensions or expansiomdalbe part of the covered
pipeline for both access arrangement and coveragmges as it may not be
applicable to all extensions

= consistent with its previous decisions the AER atgrs that unlike extensions, all
expansions to the pipeline should be covered byuliefPipeline expansions
involve the augmentation of pipeline capacity @ #xisting pipeline, and are
likely to be used by the existing pipeline us&rRelative to pipeline extensions,
they are much less likely to serve a new or isdlatestomer as a bypass option.
As such, it is appropriate that all pipeline expans form part of the covered
pipeline and that the pipeline services offeredliiese expansions be covered
under the access arrangement

= the AER agrees with APT Allgas that high pressutergsions and expansions are
not necessarily ‘business as usual’ activities. AfHgas has also agreed with the
AER that it does not consider that all high pressxtensions should be covered
by default.

12.3.4 Conclusion

The AER accepts APT Allgas’s revised access arraegé proposal relating to
medium and low pressure extensions (clause 6.1)raatinent of covered pipelines
(clause 6.3). The AER also accepts APT Allgas’syaabion on the reporting
requirements and does not seek to impose thedbfaision amendment related to the
reporting requirements.

However, the AER does not accept amended clauselatihg to extensions of the
high pressure network. The AER considers that aenaied policy would better
promote the national gas objective in s. 23 ofNI&L..

12.3.5 Revisions

The AER proposes the following revision:

Revision 12.2 amend section 6.2 of the revised access arrangemgposal as
follows:

2L NGL, s. 23.

22 For example: AERN.T. Gas Draft decisigmpril 2011, pp.183-184; AEFEnvestra SA draft
decision February 2011, p. 246; AEEnvestra Qld draft decisigrirebruary 2011, p. 227; AER,
Jemena Gas Network draft decisjétrebruary 2010, pp. 348-350; AEA;tewAGL draft decisign
November 2009, pp. 185-186; AERountry Energy draft decisiptNovember 2009, pp. 140—
141.
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If APT Allgas proposes a high pressure pipelineeesion of the covered pipeline, it
must apply to the AER in writing to decide wheth®r proposed extension will be
taken to form part of the covered pipeline and dicovered 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 praptsée built to a postcode area
previously not serviced by reticulated gas.

A notification given by APT Allgas under this clau6.2 must:
a) be in writing

b) state whether APT Allgas intends for the propdsigh pressure pipeline extension
to be covered by this Access Arrangement

c) describe the proposed high pressure pipelinensidn and describe why the
proposed extension is being undertaken and

d) be given to the AER before the proposed higkganee pipeline extension comes
into service.

APT Allgas is not required to notify the AER undlis clause 6.2 to the extent that
the cost of the proposed high pressure pipelinensidn has already been included
and approved by the AER in the calculation of Raiee Tariffs.

After considering APT Allgas’s application, and entking such consultation as the
AER considers appropriate, the AER will inform ARIlgas of its decision on APT
Allgas’s proposed coverage approach for the higissure pipeline extension.

The AER’s decision referred to above, may be madsuch reasonable conditions as
determined by the AER and will have the effectestah the decision.

12.4 Review dates

12.4.1 Regulatory requirements

Rule 49(1) of the NGR requires that a full accesarement that is not voluntary
must contain a review submission date and a reavistonmencement date and must
not contain an expiry date.

In general, a review submission date will fall fgears after the current access
arrangement took effect or the last revision comrearent date, and a new revision
commencement date will fall one year laféThe AER is required to accept a service
provider’'s proposed review submission and commepo¢wates if these are made in
accordance with the general rule set out in r.f3@®NGR. It may also approve dates
that do not conform to the general rule if it ifsfged that the dates are consistent
with the national gas objective and the revenuepaitihg principles®*

2 NGR, r. 50(1).
2 NGR, r. 50(4).
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The review submission date may advance on that fix¢he access arrangement if a
specified trigger event occuf Rule 51(2) of the NGR provides examples of
possible trigger events in an access arrangembatAER may insist on the inclusion
of trigger events and may specify the nature otrigger events?®

12.4.2 Revised access arrangement proposal

The AER’s draft decision did not accept APT Allgagtview submission date and
lack of a trigger event for the acceleration of shémission date, and required the
following amendments:

= APT Allgas will submit revisions to this accessaamgement to the AER on or
before 1 July 2018

= the AER may require APT Allgas to revise its acaasangement for
inconsistencies between the proposed terms andtimorsdand the NGL or NGR.
The revisions submission date stated in clauseflide access arrangement
proposal will advance on the occurrence of a tngyent described below. For
the purposes of this clause, a 'trigger event’ o

= there is an amendment to the NGL or the NGR, oN&gonal Energy Retail
Law (NERL) or National Energy Retail Rules (NERR)amence operation in
Queensland; or

= the STTM does not operate as anticipated and tesa@rrangement does not
effectively accommodate the STTM; and

= the AER provides APT Allgas with a notice statihgttthe circumstances
described in (a) or (b) are significant. An amendtog the commencement in
Queensland of the National Energy Retail Law oridwetl Energy Retail
Rules is significant if it affects reference tagififrhe new review submission
date will be the date 6 months from the date oiibtece provided by the AER
under this clausé

APT Allgas has accepted the AER’s proposed amentdirie7(1) by revising its
review submission date to 1 July 20%3However, APT Allgas did not accept
amendment 12.27(2) and did not include trigger /& acceleration of the review
submission date on the basis tffat:

= jtis outside of the AER’s powers to vary or rev@{eaccess arrangement, or
require a service provider to submit a revised ssegrangement. The NGR
contain specific provisions setting out the circtamses under which the service
provider (r. 52 and r. 65) or the AER can revisaecess arrangement (r. 68 and
r. 51)

% NGR, r. 51(1).

% NGR, r. 51(3).

2 AER, Draft decision February 2011, amendment 12.27, p.170.

% AER, Draft decision February 2011, amendment 12.27, pp.170-171.
29 APT Allgas,Revised access arrangement proppbédrch 2011, p. 2.

% APT Allgas,Revised access arrangement submisgipn 113-116.
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any inconsistency arising from another sourcegk@mple a change to the NGL
or NGR, would not satisfy the conditions under8.a6d the AER could not vary
or revoke the access arrangement to correct fdr gaeénconsistency

including a trigger event for the National Energystbmer Framework (NECF) or
the Short Term Trading Market (STTM) is unnecessany imposes considerable
additional risk and cost on the service providet th unnecessary in the
circumstances.

12.4.3 AER’s consideration

The AER accepts APT Allgas’s revised review subrorsslate of 1 July 2015 as
incorporated in clause 1.4 of the revised accessigement proposat.

The AER’s consideration of issues raised in APTgaAd's revised proposal for non-
inclusion of trigger event is discussed below:

the AER considers that it is important to ensued the terms and conditions are
consistent with the NERL and the NERR

the AER agrees with APT Allgas’s submission thatederating the access
arrangement review submission in these circumstac&e be considered a heavy
handed response to ensuring that any costs imyystétee NECF and revised
terms and conditions can be considered by the A&tie 65(1) of the NGR
provides that a service provider may submit forAl#R’s approval a proposal for
variation of the applicable access arrangemens iBhtonsidered a more
appropriate avenue to implement any revised temmdscanditions in the access
arrangement upon the commencement of the NERR

the AER accepts APT Allgas’s revised proposal thaee the trigger events as
required in amendment 12.27(2) of the draft denisi® ensure compliance with
the NERR, the AER expects that APT Allgas will subbawvariation to the access
arrangement under rule 65(1) to ensure that timestand conditions are
consistent with the NERR.

12.4.4 Conclusion

The AER accepts APT Allgas’s revised access arraegé proposal to remove the
trigger events as required in amendment 12.27(#)etiraft decision.

31

APT Allgas,Revised access arrangement proppsédrch 2011, p. 2.
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A. Detailled WACC issues

This appendix outlines the AER’s consideration etladled issues in relation to
APT Allgas’s proposed rate of return, under théofeing sections:

= overall rate of return

= equity beta

=  market risk premium (MRP)
= debt risk premium (DRP).

This appendix should be read in conjunction witaptkr 5.

A.1 Overall rate of return

This section addresses in detail the differentrigghes available to the AER to assess
the overall rate of return.

A.1.1 Broker reports

Equity analysts release broker reports on theisi®@d companies operating regulated
energy networks in Australia. These reports inclaseéde variety of information and
analysis on the current position of these compaagsvell as forecasts or predictions
of future performance.

The AER'’s draft decision referred to the weightedrage cost of capital (WACC)
available from these broker reports used to dischuare cash flows as potentially
relevant to the evaluation of the cost of equity.

In general, the broker reports do not state tHeaRgdumptions underlying their
analysis, or provide thorough explanations of hbeytarrive at their forecasts and
predictions: The AER therefore considers that caution shouldxeecised in
interpreting the broker reports, since these assonmgpmay be incompatible with the
AER'’s framework or the underlying calculations nigyincorrect. In practice, reports
from different brokers for the same company gehetaintain conflicting forecasts,
reflecting disparate views on the correct evaluatechnique.

Further, this analysis is only valid to the extdrat these six companies are a reliable
proxy for the benchmark firfhin particular, the companies undertake both regdla
and unregulated activities which are assessedediribkers in aggregate—but only
the regulated activities are directly relevantite benchmark firm. The AER

This is not intended as a criticism, since theppetary methodologies for evaluating shares are
confidential as a source of competitive advantagbé course of ordinary commercial enterprise.
Further, the primary end users of these documémtsgtors seeking insight into future share
prices) do not require disclosure of this detail.

AER, Final decision, Electricity transmission and distition network service providers, Review
of the weighted average cost of capital (WACC) paeters 1 May 2009, pp. 77-82, 97-110
(AER, Final decision, WACC revieviviay 2009).
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therefore considers that, in general, this meam®Werall rate of return implied by
these broker reports will likely overstate the mateeturn for the benchmark firfh.

The broker reports often evaluate the present \@fitiee company by estimating all
future incoming and outgoing cash flows for the pamy, and then discounting each
cash flow. The discount rate is the broker’s estintd the WACC for the company.

The AER considers that the WACC estimates fromnebsoker reports (primarily
published in February 2011) indicate that the cdteeturn set by the AER is
commensurate with prevailing conditions in the neafier funds. The WACC
determined by the AER is within the broad rangdis€ount rates applied in the
equity broker reports (once converted to a consiseporting basis), as evident in
table A.1. For comparative purposes the AER hasiatduded the headline WACC

for broker reports where it could not reproduce AGKZ consistent with the

formulation adopted by the AER due to insufficigrformation.

Table A.1 Comparison of WACC used by brokers and the AER (pecent)

Broker Companies assessed Vanilla WACC Headline WAC
Austock SKi - 8.62
Citigroup DUE, SKI 9.20-10.90 -
Credit Suisse APA 9.35 7.81
Deutsche Bank APA, DUE, SPN 9.22 7.80
Goldman Sachs APA, ENV, SKI 10.04-10.66 8.20-8.50
JP Morgan APA, DUE, HDF, SKI - 6.50-8.50
Macquarie APA, ENV, SKI - 6.70-7.90
Merrill Lynch APA, ENV, HDF - 7.40-8.80
Morgan Stanley SPN 8.16 7.70
UBS SKI 8.04-8.44 6.50-6.80
Wilson HDF 10.02 8.25
Aggregate range 8.04-10.90 6.50-8.80
AER (Benchmark firm) 9.50 -

Source: Equity broker reports, AER analysis.

Note: Companies evaluated are APA Group (APA), DUEdup (DUE), Envestra Limited
(ENV), Hastings Diversified Utilities Fund (HDF)p&rk Infrastructure Group (SKI), and
SP AusNet (SPN).

3

The underlying reason is that the regulated giets/of the firms—operation of monopoly

transmission and distribution networks—are ledgyrtban the unregulated activities they
undertake in competitive markets. Greater risk iregugreater return (and vice versa).




A.1.2 Recent sale of regulated assets

The AER considers that recent sales of regulateetsisan provide useful insight into
whether the AER’s WACC adequately compensates aggpliservice providers. The
following issues, identified by the AER’s consultaRrofessor Davfs were raised in
the draft decision:

= In principle, if the market value exceeds book ealiis suggests that the
regulatory rate of return is above that requirednvestors, and the converse
when book value exceeds market value.

® Various factors may cause market and book valudgfar at the date of
regulatory determinations.

The AER’s draft decision presented research by {GBamuel & Associates Limited
that showed regulated firms have been recentlynased at implied RAB multiples
of at least 1.2.In addition, the AER included a reference to thechase of Country
Energy’s NSW gas network by Envestra at a premitiapproximately 26 per cent to
the 2010 RAB. While other factors may be presém® AER does not consider that
they fully explain the substantial premiums impladthe RAB of regulated utilities.

In its revised proposal, APT Allgas stated it i$ appropriate to draw conclusions
about the reasonableness of the AER’s rate ofrrétam RAB multiples observed in
energy acquisition§The AER considers that, based on the significagmnpums
reported in the Grant Samuel study, APT Allgasi@sdemonstrated that the
regulated WACC has not adequately compensated.firms

Given that recent calculations of RAB multiples significantly above one, the AER
considers that the decline in recent multiple$ stiggest that the regulated cost of
capital has been at least as high as the actuabtoapital faced by the businesses,
and most likely has been in excess of the actuslafocapital. Market transactions
therefore do not support the view that regulatéelsraf return result in under
compensation with respect to actual required raitesturn.

A.1.3  Cost of equity vs. cost of debt

The AER’s draft decision rejected analysis intenttedemonstrate a predictable
relationship between the cost of equity and thé abdebt presented by Synergies
(on behalf of APT Allgas). The analysis suggesteduse of 4.5 per cent as a guide
for the average difference between the cost oftgauid cost of dett The AER
raised concerns with the assumptions and correspgadta employed to calculate

Davis,Cost of equity issues: A report for the AER, January 2011, p. 7 (DaviBpst of equity
January 2011).

AER, Draft decision APT Allgas, Access arrangement proposal for thee@skand gas network, 1
July 2011-30 June 20147 February 2011, p. 174.

Grant Samuel and Associates Pty Limiteishancial Services Guide and Independent Expert
Report in relation to the Recapitalisation and Resture of Babcock & Brown Infrastructuré
October 2009, p. 78 and Grant Samuel and Assodptelsimited,Independent Expert Report in
relation to the Acquisition of the Alinta AsséisNovember 2007, p. 65.

APT Allgas Energy Pty Limiteddccess Arrangement Submission — Response to AER dra
decision,23 March 2011, p. 15.

APT Allgas Energy Pty Limited\ccess Arrangement SubmissiSeptember 2010, p. 64.
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the 4.5 per cent difference, which resulted in agrstatement with respect to the
benchmark service provider becadse:

®=  The return on equity is based on the All OrdinaAesumulation index, which
has an equity beta greater than that considereagte for a benchmark
service provider.

®= The return on debt is based on the UBS Australiamgbsite Index, which is
likely to have a higher credit grade than that abered to reflect the appropriate
credit rating for a benchmark service provider.

In its revised proposal, APT Allgas agreed thatrttaters raised by the AER would
reduce the difference between the returns on equitydebt’ However, it

guestioned whether the difference, when adjustediagh a manner, would support the
implied difference based on the AER’s rate of net&PT Allgas did not present an
approach to quantify the impact based on the redudjustments. It maintained the
difference between the returns on equity and dwditit submitted provides a
legitimate basis for a ‘reasonableness check’.

Taking account of the revised proposal, the AERntaas its position from the draft
decision that analysis of the relative returnsebtdand equity provides no indication
that the overall rate of return set by the AERnssasonable. There is no reason to
expect a constant difference between the retumhetb and the return equity over
time, and no reasonable basis to apply the 4.5gm@rdifferential advocated by

APT Allgas. The difference between the return onitycand the return on debt set by
the AER (1.16 per cent) is within the broad ranfjaazeptable figures that are
generated by this technique.

A.1.4 Modigliani-Miller theorem

The AER’s draft decision presented analysis udwiegModigliani-Miller framework,

in response to the theorem being employed by Siggerp help explain the
relationship between the cost of equity and delit finctionless market. The theorem
was not applied to estimate any parameters or coergs of the WACC, but as a
‘reasonableness check’, which suggested the rattuoh set by the AER adequately
compensated APT Allgas.

In its draft decision, the AER noted that Profed3avis and Associate Professor
Handley both cautioned the use of the Modiglianiléditheorem to imply a
relationship between the costs of debt and edbithey considered the Modigliani-
Miller theorem in the presence of risky debt isdzhen the assumption that equity
and debt are priced in the (same) integrated mankigter than being priced in
(separate) segmented markets. Further, Davis andlélastated that when this
assumption holds, an exact relationship betweefirthés cost of debt and equity can

AER, Draft decision APT Allgas, Access arrangement proposal for thee@skand gas network, 1
July 2011-30 June 20147 February 2011, p. 178.

APT Allgas Energy Pty Limiteddccess Arrangement Submission — Response to AER dra
decision,23 March 2011, p. 16.

Kevin Davis,Cost of Equities — A Report for the AER, January 2011, p. 19 and John Handley,
Peer Review of Draft Report by Davis on the CosE@diity, 18 January 2011, pp. 9-10.

10

11
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be established. However, when this relationshipakated this could imply that
equity and debt is priced in:

= an integrated market and the equity risk premiutoeslow/high
= an integrated market and the debt risk premiuraadaw/high

= in segmented markets and so the Modigliani-Milkexarem cannot be used to
infer that the equity is mispriced relative to thebt?

In its revised proposal, APT Allgas did not acciyat Modigliani-Miller analysis
presented by the AER, on the basis that taxes ankibptcy costs exist and they
affect returns?

The AER considers that the Modigliani-Miller theorés conceptually sound. It
acknowledges that taxes and bankruptcy costs afaains. As such, the Modigliani-
Miller theorem is limited by simplifying assumpti®that diminish its use in
estimating a ‘real world’ rate of return. Nonettsslgethis framework remains a useful
starting point for a theoretical check on the olleede of return. While being aware
of its limitations as an estimation tool, the AEppbhed the Modigliani-Miller
proposition two as a conceptual reasonablenes« di¢he AER’'s WACC. This
analysis based on the return required for unleveqeaty indicated that the AER’s
WACC does not under compensate the service provittagising the same approach
from the draft decision, the AER has calculatedrétern on unlevered equity using
the parameters from the APT Allgas revised propddat Modigliani-Miller
proposition two implies that this unlevered retamequity, of 8.57 per cent, is an
appropriate WACC This compares with the AER’s WACC of 9.50 per dentthis
final decision.

A.1.5 Credit rating metrics

In its revised proposal, APT Allgas stated thatAliedR’s draft decision would have a
significant and adverse impact on its ability toimt&n the assumed benchmark credit
rating of BBB+®> APT Allgas calculated financial ratios based om kky credit

rating metrics and concluded that:

= the funds from operations (FFO) interest coveragje suggests that APT Allgas
would meet the requirements for BB but not BBB+.

= the FFO to total debt is below any of the minimwguirements to achieve the
benchmark credit ratiny.

12 John HandleyPeer Review of Draft Report by Davis on the Co&iafity, 18 January 2011, p. 9-
10.

APT Allgas Energy Pty Limitediccess Arrangement Submission — Response to AER dra
decision,23 March 2011, pp. 19-20.

This has increased since the draft decision,raswuit of APT Allgas’s revision to its proposeskri
free rate.

APT Allgas Energy Pty Limiteddccess Arrangement Submission — Response to AER dra
decision (Confidential23 March 2011, p. 120-121.

APT Allgas Energy Pty Limiteddccess Arrangement Submission — Response to AER dra
decision (Confidential23 March 2011, p. 120-121.
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Based solely on the above metrics, APT Allgas aered it would not maintain an
investment grade credit rating, let alone BBB+haligh APT Allgas recognised that
there are a number of factors that impact on thditrating, it stated the financial
ratios that would result from the AER’s draft démmswere materially below the
indicative ratios required by Standard & Podf's.

The AER does not accept APT Allgas’ conclusion thatoverall rate of return set by
the AER cannot sustain a credit profile consistétit a benchmark BBB+ credit
rating. The AER acknowledges that cash flow baa&dg (in particular, FFO to
interest cover and FFO to total debt) are usedtagdard and Poor’s in making credit
rating assessment3The AER considers that the target credit ratingriceepresented
by APT Allgas—FFO to interest cover 8.8 times, and FFO to total debt>xi8 per
cent—are not accurate. These ratios are determineeference to a 2006 Standard
and Poor’s guideline that has been supersétedrther, the metrics are for all
utilities (not just regulated utilities) in the U&nd so are of limited relevance to the
circumstances of the benchmark firm.

Most importantly, the AER considers that, althotigg cash flow based ratios are
relevant indicators, there are many other quaéatnd qualitative factors which
Standard & Poor’s considers in its assessmentddit rating. This point is
emphasised in the 2008 Standard and Poor’s cogatihgs criteria:

We strive for transparency around the rating preceswever, it is critical to
realize—and it should be apparent—that the ratprgsess cannot be
reduced to a cookbook approach: Ratings incorponatgy subjective
judgments, and remain as much an art as a science.

Credit ratings often are identified with financéalalysis—especially ratios.
And we publish ratio statistics and benchmarks lhatlsectors and
individual companies. But ratings analysis starith the assessment of the
business and competitive profile of the companyo Tempanies with
identical financial metrics are rated very diffettgnto the extent that their
business challenges and prospects dfffer.

In its 2009 Criteria Methodology, Standard & Poarted®?

Still, it is essential to realise that the finahdianchmarks are guidelines,
neither gospel nor guarantees. They can vary irstemdard cases: For

I APT Allgas Energy Pty LimitedAccess Arrangement Submission — Response to ABR dra

decision (Confidential23 March 2011, p. 120-121.

APT Allgas Energy Pty Limiteddccess Arrangement Submission — Response to AER dra

decision (Confidential23 March 2011, p. 120-121.

19 AER, Final decision, WACC revievpp. 374—-376, 385-386.

2 More recent documents from Standard and Poorlsadi@resent precise ratios or omit them
entirely. Standard and PoorGprporate Ratings Criteria 20085 April 2008; Standard and
Poor’s,Criteria Methodology: Business Risk/Financial Rigktrix Expanded27 May 2009; and
Standard and Poor'Sltilities: Key credit factors: Business and finaalciisks in the investor-
owned utilities industry26 November 2008 (republished 28 October 2010).

2L standard and Poor'€orporate Ratings Criteria 20085 April 2008, p. 20.

22 standard and Poor'€riteria Methodology: Business Risk/Financial Rigatrix Expanded27
May 2009, pp. 4-5.
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example, if a company’s financial measures exlwbiy little volatility,
benchmarks may be somewhat more relaxed.

Moreover, our assessment of financial risk is masienplistic as looking at a
few ratios.

Similarly, in the earlier (2006) version of Standl& Poor’s Corporate Rating
Criteria which was referred to by APT Allgas, Startl& Poor’s noted®

The ratio medians are purely statistical, and atémended as a guide to
achieving given rating level. They are not hurdieprerequisites that should
be achieved to attain a specific debt rating.

Caution should be exercised when using the ratidians for comparisons
with specific company or industry data becauseifférnces in method of
ratio computation, importance of industry or buseésk, and the impact of
mergers and acquisitiofs.

The regulatory regime allows APT Allgas to recostble revenues, provides
incentives for efficient performance, and includesost recovery mechanism for
significant unforseen events. All of these factans likely to relax the credit profile
benchmarks against which APT Allgas is assessedhi®masis, the AER does not
accept APT Allgas’ conclusion that the overall rateeturn set by the AER cannot
sustain a credit profile consistent with a benchniBB+ credit rating.

A.1.6 Conclusion

The AER considers that the analyses of marketglgiport the conclusion that the
rate of return established by the AER is commenswéh the prevailing conditions
in the market for funds and the risks involved fayiding reference servicésThe
rate of return determined in this decision is astesufficient to meet the cost of
capital faced by regulated service providérs.

A.2 Equity beta

This section sets out the AER’s consideration oftena raised in the revised proposal
regarding the AER’s approach to determine the gdpgta in the draft decision.

A.2.1 Use of Australian or US data

The key issue in the CEG report is whether to oglestimates of the equity beta
generated using US data instead of the estimatesilman Australian data.

The adopted benchmark service provider is Austradiad the AER sets the rate of
return using a domestic CAPMThe AER considers that this provides a strong

% The AER notes that some of the median ratiognedeto by APT Allgas have been removed from

a subsequent version of the Corporate Rating @it8ee Standard and PooGyrporate Ratings
Criteria, 2006, p. 42.

24 standard and Poor'§orporate Ratings Criteria2008, p. 52-53

% NGR, r. 87(1).

% NGL, s. 24(2)(a).

27 AER, Draft decision February 2011, p. 183, 184; see also ABRft decision, Envestra Ltd
access arrangement proposal for the SA gas netwiadkly 2011 — 30 June 201Bebruary 2011,
p. 71, 267, 269, 278 and AERinal decision, WACC revieviMay 2009, pp. 77-82, 255.
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rationale for estimating all CAPM inputs (such las e€quity beta) using Australian
data® The use of a foreign proxy is a suboptimal outconae can only be justified
where there is evidence that this will produce mel@able estimates of the domestic
equity beta than the Australian estimates themseiV&he onus remains on any
party wishing to depart from the use of domestiada establish that a foreign proxy
will be more reliable.

This section considers in detail the arguments @6 on the relative reliability of
the Australian and US estimates.

Australian estimates

The CEG report stated that the Australian equitg lestimate used by the AER is
unreliable because:

= itis based on an overall sample of just six Alismasecurities’ returrié
= these firms are ‘highly volatile’
= only two of these companies have sufficiently |oragling histories

= the highest estimated equity beta (HDF) is gives lgeight on spurious
grounds®*

The AER maintains its position from the draft demisthat the Australian equity beta
estimates (drawn from the WACC review) are suffitderobust, and considers that
the claims by CEG are unfounded. In particular,daheity beta estimates:

= rely on an estimation period (after the technolbgigble but before the GFC) that
is likely to reflect long-term market conditionsigg forward?

= the period (around five years) is long enough twigle statistically robust
equity beta estimates when using weekly and montating interval®

= estimates during this period are not ‘highly vt
= rely on an overall sample of nine companies, not'si

= five of these companies (not two) have tradingdhniss of around five yeais

2 AER, Final decision, WACC revievMay 2009, pp. 255, 260—264.

2 AER, Final decision, WACC reviewlay 2009, pp. 260—264, 311-332.

30 CEG,WACC estimationMarch 2011, pp. 1, 20-21.

31 CEG,WACC estimationMarch 2011, p. 1.

32 AER, Final decision, WACC reviewp. 267—-271; and AERraft decision February 2011,
pp. 266—267

3 AER, Final decision, WACC reviewpp. 271-275.

3 AER, Final decision, WACC reviewpp. 278-292, 326-328.

% The CEG report overlooked the WACC review consitlen of Alinta (AAN), Australian Gas
Light (AGK) and GasNet Australia (GAS). AERinal decision, WACC Revigwlay 2009,
pp. 255, 307-311, 317-320.
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= all nine companies have trading histories thasaféciently long to permit
reasonable assessments to be fade

= portfolio analysis across the entire period (arofimel years) appropriately
incorporates firms with shorter duration tradingttrie

= rely on appropriate statistical analysis
= using an appropriate formula to adjust for levetage

= using estimation intervals (weekly and monthly)ttimitigate problems arising
from trading bia¥

= checking for problems such as autocorrelation atdrbscedasticity.

CEG stated there are only two Australian compawi#s sufficiently long trading
histories based upon an AER statement in the deaision for Envestrd. CEG
appears to misconstrue this to mean that a comparsy have more than 850 trading
days of data before it provides a reasonable basesreliable beta estimate.

The AER rejected CEG's analysis of Australian egb#ta estimates because it used
(up to) 600 days of datfuring the GFC* It is not the length of the estimation period
alone, but the combination of period length andqgoktiming that renders this
analysis unreliabl&® As stated in the draft decision for Envestra,rtieimum length
for reliable beta estimation is a function of threlarlying conditions, and during the
GFC conditions were such that beta estimation beaaoch more inaccurate than
normal?* This means that a period length which may have beeropriate during
stable market conditions would be inappropriatemti@osen during the GFC. Hence,
there is no contradiction in the AER’s rejectiontted CEG analysis (using up to

600 trading days), and the use of companies witlilai length trading histories in

the WACC review’®

% In addition to APA Group (APA, six years and digionths) and Envestra (ENV, six years and
eight months) the WACC review analysis includes A@MNe years and eight months), AGK (four
years and ten months), and GAS (four years aneéerlemonths). AERFinal decision, WACC
review May 2009, pp. 255, 317-320; and Herigtimating beta23 April 2009, pp. 10-11, 14—
15.

37 AER, Final decision, WACC reviewpp. 255-260; see also discussion on the mininaumgth for
the estimation period in this appendix.

% AER, Final decision, WACC revievpp. 307-311, 320-326.

%9 AER, Final decision, WACC reviewpp. 265—267.

40 AER, Final decision, WACC reviewpp. 275-278.

“l CEG stated ‘The AER has rejected the relevandetsf estimates | presented because they were

only based on 600 trading days (or around 2.4 ye&EG, WACC estimationMarch 2011,

pp. 20-21 (paragraph 67).

AER, Draft decision, Envestra Ltd access arrangemenppsal for the SA gas network, 1 July

2011 — 30 June 201&ebruary 2011, pp. 266—268.

Davis,Cost of equityJanuary 2011, p. 18.

AER, Draft decision, Envestra Ltd access arrangemenppsal for the SA gas network, 1 July

2011 — 30 June 201&ebruary 2011, p. 268.

For clarity, the AER considers that the shorteniqrds presented by CEG would be inappropriate,

even without consideration of the specific peribde minimum period analysed by CEG is just 20

trading days. Such a period would be inappropriegardless of whether it is measured during the

42
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The AER clarifies that it was not attempting toidefa specific start date for the GFC
in its draft decision for Envestfd The AER acknowledges that there is no real
consensus on the precise beginning of the GFGnorg relevantly) about the date
when it began to substantially affect Australianiggprices (and therefore equity
beta estimation). There is some justification feing an estimation period ending on
1 September 2008, given that the ASX All Ordinanetex had its steepest fall across
the subsequent two months (a decline of arounde2sgnt). On the other hand, this
share market index fell by 11 per cent in Janu@882 supporting an estimation
period ending on 31 December 2007. Nonetheles#Hfie considers that its analysis
of equity betas using a period of five and a haling would not be unduly influenced
by the eight months to September 2808EG has not presented evidence that
Australian equity betas would differ if the estimatperiod ended in 2007.

The executive summary of the CEG report stated‘tih@tAER gives less weight to
the highest estimated beta for the Australian saroplspurious ground&.However,
there is no analysis to support this claim in tbdyof the CEG report. The AER
considers that it has given appropriate weighhéHastings Diversified Utilities
Fund (HDF) equity beta, including it in portfoli@sth equal or value weighting (as
relevant), and in its analysis of aggregate indisicequity betad’ The AER did note
that caution should be used in interpreting thetgdpeta for HDF produced by CEG,
which was more than three times the next higheshate>® However, giving ‘full
weight’ to the CEG estimate for HDF still produ@saverage equity beta estimate
which accords with the range from the AER’s WACGieev.>"

The empirical evidence available to the AER suggastequity beta of between 0.4
and 0.7 ensures the service provider has the apptyto recover at least its efficient
costs incurred in providing reference servicesiandeeting regulatory requirements.
Based on this information, an equity beta of 0.8 amot under compensate the
benchmark service provider for the risks of provgdreference services.

The AER has cross-checked this by obtaining a te€6esmt Samuel independent
report which used an equity beta estimate of 0@3psuggesting that the equity beta
estimates for energy distribution businesses remmadhanged as a consequence of
the GFC.

GFC or not. The AER considers that a period lean thyear (approximately 50 observations
using weekly measurement intervals) is likely tatdoe short for reliable estimation, regardless of
the location of that period.

AER, Draft decision, Envestra Ltd access arrangemenppsal for the SA gas network, 1 July
2011 — 30 June 201&ebruary 2011, pp. 266—267.

The WACC review also considered five year egb#ia estimates (from ACG) ending in May
2008, with similar results to those ending in Seqiter 2008. AERFinal decision, WACC review
May 2009, pp. 320-321.

8 CEG,WACC EstimationMarch 2011, p. 2.

49 AER, Final decision, WACC reviewWay 2009, pp. 317-328.

0 AER, Draft decision, Envestra Ltd access arrangemenppsal for the SA gas network, 1 July
2011 — 30 June 201&ebruary 2011, p. 77.

As shown in table 5.6 of chapter 5.
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US estimates

CEG stated that instead of Australian equity betarates, its US equity beta
estimates (but not the US equity beta estimataes the AER’'s WACC review)
should be used in the domestic CAPM. CEG stated tha

» there is a larger pool of available data for estingpequity beta®
= there are 77 US regulated securities

» these US firms have long trading histories

= the US equity beta estimates used by the AER iWAEC review are
unreliable, because changing aspects of the andégis to a higher equity beta

= there are conceptual and empirical grounds to ksttad relationship between US
equity betas and equity betas in Austrdlia

= with one exception, differences between US andraliathave not been
quantified, so the a priori position is that US iggbetas will equate to
Australian equity betas

» the exception is that international differencethie regulatory framework
mean that US regulated utilities will have lowepegure to systematic risk
than Australian regulated utilities

On this basis, CEG concluded that the US equitg bstimates of ‘around one’
should be used by the AFR.

The AER considers that the key issue here is whetheot there are reasonable
grounds to establish a relationship between Auatrand US equity beta estimates.

In the WACC review the AER noted the differencehia regulation of businesses, the
regulation of the domestic economy, geography,nass cycles, weather and a
number of different factors are likely to resultdififerences between equity beta
estimates for similar businesses between courtfriess difficult to assign

guantitative impacts to each of these qualitatactdrs and as such the use of
Australian securities data for equity beta estiorateeks to encompass all of the
factors within the CAPM framework in a first-begtpaoach. For this reason and
consistent with the WACC review, the AER considergign estimates of equity beta
should only be used as a cross-check of domeatitydapta estimates.

The AER considers that the CEG report does not cengmsively evaluate the
differences between Australia and the US. CEG festi®n just one aspect of the
regulatory framework—the form of revenue contrbditl not consider the numerous

2 CEG,WACC estimationMarch 2011, pp. 1, 16-21, 25-27.
> CEG,WACC estimationMarch 2011, pp. 12-15.

> CEG,WACC estimationMarch 2011, pp. 21-25.

% CEG,WACC estimationMarch 2011, pp. 2, 27.

% AER, Final decision, WACC revieMay 2009, pp. 261-264.
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other aspects of the regulatory framework thatcafiee exposure of the firm to
systematic risk, and which differ substantiallyaminternational basis:

= Avenues for price adjustments outside of the mauemnue control form—In the
Australian context, this includes the provision fass throughs that allows for
increase to revenues in response to major marlkgitevThese directly reduce
exposure to systematic risk, since the serviceigeovs able to recover the
impact of any adverse market wide event.

= Timing of regulatory reviews—A longer period betwaegulatory assessments
increases exposure to systematic risk, since teenere time for the firm to
accrue benefit/incur detriment from market-wide mments before the regulator
resets the revenue. In the Australian context,leégry arrangements are
generally for five years, and there is opportutdtyeopen an access arrangement
early, which further reduces systematic risk.

= Approach to inflation adjustment—In the Australi@ntext, there is an annual
indexation to prices (and capital base) for inflatthat almost eliminates
exposure to interest rate risk, which is a faatooverall systematic risK.

There are also significant international differesnoa a range of broad framework
guestions, such as the availability and scope péalg, the burden of proof on the
regulator and the relative service standards thaltya® These have direct relevance
to the profitability of the regulated firm and sadary impacts on exposure to
systematic risk.

It is difficult to quantify the impact of these ditative factors or undertake a
conceptual evaluation of the overall impact on Bgoeta. Neither CEG nor the AER
has attempted to undertake the analysis that eapthe completeness of the factors,
the interaction of the factors with each other, t@overall impacts of the factors to
gauge whether foreign equity beta estimates overat, underestimate or equate to
domestic equity betas. The onus to establish swelatonship rests on those who
wish to use the US data instead of the Australeta.d

Accordingly, the AER considers that that thereravgeasonable grounds to conclude
that the US equity betas should be equivalent tstrialian equity betas, or that the
US equity betas should be below Australian equittab. Rather, the AER considers
that this lack of evidence strongly supports the afsa domestic equity beta, which
means that these (potentially unresolved) issueaasided.

CEG appears to misinterpret the position of the Mealand Commerce
Commission’s (NZCC) expert advisors when it stdted ‘Professor Franks argues
that the US regulatory regime is lower risk relatie 5 year regulatory regimes such

" The residual inflation risk relates to the timimigthe indexation (once a year) and the possible

misspecification of the proxy (CPI) for true inftar.
IPART, Changes in regulated electricity retail prices frdnduly 2011, Draft repoytApril 2011,
pp. 82-84.
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as in Australia®® In context, this expert advice to the NZCC focuseshe fact that
the use of foreign proxies in a domestic CAPM idtrces an additional source of
error, relative to using domestic estimates diggttFundamentally, such a position
goes against CEG’s suggestion that US equity Istimates should be used instead
of Australian equity beta estimates.

It may be the case that Dr Lally, another of thed{Zexpert advisers, considers the
US equity betas to be an underestimate of the Nityehetas’’ However, it appears
that Professor Franks takes the opposite view.plper by Boyle et al. that Professor
Franks endorses explicitly refutes the Alexandexl.aetlaim that the US has a ‘lower
risk’ regulatory regime. After consideration of teeidence, this position is then
adopted by the NZCC, which stated:

Dr Lally’s approach [making an upward adjustment/® asset beta
estimates] was criticised by Boyle, Evans and Gel{Boyle et al.) who
indicated that:

. the sample of US electricity utilities operatetder services as well as
regulated electricity services;

. the structure of the US electricity industry lddinged and that many
state regulators had adopted incentive regulation;

. Lally’s claim that US electricity utilities areisject to rate-of-return
regulation with annual resetting of prices wasasg over-
simplification and ignored the incentive regulatimplemented in
many states; and

. it was incorrect that rate-of-return regulatechB are reviewed
annually 2

The final reasons paper from the NZCC reviews abermof other academic papers
on the differences between regulatory regimeseratiocation of systematic risk.
These include Buckland and Fraser, and Joskow, vaokl Pfeifenberget® The
NZCC concluded that there are strong theoreticaligus that the regulatory regime

% CEG,WACC estimationMarch 2011, p. 22 (paragraph 75). Quote is froamnks, J., M. Lally and
S. Myers,Recommendations to the New Zealand Commerce Coimmissan Appropriate Cost
of Capital MethodologyDecember 2008, p. 33 (paragraph 140).

Franks, J., M. Lally and S. MyefRecommendations to the New Zealand Commerce Coimmiss

on an Appropriate Cost of Capital Methodolo@®ecember 2008, p. 33 (paragraphs 138-140)

It was on Dr Lally’s advice that the NZCC incredshe observed US asset beta by 0.1 to obtain an

asset beta for an electricity distribution companiZ. New Zealand Commerce Commission,

Input methodologies (Electricity distribution andggpipeline services), Reasons paper, Final

decision December 2010, p. 532 (paragraph H8.11) and3$-534.

NZCC,Input methodologies (Electricity Distribution Serest), Draft Reasons Papekune 2010,

p.291-293. Source papers are Boyle, G., L. EventsG GuthrieEstimating the WACC in a

Regulatory SettingNew Zealand Institute for the Study of Competitand Regulation, March

2006 and I. Alexander, C. Mayer, and H. We&isgulatory Structure and Risk: An International

Comparison Policy Research Working Paper 1698, The Worldk3&®scember 1996.

8 Buckland, R., and P. Fraser, ‘Political and Ratpry Risk: Beta Sensitivity in U.K. Electricity
Distribution’, Journal of Regulatory Economic®001, vol. 19(1), pp. 5-25; Joskow, Pcentive
Regulation in Theory and Practice: Electricity Dibution and Transmission Networks, A Paper
Prepared for the National Bureau of Economic Reskedonference on Economic Regulafién
10 September, 2005; Kwoka, lhyestment Adequacy Under Incentive RegulationtiMastern
University Working PapeiSeptember 2009; and Pfeifenbergerintentive Regulation:
Introduction and ContexPresentation at AUC PBR Workshop, Edmonton , Athevay 26-27,
2010.
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can influence the level of systematic risk. Howeveere are no theoretical grounds
to conclude that such a difference exists betweetJtS and NZ (or Australia). Real
world regulatory regimes are far more complicatezhtthat acknowledged in the
CEG analysis. There is no distinct difference betwthe ‘low powered’ regulatory
regime in the US and the ‘high powered’ regimehia UK, and certainly no a priori
expectation about where Australia sits on this spat

It is somewhat of a mis-statement to say that tABEGI ceased to make this upward
adjustment on the basis that ‘it could not findatglle empirical evidence that
differences in regulatory regimes affected the goeta of regulated businesses.’
The NZCC observed the (stable and robust) findmag the US equity betas are above
those in NZ and Australia.

The NZCC'’s decision cited by CEG estimated the ayetJS asset beta (0.29) to be
above the midpoint for Australian asset betas (0a2d New Zealand asset betas
(0.23).

This is also confirmed elsewhere. The Victoriandasisl Services Commission’s
decision cited by CEG estimated the Australian ydugta at between 0.5 and 0.7,
with the US equity beta between 0.6 and®:8hat is, the empirical result was that
equity betas in the US were above those in Australi

The AER considers that the sensitivity analysisaiity beta estimates from US
regulated firms does not lead to the conclusionttt® AER’s Australian equity beta
estimates should not be used. The AER acknowletthge®stimates of equity beta
may be affected by altering the estimation peréd| of estimation period, sampling
period (i.e. monthly vs. weekly or daily returngj,firms included within the

sample>® The analysis conducted by CEG is on US data amé\thient variability
suggests that there is no advantage relative hgusiistralian data. Further, the AER
considers that the CEG analysis makes arbitraysamients (such as omitting
monthly estimates) and fails to report statistteats of its results.

An alternative comparison of international diffecen in equity betas for regulated
network utilities was commissioned by the Officetlué Gas and Electricity Markets
(Ofgem) in 2009. PricewaterhouseCoopers analysem@2vparable companies in the
UK, US, Spain, Italy, Canada and Australia. Thevaht set of close comparators is
presented in table A.2.

Essential Services Commissi@gs access arrangement review 2008—2012, Finabiteti

7 March 2008, p. 476.
% CEG,WACC estimationMarch 2011, pp. 12—20.
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Table A.2 International equity betas from PwC analysis for Ofem

Company Country Sector Dec 2007 Sept 2008
AGL Resources USA ED +VI 0.35 0.20
Enagas Spain GT 0.58 1.18
First Energy USA ED ET +VI 0.35 0.25
National Grid UK ED ET GD GT 0.45 0.98
New Jersey Resources USA GD GT 0.83 0.88
Northwest Natural Gas USA GD GT 0.88 1.10
Piedmont Natural Gas USA GD GT 0.68 0.83
Red Electrica Spain ET 0.45 0.93
Scottish and Southern UK ED ET +VI 0.58 1.28
Snam Rete Gas Italy GT 0.43 0.60
Transcanada Canada GD GT +VI 0.45 0.18
Unisource Energy USA EDET GD GT 0.10 0.68
WGL Holdings USA GD GT 1.03 1.08
Range 0.10-1.03 0.18-1.28
Average 0.55 0.78

Source: PricewaterhouseCoopers, Office of Gas &uirieity Markets, Advice on the cost of
capital analysis for DPCR5, Final Report, 1 Decen#@®9, pp. 37-45 (figures 13,
16-19); AER analysis.

Notes:  Sector codes are electricity distributioB)Eelectricity transmission (ET), gas
distribution (GD), gas transmission (GT), vertigahtegrated entity operating in
electricity generation and/or retail (+VI). Assetés have been re-levered to 60 per cent
using the Brealey and Myers formula and assumidgtd beta of zero. The entities shown
here are the final comparator sets used by PwQudirg Australian companies and
water/sewerage companies, after adjustment foicaérhtegration (0.1 asset beta).

As is evident from table A.2, the average equittalder the five years to December
2007 was 0.55, and the average for the five yeaBeptember 2008 was 0.78.

CEG has stated that since there is higher volatilithe US share market than the
Australian share market, there is a statisticaistt@asconclude that US equity betas
are higher than Australian equity befd3he AER considers that this statement
appears to confuse volatility with covariance, whiemtwo are different statistical
concepts. Such an assertion implies that it woeldgpropriate to calculate the beta
of a US regulated utility using an Australian egurtarket index (or vice versa). Even
if such analysis were conceptually valid (whicksihot), there are no statistical

% CEG,WACC estimationMarch 2011, p. 24 (paragraphs 79-80).
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grounds to presume that the US regulated utilitulddvave a higher equity beta if
measured against the Australian index.

Based on the evidence before it, the AER consither® is no reasonable basis to
conclude that US data should be used in place sfrAlian data, or that US equity
beta estimates would better compensate Austradigmlated utilities. This is
consistent with the AER’s draft decision and th@2UACC review.

A.2.2 Evidence of a ‘low beta bias’ in returns rela tive to that
predicted by the CAPM

The claims by CEG and Professor Grundy of a ‘lovaligas’ in the CAPM have
been considered by the AER in the context of assg#ise alternative cost of equity
models put forward by another gas distribution bess (Envestra). The AER
considers that there is no reasonable basis tduamthat the standard CAPM
implemented by the AER results in a bias. The eicgdifinding of ‘low beta bias’
plausibly arises from the flaws in the type of itggemployed, rather than any
deficiency in the CAPM.

A.2.3 Conclusion

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
distribution network service provider, taking irgocount the need to reflect
prevailing market conditions and the risks involegroviding reference servicé%.
The sample set of data used to derive the equityihghe WACC review provides a
value for an equity beta of between 0.4 and 0.7.

The AER has given consideration to other factarshss the need to achieve an
outcome that is consistent with the NGO—in partaicuthe need for efficient
investment in natural gas services for the longiteterests of consumers of natural
gas. The AER has also taken into account the re&vand pricing principles, the
importance of regulatory stability and is also nfiriak has recently considered an
equity beta of 0.8 to be appropriate, if not ovatesd, for other gas businesses. On the
basis of the information presented, the AER coredutiat an equity beta of 0.8
provides APT Allgas with an opportunity to recoetieast its efficient costs incurred
in providing reference services and meeting regwatequirement&’

A.3 Market risk premium

This section sets out the AER’s consideration oftena raised in the revised proposal
regarding the AER’s approach to determine the MiRtP& draft decision.

A.3.1 The notional time horizon for the MRP

The AER has determined that the CAPM should be tsedtimate the cost of equity
(the required return on equity) within the WACC.eTGAPM is defined as:

7 AER,Final decision, Envestra Ltd access arrangemenppsal for the SA gas network, 1 July

2011 — 30 June 2018une 2011, appendix A.3.2.
% NGR, r. 74(2)(b) and r. 87(1).
% NGL, s. 24(2).
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Return on equity = # Be X [E(fm) — K]
= +PBex MRP

The MRP is the expected return on the market patf8 E(r,), minus the risk free
rate, r. Within the CAPM the risk free rate appears twaethe return on the risk free
asset and within the calculation of the market pgmium. The AER has accepted
the use of the yield on 10 year Commonwealth Govent Securities (CGS) as the
proxy for the risk free rate. To maintain consistewithin the CAPM, the MRP
ShOl.7J|ld also be estimated using the yield on 10 @€38 as the proxy for the risk free
rate!

VAA stated that it is necessary for the MRP beneated using the same risk free rate
(i.e. the yield on 10 year CGS) across the enthk@K2 equation. However, it stated
that the outcome is not necessarily an MRP theglevant for a 10 year horizon.

VAA noted that the MRP calculated using the yietdtlee 10 year CGS as the proxy
for the risk free rate is used for investmentsariaus lengths but that most asset
investment decisions under regulatory regimesarg-term’?

The AER agrees with VAA that the investment horizonmost regulated assets is
long-term. Although the CAPM can be used to proddaual rates of return, the
CAPM is a one period model. In theory it provideseatimate of the required rate of
return for a single investment with a particularéstment horizoft® The investment
horizons for regulated assets owned and operatetdrgy network businesses vary
both between assets and across businesses. Howevause the AER has accepted
the use of the yield on 10 year CGS as the proxyhirisk free rate parameter in the
CAPM, the AER considers it appropriate to calcutaleMRP with the assumption of
a 10 year investment horizon. This is consistett an earlier report from VAA. In
that report, VAA stated that insofar as the yieldaol0 year CGS is used as the proxy
for the risk free rate, this implies a 10 year piag horizon”

Historical excess return estimates

The MRP represents investors’ expectations of th&¢. Realised excess stock
market returns are likely to inform investors’ egfaions of the future. However, the
AER considers that investors’ expectations and tlegjuired MRP are unlikely to be
solely informed by past excess returns. The AERsiclans that investors’
expectations are likely to be informed by a ranigactors including current market
conditions and the economic and financial markatkok. In estimating the MRP,
the AER is attempting to estimate investors’ exatans of what the MRP will be in

" The market portfolio is the diversified portfolid all assets in the economy. The expected return

on the market portfolio represents the return acadisassets in the market.

The Australian Competition Tribunal has also ddtee importance of consistency between the
term of the risk free rate and the MRP. Australtammpetition TribunalApplication by GasNet
Australia (Operations) Pty Ltd [2003CompT 6p. 24.

VAA, Comments on market risk premium in draft decisipABR for Envestra February 2011
March 2011, pp. 6—7 (VAAComments on market risk premiuktarch 2011).

This is supported by the report from SFG, whioked that the CAPM is a one-period model that
is silent on the length of the period. See SE&yes affecting the estimation of MRP

21 March 2011, pp. 17-18.

VAA, Market risk premium, a review papekugust 2008, p. 8.
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the future and not simply estimating the excesskshoarket returns that have been
achieved in the past.

In the draft decision, the AER considered estimatdsstorical excess returns for
three different periods of differing length andalgtiality as calculated by Associate
Professor Handley. These estimates were adjusteddorate a value for the
imputation credit utilisation rate (theta) of 0.@Bnsistent with the theta estimate
used to estimate the cost of corporate incomentéixa draft decision. For this final
decision the AER has departed from the draft deciand adopted a theta estimate of
0.35. This is discussed in chapter 6. The latetsohcal excess return estimates,
adjusted to incorporate a value for theta of Or&aautlined in table A.3.

Table A.3 Historical excess return estimates means—assuming anputation credit
utilisation rate of 0.35 (per cent)

. Historical excess returns Historical excess returns
Period . . )
(geometric means) (arithmetic means)
1883-2010 4.8 6.2
1937-2010 3.9 5.9
1958-2010 3.8 6.4

Source: Handleylemorandum: Additional Estimates of the HistoriEgjuity Risk Premium for
the Period 1883 to 201@5 May 2011, p. 1.

Periods used to estimate historical excess returns

As noted in the draft decision, the AER has chdseronsider the periods outlined
above for the following reasons:

®= The period 1883 to 2010 provides a large sampléghihcorporates many years
of excess returns data as well as large negatid@asitive market events.
However, for the period up to 1937 there is a neddfy small sample of stocks
available and includes periods of government spigde controls’>

=  The period 1937 to 2010 provides a slightly small@mber 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 periods above both incorporate data froenLimberton data series up to

1958, which is likely to overstate historical excesturns prior to 1958. The
Lamberton data series uses an equal weighted rthdr@evalue weighted average
of stock returns, which results in a bias towarigs lyielding small stocks. In
addition to this, the Lamberton data series cormaprdividend paying stocks only,
which results in an overstatement of the marketaye This is because not all
stocks pay dividends. In estimating historical essceeturns, Brailsford et. al.
considered 1958 to be a critical break in the sarpptiod that reflected a shift

> PBrailsford, Handley and Maheswaran, ‘Re-examaratf the historical equity risk premium in

Australia’, Accounting and Finangevol. 48, 2008, pp. 78-79.
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from poor to relatively good quality dat&Brailsford et. al. sourced data from the
ASX, which adjusted the pre-1958 data to accounttfe likely overstatement of
equity returns in the Lamberton data series. Thta @vas also used by Handley in
his latest estimates of historical excess returns.

=  The period 1958 to 2010 provides a smaller numbebservations, but it avoids
the issues associated with data prior to 1958.

VAA submitted that the MRP estimated for the ped@&83-2010 and assuming a
theta value of 0.35, is 7.6 per cent. It also predia graph of progressive long-term
estimates from 1883-2010However, this analysis appears to be based orpdata
to 1958 that is not adjusted for the likely ovetiestaent of historical excess returns
that was identified by Brailsford et. al. Thismconsistent with VAA'’s prior
estimates, which used pre-1958 data that incorportiie adjustments identified by
Brailsford et. al’® VAA does not explain why it departed from its grmeis approach
and the AER is unaware of any evidence to sugestiie Brailsford et. al. analysis
was incorrect. As a result, the AER does not carsideasonable to adopt VAA's
analysis for historical excess return estimates fi®83 onwards.

VAA also submitted that, if the excess return obagon for 2008 were given a one
in 128 year weight within the historical excessiretestimate for the 1958—2010
period, its estimate would increase from 6.4 tope2cent. VAA submitted that there
was a stock market excess return of approxima€fyper cent in 2008. However,
VAA did not actually advocate using its 7.2 pertoestimate (which gives the excess
return observation for 2008 a one in 128 year wigin the 1958—-2010 period. VAA
simply noted that using a longer time series be#fects the likelihood of events
such as the GFC occurrifg.

The AER has considered estimates of the MRP fagdoperiods, including 1883—
2010 and 1937-2010. Although the excess returnredsen for 2008 was

—47 per cent, the excess return observation fo® 24 approximately 35 per céfit.
Further, as illustrated in figure A.1, individuadaess return observations range from
between —47 per cent to over 50 per cent. Thergtalees not seem reasonable to
make a one-off adjustment to the observation f@826 any of the periods
considered.

® " This is the date from which the SSE began calicuiaf the Sydney All Ordinary Index and data
after 1958 did not rely exclusively on the unadgdstamberton data series. Brailsford et. al. also
note that they use data for 1883-1979 sourced fh@M\SX, which was adjusted to account for
overstatement due to the exclusion of dividend magtocks and by equal weighting of stocks
over some periods in the data sample. Brailsfoethdiey and Maheswaran, ‘Re-examination of
the historical equity risk premium in Australi#&ccounting and Financé8, 2008, pp. 73-97.
VAA, Market risk premium update, prepared for Envesfaril 2011.

See VAA,Comments on the AER draft distribution determimafar Victorian electricity
distribution network service providerduly 2010, p. 21.

VAA, Market risk premium update, prepared for Envesfaril 2011.

Handley,Memorandum: Additional Estimates of the HistoriEgluity Risk Premium for the
Period 1883 to 201®5 May 2011, p. 1 (HandlelyJemorandumEquity Risk Premium 1883 to
2010 May 2011).
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Figure A.1  Realised excess market return observations

60%

40%

\/\ /\Af\/\AA /\/\,\/\/\4 ‘{\/\ﬂ MAAA[\,A ﬂ hAM M

A e T l \ TR RN NIRRT VY

o y 5 4 N o\l O
\Q?’\Q:@\‘é‘ & & \oP R c{‘v \.;{» | >

0%

\q \q

-20%

kO
7
T
7
 Sm—
L
?e:
7
2
‘O
Y
7
‘0.
)
P
Z it
ES
—T
g
o
/‘DD
s
%, 1

Source: Officer and BishopMarket risk premium, further commep@&anuary 2009, p. 4.

NERA suggested that historical evidence indicdtes the Australian market
portfolio was substantially less risky in the lagpart of the 19 century, and the
earlier part of the ZDcentury, than the latter part of thé"agentury and the
beginning of the Zicentury® NERA analysed stock market variance and stock
market volatility over progressive 5 year perioasf 1883 to 2011 and concluded
that there is statistically significantly greatedatility in the post-1958 period than the
pre-1958 period. NERA suggested that one way te tlis into account would be to
use post-1958 data only, which it stated would ternslipport an MRP estimate of
6.5 per cent? The AER considers that NERA’s analysis simply skdfat there have
been periods of high and low stock market variaarw volatility over time, which
can be seen from figure A.2.

8 NERA, The market risk premium, a paper for Multinet afti/isNet29 April 2011, p. 2
(NERA, Market risk premiumApril 2011).
8 NERA, Market risk premiumApril 2011, pp. 3-8.
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Figure A.2  Stock market variance by half decade as estimated/tiNERA

4.5
4.0 /\
3.5

3.0
25 A
2.0

1.5

AL IAAA Y

0.0
1880 1500 1920 1940 1960 1980 2000

Source: NERAThe market risk premium, A report for Multinet Gasl SP AusNet
29 April 2011.

The AER has considered the period 1958 onwarddaaséhe analysis by Brailsford
et. al., which suggested that the post-1958 pexaodains the highest data quality.
However, the data used to estimate historical exaesirns is actually different to the
data used by NERA to estimate stock market variancevolatility (it does not
incorporate dividend yield dat&) As a result it does not seem appropriate for NERA
to segment this different dataset at 1958. If NERRdata was segmented at 1958 on
an economically justifiable basi$jts analysis may be relevant. However, NERA did
not posit any economic reasons why volatility woldgreater after 1958 in
particular®™ Rather NERA's analysis simply chose the year @58 gment the data
because it was the latest sub-period used by the WEen estimating historical
excess returns. As outlined above, the AER hasideresl the three different time
periods of 1883—-2010, 1937—-2010 and 1958-2010 beazach time period has its
own benefits and draw-backs. For example the peri@&8—-2010 is the longest period
and also has the smallest confidence interval{®23. per cent), but is affected by

8 NERA'’s data does not incorporate dividend yieddag nor is it clear if it incorporates adjustments

to pre-1958 data noted by Brailsford et. al., whgHiscussed above.

For example, if there was some fundamental chantiee stock market in 1958.

NERA did not provide analysis of the statistipedperties of its dataset, as distinct from other
datasets.

84
85

126



data quality concerns. The period 1958-2010 istshdyut it corresponds to a period
of higher quality data and has the widest configgnterval (0.2 — 12.7 per cefip).

Variability of excess returns and the method of awaging

SFG stated that historical excess return estintetes very wide confidence
interval$” and an estimate of 6.5 per cent could not be tegjean statistical
grounds®® The AER acknowledges that the estimated averagsstorical excess
returns (calculated on an arithmetic basis) haewbnfidence intervals and neither
6.5 nor 6 per cent can be rejected on statistitalrgds®™® However, this is partly
because annual stock market returns by their naamesignificantly between
positive and negative values, which contribute tdexconfidence intervals around
mean excess return estimates (see figure A.1 abailtepugh there are wide
confidence intervals around excess return estimttegpoint estimates calculated on
both an arithmetic and a geometric mean BAaie still relevant and should inform
the best estimate of the MRP.

SFG noted that the CAPM can be applied assumingeg/ear investment horizon or
a 10 year investment horizon, but that estimatiagss returns for non-overlapping
10 year periods is precluded by the available Yaar the reasons outlined above,
the AER considers that an assumption of a 10 yewr tiorizon is appropriate to
maintain consistency with the term of the risk frate proxy used in the CAPM. As
noted in the draft decision, the AER recognisesitha difficult to estimate excess
returns over a 10 year time horizon due to thetéichavailability of datd” However,
arithmetic mean estimates of realised annual exetsss are likely to overstate
realised excess returns over a 10 year time hobegause they do not take account
of the cumulative effect of returns over a 10 y@ae horizon™

8 The confidence intervals are reported by Handie95 per cent confidence intervals. Handley,

Memorandum: Equity Risk Premium 1883 to 2a¢iay 2011, p. 1.

Confidence intervals take account of variabitifyobservations in a set of data away from the

average and provide statistical bounds on theylikele value for an estimated value based on the

particular data set.

8 SFG,Issues affecting the estimation of MRR March 2011, pp. 13-14.

89 gpecifically, based on the data neither 6 pet, ce 6.5 per cent can be rejected as the trueeval

for the mean of excess returns within the 95 pat cenfidence intervals reported by Handley.

This confidence interval assumes a normal prokgldistribution. For example, the 95 per cent

confidence interval for the annual historical excesturn estimate for 1958-2010(calculated as an

arithmetic mean) is 0.2 — 12.7 per cent. Handiésmorandum: Equity Risk Premium 1883 to

2010 May 2011, p. 1

An arithmetic mean simply sums all return obstoves and divides by the number of

observations. A geometric mean multiplies a retlyservation by one plus the next years return

cumulatively across the period, and then takesitheoot of the cumulative product of returns

where n is the number of observations. See ABRft decisionFebruary 2011, pp. 194-195.

L SFG,Issues affecting the estimation of MRR March 2011, pp. 17-18.

% AER, Draft decision February 2011, p. 195.

% The cumulative return across a 10 year periobbagiless than the average of yearly returns
because a negative return in later years will redbe value of gains in previous years as well as
the value of the initial portfolio. This is not te€ted in arithmetic means of yearly returns. The
geometric mean across the entire time periods deresi by the AER are significantly less than
the arithmetic means across the same period, whftdtts the cumulative effect of negative
returns on the previous years’ returns.
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SFG noted that using a geometric mean for the gai883—2008 is equivalent to
assuming a 128 year investment horiZbfihe AER acknowledges that geometric
averages estimate a cumulative return over theaetesample period, which would
be 53, 74 and 128 years for the different sampl®g@e considered by the AER.
However, in the draft decision the AER did not pos@ to adopt a geometric mean
estimate as the best estimate of the MRP and ihdiedecided to do so in this final
decision. Consistent with the draft decision theRAfbtes that the arithmetic means
of historical excess returns are likely to be otatesl to some degree. The best
estimate of historical excess returns over a 10 yeaod is likely to be somewhere
between the geometric mean and the arithmetic meannual excess returns. The
imprecise nature of historical excess returns ed#s) as well as other indicators of
the expected MRP, means a significant degree gingaht is required when
interpreting the available evidence to inform tlestestimate of the expected MRP.

The consideration of imputation credits in histori@al excess returns

SFG submitted that changes in the assumed valuedomputation credit utilisation
rate (theta) only have a minor impact on historestimates of the MRP. It submitted
that, by itself, a change in theta would not jystiéparting from an MRP of

6.5 per cent to 6 per ceftSFG also stated that changing the sample perigets o
which the MRP is calculated has a more significantact than changing the assumed
value of theta on historical estimates of excessme>®

The AER acknowledges that, by itself, a changéata would not justify departing
from an MRP of 6.5 per cent to 6 per cent. It retsgs that the estimation of the
MRP is imprecise and requires consideration ohgeaf evidence. The AER also
notes that it was primarily the uncertainty arisirgm the impact of the GFC at the
time of the WACC review that prompted it to dedasim previous regulatory

practice and increase the MRP from 6 per centd@ér cent’ It was not the
assumed value of theta that prompted the AER tease the MRP from 6 per cent to
6.5 per cent.

The AER has considered estimates of historical exoeturns that have been
explicitly ‘grossed-up’ for an assumed value oftéhef 0.35. That is, the historical
excess return estimates considered by the AER fivst@stimated using data on
dividends and capital gains from accumulation iadj@and observations of yields on
10 year CGS. These estimates were then adjusteh fassumed theta valtfet

would be internally inconsistent within the buildiblocks framework to consider
historical excess return estimates that have bejistad for an assumed value of
theta different from that adopted by the AER taoneate the cost of corporate income
tax.

% SFG,Issues affecting the estimation of MRR March 2011, pp. 17-18.

% SFG,Issues affecting the estimation of MRR March 2011, pp. 5-7.

% SFG,Issues affecting the estimation of MRR March 2011, pp. 5-7. As noted in the draft
decision the sample periods used for estimatingfiisl excess returns were chosen based on data
quality considerations, not to intentionally biasimates of historical excess returns as was
suggested by SFG. See AHRaft decision February 2011, pp. 193-194.

% AER, Final decision\WWVACC reviewMay 2009, p. 238.

% HandleyAn Estimate of the Historical Equity Risk Premiwonthe Period 1883 to 2010
25 January 2011, pp. 3-4.
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At the time of the draft decision, the AER deteredrthat the best estimate of theta
was 0.65. It therefore considered historical excegsn estimates that were explicitly
grossed-up using an assumed value of theta of l@bis final decision, the AER
has adopted a theta estimate of 0.35. Thereftwasitonsidered historical estimates
of excess market returns that have been grosséaoi-aptheta estimate of 0.35.
Historical excess return estimates grossed-up tbeta estimate of 0.35 over
different periods and calculated as arithmetic mear 5.9-6.4 per cent.

Due to the imprecise nature of historical exceagmeestimates as outlined above, it
may be inappropriate to adjust estimates whengsbkemaed value of theta is very
small. However, consistent with the draft deci&land previous regulatory
practicé® the AER has taken a conservative approach arsidened estimates that
have been explicitly grossed-up to take into actthmvalue of distributed
imputation credits.

VAA statement on imputation credits and the MRP

VAA stated that, in the draft decision, the AER quisted VAA's view'%! The AER
does not consider it has misquoted the positidedia VAA’'s August 2008 report.
In the draft decision, the AER referred to the n@onclusion in the August 2008
report by VAA, which stated the followiny?

We recognise that precise estimation of both théPM#hout imputation tax
benefits and the estimation of imputation tax biéaé$ a challenge due to
‘noise’ in historical data. An overlay of the nefed regulatory certainty
encourages us to recommend that there be no cliatige widely used 6%
under a view that imputation tax benefits have aloi@ but it this is not
enough to prevent our recommendation of 7% wherntatipn benefits are
included. While we have not focused on estimatmgplicit value of
gamma or the value of imputation tax credits oris&itluted in this paper,
regulatory practice places a value on gamma o&fAd3greater. Under these
circumstances we recommend the MRP be 7%.

However, in its March 2011 report, VAA has refertedts discussion in a
January 2009 report about whether regulatory datssprior to the WACC review
had regard to the value of imputation credits. Jaeuary 2009 report stated that
historical estimates of the MRP considered by ratgu$ prior to the WACC review
had not been explicitly grossed-up to incorporaseecific value for imputation
creditst®

In the WACC review explanatory statement, the AEdRrobt dispute that the
historical estimates of the MRP considered by ratgu$ prior to the WACC review
had not been explicitly grossed-up to incorporaspecific value for imputation
credits. However, the AER noted that regulatorsradiously had regard to the

% AER, Draft decision,February 2011 pp. 53-55.

190 see for example, AEFinal decision, Victorian electricity distributionetwork service providers
October 2010, p. 488.

101 vAA, Comments on the market risk premjuvtarch 2011, Appendix 1.

102 vAA, Market risk premium, a review papekugust 2008. Note the conclusion is outlined befo
the introduction section. This position was algoegted in a later report, see VAWarket risk
premium, further commentdanuary 2009, p. 1.

103 VAA, Comments on the market risk premjuvtarch 2011, Appendix 1.
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value of imputation credits when setting the MRpe&fically, forward looking
estimates of the MRP were explicitly grossed-umtorporate a value for imputation
credits, but that historical estimates of the MR&ewnot explicitly grossed-up to
reflect the value of imputation credif¥’

Furthermore, the AER considered it appropriateresgrup historical estimates of the
MRP to incorporate the assumed value of imputatredits for the excess returns
following the introduction of the imputation taxségm in 1987. This was noted in the
WACC review final decision?

A.3.2 DGM based estimates of the MRP

As discussed below, DGM based estimates of therretu equity and inferred
estimates of the MRP are highly sensitive to tiseiagptions made. It is necessary
that all assumptions made have a sound basiswofigeestimated results from DGM
analysis may be inaccurate and lead analysts ino.8° The AER considers that
DGM based analysis should not be used as the pahloasis for estimating the return
on equity, and at best can be used as a checleardbonableness of the estimated
return on equity.

CEG submitted analysis, which suggested that an BIRP4 per cent combined with
an equity beta of 1.0 and a growth rate of zerolvequate current dividend
forecasts to the current share prices of six ensegywork businesses. However, its
analysis is highly sensitive to the assumptionsen&dr example, CEG has grossed
up its estimates for an assumed value for the@@ofHowever, if the model was
adjusted to incorporate a theta estimate of #36EG’s suggested estimate of the
MRP (combined with an equity beta of 1) would chafrgm 7.4 to 6.7 per cent.

CEG’s analysis is also dependent on the curremndeln yields (approximately

7-10 per cent) for the six energy network busiress@alysed being maintained into
perpetuity. However, these yields are very high garad to the market average,
which was estimated to be approximately 4 per weApril 20111 If the analysis
was changed to incorporate an assumed dividend gfel per cent, a theta value of
0.35 and a zero growth rate across all six busasesbe MRP estimated from CEG'’s
analysis would change from 7.4 per cent to —0.&pet'?° This illustrates the high
sensitivity of DGM analysis to the assumptions made

104 AER, Explanatory statement, Electricity transmission aligtribution network service providers,

Review of the weighted average cost of capital (@QgarametersDecember 2008, pp. 144-146
(AER, Explanatory statement, WACC revieddecember 2008).
195 See AERExplanatory statement, WACC reviedecember 2008, pp. 161-166; AER)al
decision, WACC revieviMay 2009, p. 209.
For example corporate finance texts have notda ‘Simple constant-growth DCF [discounted
cash flows] formula is an extremely useful rulelafmb” but “Naive trust in the formula has led
many financial analysts to silly conclusions.” Racd Brealey, Stewart Myers and Franklin Allen,
Principles of Corporate Finance: International Edit, 9th Edition, Boston: McGraw-Hill, 2008,
p.95.
The value of theta of 0.35 is applied by the AlBRthe purposes of estimating the cost of
corporate income tax, which is discussed in chater
1% This is based on the MSCI Australia index. Seé\RBatistical tables, Table F.7 — share market,
available at http://www.rba.gov.au/statistics/talye f/f07.pdf, viewed 13 May 2011.
This is based on AER analysis using CEG’s DGMyais
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The basis for the AER’s beta estimate of 0.8 isireed in chapter 5. To separately
estimate the MRP using DGM analysis, dividend yeddd growth forecasts would
need to be estimated for the market as a wH8Ehe MRP estimated using CEG’s
DGM analysis and adjusted to incorporate markeevaissumptions is approximately
4.5-5.6 per cent over a notional 10 year horiZdiThis estimate is based on the
following assumptions:

= atheta value of 0.35, consistent with the valydiag in estimating the cost of
corporate income tax in this decision

= adividend yield of approximately 4-5 per cent, sistent with average dividend
yields on the ASX 200 indé¥

®= an assumed dividend growth rate of 6 per cent,istam with long-term GDP
growth estimates from the Reserve Bank of Austi@&BRA) of approximately
3.5 per cent® and an assumed inflation rate of approximatelyp2iscent,
consistent with long-term inflation forecasts.

Table A.4 MRP estimates with different growth assumptions

Growth rate Theta value Dividend yield Estimated MRP
0% 0.35 4-5% -09-04%
3.5% 0.35 4-5% 23-34%
6.0% 0.35 4-5% 45-56%

Source: AER analysis.

Table A.4 illustrates that forward looking MRP esdites based on DGM analysis are
significantly lower than APT Allgas’ proposed MRP&5 per cent.

SP AusNet and Multinet also provided a submisdia attached a report from
Capital Research (CR). CR conducted its own DGMyaisto estimate an implied
MRP. CR submitted that a reasonable range for tR® 4 6.6—7.5 per cent. In
estimating this range, CR assumed a long-term enddyrowth rate of 8.12 per cent,
dividend yield forecasts in the range 2.5-6.5 mat,cand a theta value of between 0
and 0.5. As outlined above, the AER notes that Dasidlysis is very sensitive to the

10" This is because the MRP is a market-wide pararaeie is not specific to a particular firm or

industry

These figures are the estimated premium in exafese 10-year CGS yield, which implies a
notional 10-year investment horizon.

Average dividend yields estimated from the MS@k#alia index for 2005-2011 as reported in
RBA statistical tables, Table F.7 — share markedjlable at
http://www.rba.gov.au/statistics/tables/pdf/f07 ,pdéwed 13 May 2011. This is also reflected in
Capital Research’s DGM analysis, which illustratest most analysts’ forecasts of dividend yields
since 1999 have been around 4-5 per cent; seE@Rard estimates of market risk premium
April 2011, p. 15. SFG has suggested that the oudigidend yield of approximately 4 per cent is
higher than much of the past decade; see $38es affecting the estimation of MRP

21 March 2011, p. 11.

RBA, Statement on monetary poljdylay 2011, p. 63.
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assumptions made. The AER has the following corscabout the dividend growth
assumption made by CR in its analysis:

The assumed growth rate of 8.12 per cent appedrs based on analysts’
estimates of the long-term growth in earnings pare (8.18 per cent). CR noted
that analysts’ estimates of long-term growth tylyctanslate to a period of

3-5 years. However, the DGM assumes growth at stantirate in perpetuity.
Logically, growth in dividends paid by the marketrtiolio cannot exceed
economic growth because dividends comprise onlygiahe economy**

This growth rate also appears to be principallyedasn analysts’ forecasts of
growth in earnings per share, not growth in divitleper share. CR inferred an
estimate of the growth in dividends per share 81 §er cent based on analysts’
12-month forecasts of dividends per share and hew thange over time.
However, this may not necessarily reflect analyatsual estimates of growth in
dividends per share across the market, which ig whaquired when estimating
the MRP using DGM analysis.

If the assumed growth rate was more consistent laity-term economic growth
forecasts of around 3.5 per cent and an inflatate of 2.5 per cent as noted
above, the MRP estimated through CR’s method wbaltéss than the estimated
range of 6.6—7.5 per cefit

CR’s assumed growth rate of 8.12 per cent als@saignificantly from CEG’s
assumed growth rate of —3.5 to 5.5 per cent. Thsitbéty of results when using
varied assumptions in DGM analysis highlights teedfor the assumptions used in
DGM analysis to have a sound basis.

A.3.3 Implied volatility from option prices

VAA stated that it estimated a forward view of &P over time-*° The AER
accepts that the MRP is a forward looking value tuadi it is likely to revert to a
mean value over time. However, the AER does nosiden that VAA'’s implied
volatility and ‘glide path’ approach provides thesbestimate of a long-term MRP for
the purposes of this decision. In the draft deoisiee AER outlined its concerns
about the use of a constant market risk per urinpfied volatility from option

prices in providing a one year MRP estimite.
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If the perpetual dividend growth rate was grettan economic growth, dividend payments would
eventually exceed the size of the economy, whitmpmossible. See Lallylhe cost of capital

under dividend imputation, report prepared for %€CC June 2002, p. 31. See also Richard
Brealey, Stewart Myers and Franklin Allé?rinciples of Corporate Finance: International
Edition, 9th Edition, Boston: McGraw-Hill, 2008, p.95, whistates “Naive trust in the [constant
growth discounted cash flow model, or DGM] formbkss led many financial analysts to silly
conclusions... resist the temptation to apply thenfda to firms having high current rates of
growth. Such growth can rarely be sustained imitefy, but the constant-growth DCF formula
assumes it can.”

Due to the late submission of CR’s analysis AB® has not been able to fully analyse CR’s data
and estimate alternative DGM based estimates \iffdreint growth assumptions.

VAA, Comments on market risk premiukbarch 2011, p. 8.

AER, Draft decision February 2011, pp. 195-198.
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In the draft decision, the AER noted that Cherr280{) explained why at the money
option implied volatility is a biased and ineffioteforecast of future realised
volatility. " In response to this, NERA noted that Chernov (2@05b stated the
following:**®

A number of robust conclusions have emerged: ATMlied volatility is (1)
informative about future volatility, (2) superiar ther measures of volatility
and (3) an upwards-biased predictor.

NERA also outlined two other US reports that supgmbthe use of implied volatility
as a predictor of realised volatilit§’ However, it is clear from the analysis and
conclusions of Chernov (2007), as well as the todstidies cited by NERA, the
relationship between implied volatility and reatiselatility is not straight
forward*! More importantly the exact relationship betweetatility and the MRP is
not straight forward, nor is option implied volétilcommonly used to directly
estimate the MRP over a long-term horiZéh.

NERA outlined a number of academic reports fromUlsethat provided some
support for a link between the MRP and a measuimplied volatility}** NERA did
not provide a reliable method for directly estimgtthe MRP over a long-term
horizon using the implied volatility from optionipes at a particular point in tinfé*
The AER is not aware of a reliable way of dire@hstimating the MRP over a

one year period (let alone for a 10 year time twrjaising implied volatility from
option prices. In addition, figure A.3 illustratdee high variability of option implied
volatility over time. As a result, the AER consigi¢hat option implied volatility is at
best a qualitative indicator of the expected MRP.

18 AER, Draft decision February 2011, p. 198.

19 NERA, Market risk premiumApril 2011, pp. 17-19.

120 NERA, Market risk premiumApril 2011, pp. 17-19.

121 See quotes in NERAarket risk premiumApril 2011, pp. 17-19.

122 gee quotes in NERAMarket risk premiumApril 2011, p. 19.

123 NERA, Market risk premiumApril 2011, p. 19.

124 NERA noted that there are prolonged swings irirtigied volatility series away from its mean,
but that the volatility is mean reverting. NERMarket risk premiumApril 2011, p. 21.
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Figure A.3  Implied volatility from prices of 3 month options on the ASX200 index
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VAA, SFG and NERA stated that implied volatilityom option prices increased
significantly at the time of the GFC. They statkdttimplied volatility has reduced
since the height of the GFC, but currently remainsve pre-GFC level$® VAA
previously stated that where there are abnormaldenf volatility it is appropriate to
use an alternative approach (such as its suggmspded volatility and ‘glide path’
approach) to adopting a long-term estimfatdowever, implied volatility appears to
have reduced significantly since the height of@#C and is currently consistent with
levels experienced prior to the GFC, which candendrom figure A.3. Figure A.3
shows the average implied volatility indicated bj8nth options since 1997, both
prior to the GFC and the average across the gueiied. Current levels of implied
volatility are consistent with both of these ave®gn this context, the AER
considers that it unreasonable to accept VAA's satgyl implied volatility and ‘glide
path’ approach, which was initially proposed ask@rnative to long term estimates
based on prevailing conditions characterised by laggh levels of implied volatility.

A.3.4 Current market conditions

VAA presented a graph showing time to recoveryrgitevious stock market crashes.
It stated that the graph shows that there issiithe time to pass before the market
recovers to pre-GFC levels. The AER notes that \&Agraph shows that the path of
recovery following previous stock market crashesegasignificantly—for example,
between approximately 3 and 8 yeHrsVAA has not provided a framework for

125 VAA, Comments on market risk premiultarch 2011, pp. 4-5; SFGsues affecting the

estimation of MRP21 March 2011, p. 10; NERAJarket risk premiumApril 2011, p. 20.
126 \/AA, Market risk premium, estimate for January 2010-J20&4 December 2009, p. 1.
127 \/AA, Comments on market risk premiuktarch 2011, pp. 5-6.
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assessing the time to recovery since the 2007 .cAash result it is not possible to
draw conclusions about when the market will retorpre-2007 levels.

The latest evidence provided by VAA suggests tmgiied volatility derived from

the prices of three month and one year option$ierAEX200 index appears to have
significantly reduced since the height of the GFQ@rthermore, figure A.3 indicates
that implied volatility has returned to pre-GFCeés:

Recent statements from the RBA, the Organisatioiémnomic Co-operation and
Development (OECD) and the International Monetargd=(IMF) continue to
indicate a robust economic outlook. In the May 28idtement on Monetary Policy
the RBA stated:

The Bank’s medium-term central scenario for thenecay remains similar to
that discussed over the past year or so. For nidsedorecast horizon,
growth is expected to be at, or above, trend aedittemployment rate is
expected to decline gradually. Compared with ttmeaths ago, the forecasts
for growth in 2012 and into 2013 have been lowexdittle, largely reflecting
the recent appreciation of the exchange rate.drstiort term, the quarterly
profile for GDP will be significantly affected bi¢ floods; as noted above,
aggregate output is likely to have declined inMerch quarter, but a
bounce-back is expected in the June and Septernheecs:?®

In its May 2011 economic outlook summary for Auké&rathe OECD continued to
forecast robust economic growth in Australia. THeGD stated:

The Australian economy is set to rebound aftedifBriptions caused by
major natural disasters in early 2011. Growth, @iy historically high
terms-of-trade, should accelerate from 3% in 2@14% per cent in 2012.
Unemployment is projected to fall, although the aéming slack in the
economy will mute the risk of inflation pressurés.

In an October 2010 staff report and public inforimranotice, the IMF stated that the
economic outlook for Australia remains favouraliiéorecast economic growth of 3
to 3.5 per cent over 2010 and 2074..

VAA noted that there may be times where marketigskubstantially below long-
term estimates. VAA noted that in such a scenammuld advocate using a ‘glide-
path’ approach to estimating an MRP that reverts ltmg-term estimate. Such an
approach would set an MRP below long-term estimétethe draft decision the AER
noted that forward looking estimates of the MRPehpreviously been lower than
long-term historical excess return estimates. Harethe ACCC and state regulators

have consistently adopted a long-term MRP estiro6eper cent when this was the
case™!

128

RBA, Statement on monetary poljday 2011, p. 3.
129

OECD, Australia economic outlook 89—country sumynalay 2011,
http://www.oecd.org/document/15/0,3746,en_2649 3343268687_1 1 1 1,00.html, viewed
7 June 2011.

IMF, Australia: 2010 Article IV Consultation—Staff Repp@nd Public Information Notice on the
Executive Board Discussip@ctober 2010, p. 10. available at
http://www.imf.org/external/pubs/ft/scr/2010/cr10a3pdf.

131 AER, Draft decision,February 2011, pp, 51-52.
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There is significant difficulty in calculating tiRP on a time varying basis. For this
reason the AER considers a long-term MRP estinsdikdly to provide the best
estimate in the absence of a structural bféakt the time of the GFC, the AER
increased its long-term MRP best estimate of &pat to 6.5 per cent to take into
account the uncertainty associated with the effeictse GFC on future market
conditions. As discussed above, market conditiomseshe GFC have significantly
improved and reflect reduced concern about thenpiateongoing impact of the GFC.
There is also a much more robust long-term econamicfinancial markets outlook
for Australia than was the case at the height ®GIrC.

A.3.5 Survey evidence

In the draft decision, the AER noted that surveigence both prior to and following
the GFC supported an MRP of 6 per cent. Surveyeené prior to the GFC included
the following:

®= Truong, Partington and Peat (2008) found that tiRPMwdopted by Australian
firms in capital budgeting ranged from 3-8 per ceiith an average of 5.94 per
cent. The most commonly adopted MRP was 6 per cent.

= Capital Research (2006) found that the average sliRipted across a number of
brokers 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 reporigtbthat 76 per cent of
survey respondents adopted an MRP of 6 per'éént.

The latest survey evidence, conducted following@e€ included the following:

®=  Fernandez (2009) found that the MRP used by Auatracademics in 2008
ranged from 2—7.5 per cent with an average of Br&pnt->*

®=  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®

NERA noted some shortcomings of survey based ewalen the MRP and suggested
that survey respondents may not provide serioyggrees. However, the AER does
not consider there is any reason to suspect the¢puespondents are biased or that
they do not provide serious responses. As notéteiraft decision, survey results
are subjective because different market practit®ngay look at a range of different
time horizons and they are likely to have differingws on market risk. However,
survey based estimates of the MRP are forward tapkieflect actual market

practice, and are unlikely to be biased.

132 See also AERFinal decision, WACC revievt May 2009, pp. 190-191.

133 AER, Final decision, WACC revievMay 2009, pp. 221-225.

134 Fernandez and Del Campdarket Risk Premium used by Professors in 2008urey with 1400
Answers IESE Business School Working Paper, WP-796, M¥392p. 7.

135 Fernandez and Del Campdarket Risk Premium Used in 2010 by Analysts anth@mies: A
Survey with 2400 AnswelESE Business School, May 21 2010, p. 4.
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NERA also noted that the latest surveys following GFC are based on a limited
sample of respondents and suggested that the MiRfaiad by respondents are not
adjusted for imputation credits. The AER recognibes the latest survey based
evidence from 2009 and 2010 incorporates a limstdple of respondents. However,
the AER notes that there was a significant amotiatiosey evidence preceding the
GFC, which supported an MRP of 6 per cent. Thestatervey evidence, although
limited, indicates that the MRP applied by marketgationers is unlikely to have
changed as a result of the GFC.

With regard to the value of imputation credits lgeaxplicitly incorporated in survey
based evidence, Truong, Partington and Peat (20818) that in their survey

15 per cent of respondents stated their MRP wasstad] to incorporate imputation
credits. They noted that the remaining 85 per oénéspondents did not adjust for
imputation credits because it was either too difficshould have a very small impact,
or was unnecessary as the market already adjosts [gtices to incorporate the value
of imputation credits and so this will already leélected in the cost of capital
estimate:*® NERA suggested that an imputation adjusted MRB fi@ernandez

(2009) and Fernandez and Del Campo (2010) is 6.6qre based on an assumed
theta value of 0.65°" The AER does not consider it appropriate to adhusbverall
estimates of Fernandez and Del Campo based oruomeysespondent, who noted
that they were uncertain about how to interpretohisal estimates with wide
confidence intervals and did not outline how tauatian MRP estimate to include
value arising from imputation credits. Furthermtire estimation of MRP is
imprecise and it may not be appropriate to expyiatjust survey based estimates of
the MRP for an assumed theta value that is as $o/3b.

Due to the subjective nature of survey based etgsnancertainty about the term
over which the MRP is estimated by different resjmris and the differing views of
respondents about market risk, the AER has nad@kclusively on survey based
estimates of the MRP. Nonetheless, survey basedatset of the MRP are relevant
for consideration along with the range of othedewice on the MRP.

A.3.6 Market practice

The AER notes that the range of MRP estimates uskbrbker reports was

5-6.5 per cent, with an average of approximateéyp@r cent. In addition to this,
recent research completed by Shane Oliver, Hedavettment Strategy and Chief
Economist at AMP Capital Investors, suggestedttiatikely equity risk premium

for a 5 to 10 year period is 5.9 per cent basehistorical datd>® However, he noted
that this realised equity risk premium is probadshaggerated by a low starting point
for the price to earnings ratio, making it eas@rdhares to provide decent returns. He

% Truong, Partington and Peat, ‘Cost of capitahestion and capital budgeting practice in
Australia,’ Australian Journal of Managementol. 33, no. 1, June 2008, p. 115.

137 NERA has assumed a value for distributed impoiatiedits (theta) of 0.65 whereas APT Allgas
has proposed a value for theta of 0.35. If therassivalue for theta is 0.35, NERA'’s analysis
would provide a weighted imputation adjusted MRinaste of 6.2 per cent. See NERMarket
risk premiumApril 2011, pp. 13-15.

138 This value also incorporates the imputation ¢realiue.
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stated that AMP Capital Investors’ estimate ofghespective required equity risk
premium for shares is around 3.5 per cEfit.

A.3.7 Difference between cost of equity and cost of debt

SFG and VAA submitted that the spread between AAd& BBB bonds increased
significantly at the time of the GFC and still ransabove pre-GFC levels. They
stated that this indicates that market conditicagemot returned to norm#4f’
However, the AER considers that data on the spoeadeen AAA and BBB bonds is
unlikely to be reliable. As discussed in greatdrnillén section A.5, there is a
significant paucity of data on long-term bonds witkdit ratings close to BBE!

This is likely to reduce the accuracy of yield foasts for long-term BBB rated
corporate bonds, such as those referred to by SBE&AA. This is demonstrated by
the following factors:

= Forecast yields on BBB rated corporate bonds frata groviders such as
Bloomberg have increased to levels in excess ethst yields during the GFC,
which can be seen in figure A.4. However, thisastcary to statements from the
RBA, IMF and OECD, which indicate that debt mar&enditions have
significantly improved since the height of the GFC.

= Recent observations of bond yields with similarrekteristics to the 10 year
BBB+ benchmark bond applied by the AER indicateepbsd yields on actual
corporate bonds are significantly below forecasimffair value estimates.

Figure A.4  Debt spreads on 7 year corporate bonds over 10 yeGommonwealth

bonds
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139 AMP Capital Investors, ‘Are shares good value ahat about bank deposits®@liver’s insights

16 September 2010.

SFG,lIssues affecting the estimation of MRR March 201, p 12 and VAAZomments on market
risk premium March 2011, p. 2.

This is reflective of an illiquid Australian carpate bond market in Australia relative to a more
liquid Australian equity market.
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VAA submitted that there has been a narrowing efribk premium on equity relative
to the risk premium on debt. VAA noted its expdotatvould be that the equity risk
premium would at least rise consistent with the DR/AA also noted a report by
Professor Grundy to support its expectation thaetuity risk premium would rise
consistent with the DRP. As noted above, the cudigference between BBB and
AAA rated bonds as indicated by figure A.4 is likéb be overstated. Moreover, the
use of the spread between long-term BBB rated bandsAAA rated bonds is
limited by the paucity of data on long-term bondthva credit rating close to BBB in
the Australian market. It is also not unreason&eonditions in debt and equity
markets to differ from each other over time.

A.3.8 Conclusion

Based on the considerations outlined above the édfiRiders an MRP of 6 per cent
is the best estimate in the circumstances andisreansurate with prevailing
conditions in the market for fund&’

The AER also considers that an MRP of 6 per ceopmsistent with the revenue and
pricing principles set out in section 24(2)(a) loé INGL, which states that the service
provider should be provided with a reasonable djpjpdy to recover at least its
efficient costs. The MRP of 6 per cent best mdedNGO, which is to promote
efficient investment in, and efficient operatiordarse of, natural gas services for the
long-term interests of consumers of natural gak véspect to price, quality, safety,
reliability and security of supply of natural gas.

A.4 Debt risk premium

This section sets out the AER’s consideration dftens raised in the revised proposal
regarding the AER’s approach to determine the DRiRe draft decision. It also
considers submissions from APT Allgas in respoonserequest by the AER for
further informatior**

The AER considers that the benchmark DRP shoulshised on an Australian
corporate fixed rate bond issuance with a termatunity of 10 years and a BBB+
credit rating**®> Accordingly, the AER has compared all bonds wlit&se
characteristics, including floating rate bondsregmrted by Bloomberg and UB&

142 yAA, Comments on market risk premiultarch 2011, pp. 3—4.

143 NGR, r. 87(1).

144 The AER undertook this process to provide APTyA# the opportunity to comment on the AER’s
consideration of additional longer term observeddgields which have become available since
the release of the draft decision.

The 10 year benchmark reflects consistency wightérm of the risk free rate, while the BBB+
credit rating reflects what the AER determined dgrihe WACC review following consideration

of comparable energy businesses. Although the 3@Rho status under the NGR, it was intended
to provide guidance to the gas sector. ARRyiew of the weighted average cost of capital
(WACC) parameters, Statement of regulatory intéilay 2009.

CBASpectrum also publish observed yields for falitn corporate bonds. However,
CBASpectrum no longer provide accompanying creating details for these issuances. It is
therefore difficult to reconcile the observed bowdith their credit rating. Additionally, the sample
of bonds provided by CBASpectrum is not comprehansompared with Bloomberg and UBS. In
combination, these restrictions do not allow CBASpen data to be used independently—that is,
without cross referencing bond yields with othetadservice providers such as Bloomberg and

145
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In particular, the AER has considered the relevari¢be following corporate bonds
as possible sources of information when settingotrechmark cost of debt:

=  APA Group (BBB rating, maturing in July 2020)

= Brisbane Airport (BBB rating, maturing in July 2019

= Dalrymple Bay Coal Terminal (DBCT) (BBB+ rating, tneing in June 2021}’
= SP AusNet (A- rating, maturing in April 2021)

= Stockland (A- rating, maturing in November 2020)

= Sydney Airport floating rate bonds (BBB rating, ow@tg in November 2021 and
October 2022).

The AER has also considered the relevance of Blepgxbfair value estimates for
setting the benchmark cost of debt, as proposediyAllgas*® Figure A.5 plots
the corporate bonds considered by the AER, alotly Bloomberg's fair value
estimates for five and seven years, and extrajgbtat&é0 years using the AER’s
extrapolation methotf*®

UBS. Given these practical limitations, the AER hasrelied upon CBASpectrum’s observed
yields for the purposes of this decision.

147 The DBCT bond was originally issued by Babcoc# Brown Infrastructure (BBI). In

December 2009, however, BBI underwent a recapdtidis process and was renamed as the Prime

Infrastructure Group.
18 Bloomberg does not publish separate fair valtienases for BBB—, BBB and BBB+ rated debt.
Instead, bonds with ratings in the generic BBB gaitg are included in a single sample.
References within this chapter to Bloomberg's BBB Yalue estimates encompass bonds with a
credit rating of BBB—, BBB or BBB+.
The AER'’s extrapolation approach is detailechia draft decision. AERDraft decision
February 2011, pp. 190-192.

149

140



Figure A.5 Australian corporate bonds with maturities greaterthan five years and
credit ratings ranging from BBB to A—
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Source: Bloomberg, UBS, AER analysis.

Note: Yields have been annualised, and the floatitg bonds have been converted to fixed
rate equivalents. While no other adjustments haanbnade, the AER recognises that
the SP AusNet bonds include resettable couponsdthast the coupon rate upon a
credit rating downgrade) and the DBCT bond is tédlaAs noted by Oakvale Capital
the likely yield impact of resettable coupons ipented to be small (25 basis poiritS).
Additionally, the make whole nature of the DBCT Hdargely removes the yield
impact of the call feature®

A.4.1 Bloomberg fair value estimates

The AER maintains its view that a range of evideswggests that the behaviour of
Bloomberg'’s fair value estimates since the ons¢h®iGFC is somewhat
counterintuitive. Specifically, Bloomberg's sevesay, BBB rated fair value estimates
and the spread between Bloomberg’s seven and 1DA®A rated fair value
estimates remain at near historical higHs.

Moreover, the AER considers that CBASpectrum’s sleaito cease publication of its
fair value curves raises questions about the walafiusing Bloomberg's fair value
estimates as the only source of information whetmngethe DRP. In particular, the
AER understands that one factor in CBASpectrumssien was concerns about
reliability, and Bloomberg’'s and CBASpectrum’s faalue estimates rely on similar
input data> The fact that Bloomberg has progressively redibederm of its BBB

150 0akvale CapitaReport on the cost of debt during the averagindquerthe impact of callable
bonds January 2011, pp. 8-9.

151 CEG,Estimating the 10 year BBB+ cost of debt, A refiortdGN December 2010.

152 The spread between Bloomberg’s seven and 10 4@ rated fair value estimates are used by
the AER to extrapolate Bloomberg's seven year, BBtd fair value estimates.

153 CBASpectrum website <https://www.cbaspectrum.éttmi/NewAboutSpectrum.html>.
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fair value estimates further highlights the pauoityong-term bonds in the Australian
market.

In this context, figure A.6 compares the historib&P estimates for both Bloomberg
and CBASpectrum. Notably, Bloomberg'’s fair valuéreates imply that prevailing
conditions in debt markets are more risky now ttharng the GFC, despite
substantial evidence indicating that debt marketi@mns have improvetf?

Figure A.6  Comparison of debt risk premia—Bloomberg and CBASpetrum
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Envestra stated that the historically high debtgimerimplied by Bloomberg’s fair
value estimates are expected, and provided a rbpdvicKinsey Global to support
these views. In particular, Envestra stated thagstor views about the appropriate
level of compensation for risk have changed, aatttre regulatory environment—
particularly Basel Il requirements—are expecteéhtwease future costs of capital.
Australia Ratings also stated that a general agrdfsiant repricing of credit risk has
occurred, with a resultant impact on the compasitibratings defined indices®

The McKinsey Global report, however, provided adat@conomic outlook for global
capital markets. It has minimal reference to Adgtraeconomic conditions, and more
importantly, Australian corporate debt marketsthils context, the AER considers it
is of limited relevance to the analysis of the benark DRP for the purposes of this
decision.

%% The AER accepts that movements in equity mareetonly one factor affecting debt risk
premiums. Other factors, such as default and liuitsks, are also important considerations when
assessing bond yields. These factors are discusggedater detail throughout this appendix.

1% EnvestraRevised access arrangement information, Attach@é@nt Response to AER draft
decision on debt risk premiyiarch 2011, p. 4.

1% Australia RatingsEstimating the debt risk premiymdlarch 2011, p. 13.
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That said, the AER accepts that debt margins hasreased in comparison to
pre-GFC levels. However, independent evidence aadche RBA’s March 2011 and
June 2010 bulletins, indicate that spreads havsided markedly since peaking
during the height of the GFC.

In relation to bank funding costs, the RBA’s Magfhil 1 bulletin stated that while
spreads (relative to CGS) increased significantiyrdy the crisis—from around

50 basis points to around 220 basis points forad pends—improved capital market
conditions have seen the cost of issuing new aethtiof around 100 basis points
(relative to CGS§>’

In relation to lower rated debt, the RBA’s June @dilletin stated that as risk
aversion increased during the financial crisiseads (relative to CGS) for BBB rated
corporate bonds widened to historical highs, peakirMarch 2009°8 Consistent
with its analysis of bank debt, the RBA added #patads across all bond classes
have since narrowed, though remain above the uty$oa levels observed prior to
the financial crisis.

The RBA'’s analysis is based on a weighted averagpreads on corporate bonds
with remaining terms to maturity of between one &wel years. However, the AER
considers that for similar reasons the spreadsdvdegly have also narrowed for
longer rated bonds. The widening and subsequemtacion of corporate bond
spreads, as provided by the RBA, is shown in figuiieé

Figure A.7  BBB rated corporate bond spreads (term to maturityof five years)
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Further, as noted in section A.3, recent IMF andCOEeports indicated that the
market outlook for Australia has improved consitiyaince the onset of the GEE.
Moody’s Investors Service also stated its expemtainat default rates for speculative,

157 RBA, Bulletin: March quarter 2011March 2011, p. 37.

138 RBA, Bulletin: June quarter 201,Qlune 2010, pp. 58-59.

159 yan Sunpotential Growth of Australia and New Zealand ie thftermath of the Global Crisis
IMF Working Paper, WP/10/27, May 2010; OECAystralia economic outlook 88—country
summary November 2010.
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Asia Pacific (excluding Japan) non-financial cogierdebt will continue to decline in
2011'° The AER considers that these expectations, inctutfiose of the RBA, are
all consistent with improving debt market condigo®n this basis, it is unreasonable
to expect, as implied by the fair value estimateppsed by APT Allgas, that debt
markets are more risky now than during the GFC.

Additionally, the proprietary nature of Bloomberdgsr value modelling limits the
AER’s ability to assess the factors driving Bloomgig implied fair value curve. As
noted in previous regulatory decisions, withoutradepth understanding of
Bloomberg’'s methodology, analysis can only be basedonjecture about how its
fair value estimates are derived Given the limited ability to assess Bloomberg’s
fair value methodology, coupled with the contraehaviour of Bloomberg's BBB
rated fair value estimates (in comparison to indepat market commentary), the
AER maintains its position that it should remaintoaus of relying solely on
Bloomberg'’s fair value estimates to establish thednmark DRP.

The market data that has recently become availainleluding bond issuances by the
APA Group, Brisbane Airport, SP AusNet, Stockland &ydney Airport, and the fall
in observed yields for the DBCT bond—also suggtsts Bloomberg’s fair value
estimates may not be representative of prevailomglitions in the market for funds in
respect of the AER’s notional benchmark serviceridier 1% As figure A.8
demonstrates, all comparable, longer term obsdreed yields now plot significantly
below Bloomberg’s implied fair value curvé®

180 Moody’s Investors Servicdloody's: Asia Pacific corporate default rates viitlep declining

April 2011.

AER, ActewAGL, Access arrangement proposal for the AWBanbeyan and Palerang gas

distribution network Draft decision, November 2009, pp. 67, 218-219.

As discussed in previous AER decisions and inAt#eCC review (in the context of electricity

network service providers), the benchmark serviogiger being considered under r. 87 is a stand

alone ‘pure play’ service provider, operating instalia without parent ownership and the

relevant market for funds is Australia. AERnal decisionJemena Gas Networks, Access

arrangement proposal for the NSW gas networks i 2000-30 June 2015une 2010, p. 113;

AER, Final decision, WACC revieviMay 2009, p. 109.

183 In the AER’s draft decision for APT Allgas, thbserved yield on the DBCT bond was above
Bloomberg'’s (extrapolated) 10 year, BBB rated failue estimate. As discussed in section A.4.4,
observed yields for the DBCT bond have since fallen
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Figure A.8  Australian corporate bonds with credit ratings ranging from BBB to A—
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equivalents. No other adjustments have been made.

In this context, CEG stated that observed yieldsfoadditional seven bonds with
maturities greater than seven years are avail#imeg from Suncorp Insurance, and
two each from DBCT and Vero Insurance), and shbeldonsidered by the AER}
The Bank of Queensland also recently issued lotgger floating rate notes with a
BBB credit rating. The Suncorp, Vero and Bank oe@&usland bonds, however, are
all callable. Therefore, consistent with the applopreviously supported by CEG, the
maturity dates for these bonds was considered tbebdate of the first call option.

For the bonds in question, this results in impheaturity dates of between three and
six years. The most recent CEG report, howevetedthat this approach is no longer
correct. Specifically, CEG stated that these batabsild now be assessed at their
final maturity date®

In the limited timeframe available to assess CH&gposal, the AER has been unable
to adequately verify the reasonableness of CEGisgbd methodology. Regardless,
the AER considers that the additional bonds note@BG are immaterial for this

final decision.

Specifically, Oakvale demonstrated that observettlgifor debt issued by financial
institutions and insurance firms are typically hegithan for debt issued by
infrastructure firms® CEG implicitly agreed with this analysis, suchtthaeferred
to the Oakvale report when stating that the mixafrafrastructure and non-
infrastructure related operations may be relevatiié observed yields of the

164 CEG,Response to AER letter dated 23 May 2@iihe 2011, pp. 8-9.

185 CEG,Response to AER letter dated 23 May 2@Lhe 2011, pp. 10-11.

186 Oakvale CapitalReport on the cost of debt during the averagindquerthe impact of callable
bonds January 2011, pp. 17-19.
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Brisbane and Sydney Airport bontfé The AER considers that this significantly
limits the comparability of the observed yields flee Suncorp, Vero and Bank of
Queensland bonds with the AER’s notional benchmarkice provider.

Additionally, the Suncorp, Vero and Bank of Queandlbonds are all subordinated
debt. That is, in the event of default, these bamolsld have secondary claims to any
outstanding senior debt. Given the likelihood ofeistors in subordinated debt fully
recovering their initial investment (in the evehtefault) is substantially reduced,
the yields on subordinated bonds are typically mmodhne volatile than otherwise
equivalent standard debt For this reason, the AER considers that the piatebias
inherent in subordinated bonds also significanthyts the comparability of the
observed yields of the Suncorp, Vero and Bank ad&psland bonds with the AER'’s
notional benchmark service provider.

Based on the empirical market evidence discussedealthe statement that
Bloomberg'’s fair value curve provides estimates/bét it would cost to issue or
trade a corporate bond with the characteristidh®fAER’s notional benchmark
service provider appears unfoundéd.

In relation to the statement that Bloomberg prosiohelependent and fair value
estimates, the AER considers that independenagt isre factor in setting the DRP.
Importantly, the AER must also have regard to tt@nemic costs and risks of the
potential for under and over investment, and tiggirement to set the best estimate
possible in the circumstanc¥$.

A.4.2 APA Group bond

The AER considers that the characteristics of tR&A&roup bond—specifically, its
BBB credit rating and near 10 year term to maturipyrovide a close match to those
of the benchmark corporate bond. Additionally, 8&#R does not agree that the
observed yields on the APA Group bond are unusil@alywith respect to its credit
rating or other benchmark characteristiCs.

That said, the AER maintains its position that @retings are not a perfect indicator
of the risks involved in investment for the prowisiof reference servicé& As noted
by Oakvale Capital, bond yields are determined apyrfactors, including:

= term to maturity

= credit rating

167 CEG,Response to AER letter dated 23 May 2QLhe 2011, p. 14.

1% For example, an increase in the risk profiled@iven business would be expected to result in a
greater increase in the yield of that businesskarsiinated debt in comparison to that businesses
standard debt.

EnvestraRevised access arrangement information, Attach@é&nt Response to AER draft
decision on debt risk premiylarch 2011, p. 4.

170 Consistent with s. 24(6) of the NGL, and r. 74¢2)pf the NGR.

1 EnvestraRevised access arrangement information, Attach@ént Response to AER draft
decision on debt risk premiyiarch 2011, p. 3.

AER, Draft decision Envestra Ltd access arrangement proposal for thg&fnetwork, 1 July
2011 — 30 June 201&ebruary 2011, p. 272.
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= credit margin

= bond size

= credit wrap features

= comparable bond issuances

=  market sentiment

= scarcity and desirability of issuer
® industry prospects

= financial status of issuer

» abnormal feature¥?

Synergies, in a report prepared for APT Allgascmlly noted the importance of
liquidity in pricing bonds. Synergies stated thquidity is a critical factor in
establishing the extent to which the price of atdeftrument fully reflects current
information. In this regard, Synergies proposed tia APA Group bond is illiquid,
and that its lack of turnover implied that the giebn the APA Group bond were not
reflective of prevailing market condition§

CEG also stated that the observed yields reportdgldomberg for the APA Group
bond are of low quality, based on the confidenceescassigned by Bloomberq.
Observed yields for the APA Group bond, howeves,@rblished by two independent
data providers—Bloomberg and UBS Moreover, these yield estimates are broadly
consistent (differing by up to 18 basis points)isTprovides the AER with some
confidence as to the robustness of the observédbsyie

The yield estimates published by Bloomberg and @BSalso broadly consistent
with the observed yields at issuance of the APAuU@roond in July 2010. Given
market conditions since July 2010 have remainettively stable, the AER considers
that in the current circumstances, Bloomberg’s BVald UBS'’s published yields
represent reasonable estimates of the expectatsalthe APA Group bond. The
relative consistency of the observed yield estisiatecomparison to other
comparable bonds, as shown in figure A.9, furtiuppsrts the reliability of the APA
Group bond yields.

173 0akvale CapitaReport on the cost of debt during the averagindquerthe impact of callable

bonds January 2011, pp. 2-3.

APT Allgas,Revised access arrangement submisditerch 2011, p. 39.

175 CEG,Response to AER letter dated 23 May 20ihe 2011, pp. 22—24.

176 The APA Group bond yields observed from Bloomheiftect the Bloomberg Evaluated Prices
(BVAL). The AER considers that while BVAL may nog lbhe most preferred measure of bond
yields published by Bloomberg—in comparison to Blierg Generic Prices and Bloomberg
Composite Market Prices—they still reflect yieldsopshed by an experienced third party data
service provider based on prevailing market coodgti
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Figure A.9  Comparator bond spreads from issuance
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Source: Bloomberg, UBS, AER analysis.

Note: Observed yields from both Bloomberg and UBSenavailable for the APA Group,
Brisbane Airport and Stockland bonds. As suchspireads for these bonds reflect simple
averages of the two data sources.

Additionally, the AER rejects CEG’s inference tlta¢ BVAL yields of the

APA Group bond are unreliable based on Bloombergididence measure.
Critically, the confidence scores provided by Bldumerg are a relative measure. In
this context, Bloomberg will not publish observeelgs when it considers such
estimates do not have a sufficient basis. Accolgjng the current circumstances the
AER considers Bloomberg’s BVAL estimates and UB&iblished yields, provides a

robust measure of observed vyields that could hedepon'’’

In regard to factors other than those reflectecr@dit ratings, the AER considers the
factors specific to regulated energy networks aifigcthe APA Group bond to be
relevant considerations in setting the benchmask ebdebt. In particular, the default
risk of the APA Group’s operations reflect its laydixed investments whose returns
are set in part under the regimes administereth&®WER under the NGR and NER.
The key features of these regimes—in contrastwestment risks in unregulated
sectors—include “locked in” asset values and pécioekets of prices with respect to
updated sales forecasts. Hence, to the exteninthedtors consider industry specific
characteristics in addition to the assigned cnediihg, the relatively lower risk profile
of the APA Group bond should be given weight inedetining a rate of return that is
commensurate with the risks involved in providieference services.

Y7 While the AER currently does not question thétlity of Bloomberg's individual bond yield
estimates, as discussed in section A.4.1, it haseras regarding the methodology used by
Bloomberg to derive its fair value estimates (fdet the individual bond yields estimates are
inputs).
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The AER also rejects Synergies’ proposal that takelyn the APA Group bond is
mispriced as it is below Bloomberg's seven yearBBBted fair value estimaté&
Bloomberg’s fair value estimates rely upon a sampleonds, some of which would
lie above the implied fair value curve, and otHezkow. In isolation, the extent that
the yield on the APA Group bond lies below Bloongeiseven year estimate implies
nothing regarding the reasonableness of the obdgret, nor the expected term
structure of interest rates. Synergies also assunadloomberg’s longer term fair
value estimates are reasonable. The AER has alreddy its concerns with this
view, particularly in reference to the validity Bloomberg's BBB rated fair value
curve as a measure of prevailing conditions imtlagket for funds for the AER’s
notional benchmark service provider.

Given that the maturity of the APA Group bond igotwo years longer than the
seven year, BBB rated fair value estimates pultisheBloomberg it would appear
that Bloomberg may not yet take into account thiscin its fair value estimate§’
The AER does not consider that, as proposed by AIRJ&s, the exclusion of the
APA Group bond from Bloomberg’'s seven year, BBR:dafair value estimates
necessarily infer any substantive issues with tRé& &roup bond yield¥*° However,
as discussed previously, Bloomberg’s methodologgnmding the derivation of their
fair value estimates is proprietary. This limite thER’s ability to assess the
reasonableness of the bonds included or excluded Bloomberg’s sample for the
purposes of deriving its fair value estimates.

Similarly, the AER considers the analysis propdsgEG—that the yield on the
APA Group bond was unreasonable based on a padaliatward shift in
Bloomberg'’s fair value estimate until it passestigh the APA Group bond yield—
to be irrelevant®® The analysis is flawed because the AER is nottiprésg the
reliability of Bloomberg’s fair value estimates feinorter maturities, where there
exists a much greater sample of comparable bonds.

APT Allgas also proposed that it would be diffictdtreplicate the terms of the
APA Group bond, as evidenced by the bond being dedhthe KangaNews
Australian domestic corporate market deal of theryand Finance Asia magazine’s
best local bond deal. APT Allgas proposed, theegftitat the APA Group bond was
not a suitable comparator for assessing the DRP.

The APA Group bond, however, was negotiated irpéréod directly following the
GFC. The AER considers this period representethtively uncertain environment
for domestic corporate issuers. Accordingly, toelReent that market conditions have
subsequently improved—and evidence presented prgyisuggests conditions have
moved—the AER considers that the difficulties iplreating a similar deal are likely

178
179

APT Allgas,Revised access arrangement submisditerch 2011, p. 30.

On 17 May 2011, the maturity of the longest téxond included in Bloomberg’s seven year, BBB
rated fair value estimate was 20 September 201& i§ha remaining maturity of approximately
five and a half years. This is considerably shatian the benchmark 10 year term, and further
supports the AER’s concerns regarding the valioitBloomberg’s BBB rated fair value curve as
a measure of prevailing conditions in the markefdads for the AER’s notional benchmark
service provider.

APT Allgas,Revised access arrangement submisditerch 2011, pp. 34-36.

181 CEG,WACC estimation, A report for Envestiarch 2011, pp. 37-38.
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to be overstated. The recent issuance by SP AugNel0 year corporate bond—
albeit, with a higher credit rating—supports thasgpion. Similarly, the recent eight
year, BBB rated bond issued by Brisbane Airporigasgs that APT Allgas’ concerns
are unfounded.

A.4.3 Brisbane Airport, Sydney Airport, SP AusNet a nd Stockland
bonds

Since November 2010, SP AusNet and Stockland lssued A- rated, 10 year
bonds, and Brisbane Airport has issued BBB ratigght gear bonds. More recently,
observed yields for two BBB rated Sydney Airpodafing rate notes (maturing in
2021 and 2022) have become availdffe.

The characteristics of all these bonds—that isr tkem to maturity and credit
rating—are comparable to the APA Group bond, as$ agethe AER’s benchmark
bond for the purposes of setting the DRP. Morea®ISP AusNet owns and operates
network gas and electricity assets, its operatiessmble those of the AER’s notional
benchmark service provider.

However, the ownership structure of SP AusNet—djoatly, its ownership by the
Singaporean Government—differs markedly from théA&oup, and from the
AER’s benchmark service provider. Additionally, theture of Stockland’s assets and
the industry in which it operates differ to thatA®T Allgas® Brisbane and Sydney
Airport’s operations also differ from the AER’s assption of the benchmark service
provider, although they still reflect the chararstiécs of a monopoly infrastructure
firm.

These issues notwithstanding, and in the circunestaof paucity of data, the AER
considers that the yields on the Brisbane Airgdytiney Airport and SP AusNet
bonds all provide relevant points of referencesseas the reasonableness of both
Bloomberg’'s BBB rated fair value estimates andAR& Group bond yield. The
AER also considers that the Stockland bond isevegilt reference point, albeit to a
lesser extent (given the nature of its operatiofisrdrom the AER’s notional
benchmark service provider). In this regard, thdRAd®nsiders that many factors are
likely to contribute to the divergent bond yield$ie magnitude of these differences,
however, is significant. These yield comparisoresdiscussed below.

Brisbane Airport bond

The yield on the Brisbane Airport bond is 167 basists below the extrapolated
10 year Bloomberg BBB rated fair value estimatee NER considers that this yield
differential is likely to be substantially drivery khe bond’s shorter term to maturity,
and to a lesser extent, its credit rating. Thathis,Brisbane Airport bond has a
remaining term to maturity of approximately eigkys (as distinct from the

82 These bonds were originally issued in Decemb@62Recently, observed yields have been
published more frequently, including from 24 Felow2011 onwards.

183 Oakvale has demonstrated that the observed yoeldsfrastructure bonds are typically higher than
the observed yields on the otherwise comparableotate debt of well known Australian
corporations. Oakvale Capit&geport on the cost of debt during the averagingguerthe impact
of callable bondsJanuary 2011, pp. 17-19.
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extrapolated, 10 year estimate for Bloomberg), ancedit rating of BBB (as distinct
from the Bloomberg compilation of all BBB—, BBB aB#BB+ rated bonds).

The magnitude of this difference, however, is urseted. Given the observed yields
of other comparable bonds (as highlighted througtus section) support the
reasonableness of the Brisbane Airport bond yi¢hdsmagnitude of the difference
suggests that either Bloomberg’s BBB rated faiugastimates are not representative
of longer term bond yields, or that factors othnert term to maturity and credit

ratings are evident.

The small yield differential between the BrisbanepArt and APA Group bonds
(19 basis points) is reasonably expected, givein ithentical credit ratings and
minimal difference in their terms to maturity.

Sydney Airport bonds

The yield on the two Sydney Airport floating ratet@s (converted to fixed rate
equivalents) are 63 and 50 basis points below:xttramolated 10 year Bloomberg
BBB rated fair value estimate.

Given the observed yields of other comparable benggort the reasonableness of
the Sydney Airport bond yields, the direction abtdifference is unexpected. That is,
the Sydney Airport bonds have remaining terms taunitg of approximately six and
16 months beyond the extrapolated, 10 year estifna@loomberg. All things being
equal, a longer term to maturity is typically asated with a higher DRP. As such,
this suggests that either Bloomberg’'s BBB ratedvialue estimates are not
representative of longer term bond yields, or taators other than term to maturity
and credit ratings are evidefit.

The higher yield of the Sydney Airport bonds in garison to the APA Group bond
(85 and 98 basis points) is reasonably expectgdngheir identical credit ratings but
longer term to maturity of the Sydney Airport bonds

Similarly, the higher yield on the Sydney Airpodras in comparison to the
Brisbane Airport bond—approximately 104 and 117spseints respectively—is
expected given their identical credit ratings lautder term to maturity of the
Sydney Airport bonds.

Stockland bond

The yield on the Stockland bond is 196 basis pdietsw the extrapolated 10 year
Bloomberg BBB rated fair value estimate. The AERsiders that this yield

differential is likely to be substantially drively khe bond’s higher credit rating (as
the term to maturity for the Stockland bond clogebtches the 10 year term of the
extrapolated Bloomberg BBB rated fair value estahathat is, the Stockland bond

184 APT Allgas stated that, similar to the DBCT bonitie credit wrapper for the Sydney Airport
bonds also collapsed during the GFC. In contratedBCT bonds, however, the observed yields
of the Sydney Airport bonds are consistent wittreottomparable bonds. The AER considers that
this likely indicates that investor concerns regagdhe collapse of the Sydney Airport bond’s
credit wrapper have since subsided. APT AllgRessponse to AER’s preliminary view on DRP
June 2011, pp. 26-27.
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has a credit rating of A— (as distinct from the @tdoerg compilation of all BBB—,
BBB and BBB+ rated bonds).

The magnitude of this difference, however, is urseted. Given the observed yields
of other comparable bonds support the reasonalderi¢se Stockland bond yields,
the magnitude of the difference suggests that eBleomberg’s BBB rated fair value
estimates are not representative of longer ternd lyaeids, or that factors other than
term to maturity and credit ratings are evident.

The lower, but consistent yield of the Stocklandda comparison to the

APA Group bond (47 basis points) is reasonably etgqak given the counterbalancing
effects of the different credit ratings and termsnaturity. For example, all things
being equal, Stockland’s higher credit rating sbdae reflected in a lower yield than
the APA Group bond. In contrast, Stockland’s longem should be reflected in a
higher yield. As the yield on the Stockland bontbiger than the APA Group, it
would appear that the credit rating (or some othetor) is the net driver for the
Stockland bond yield being lower than the APA Grbopd yield.

SP AusNet bond

The yield on the SP AusNet bond is 219 basis pdietsw the extrapolated 10 year
Bloomberg BBB rated fair value estimate. The AERsiders that this yield
differential is likely to be substantially drively khe bond’s higher credit rating (as
the term to maturity for the SP AusNet bond closeatches the 10 year term of the
extrapolated Bloomberg BBB rated fair value estahathat is, the SP AusNet bond
has a credit rating of A— (as distinct from the @ttberg compilation of all BBB—,
BBB and BBB+ rated bonds).

The magnitude of this difference, however, is ureexed. Given the observed yields
of other comparable bonds support the reasonaldefdse SP AusNet bond yields,
the magnitude of the difference suggests that eBle@omberg’s BBB rated fair value
estimates are not representative of longer terna lyaids, or that factors other than
term to maturity and credit ratings are evid€hnt.

The lower yield of the SP AusNet bond in comparisnthe APA Group bond
(70 basis points) is reasonably expected, giverdo@terbalancing effects of the
different credit ratings and terms to maturity. Eaample, all things being equal,
SP AusNet’s higher credit rating should be refldatea lower yield than the
APA Group bond. In contrast, SP AusNet’'s longemtehould be reflected in a
higher yield. As the yield on the SP AusNet bonkbiger than the APA Group, it
would appear that the credit rating (or some othetior) is the net driver for the
SP AusNet bond yield being lower than the APA Grbaopd yield.

Overall, while the APA Group, Brisbane Airport, 8BsNet, Stockland and Sydney
Airport (two issues) bonds provide only six poinfgeference, they all consistently

8 The SP AusNet bond includes a resettable cougmmife that adjusts the yield upwards if a credit
downgrade event occurs. As noted by Oakvale Capitavever, the likely impact on observed
yields of resettable coupons is expected to belspaticularly when such a feature is unlikely to
be required (as is the case of the SP AusNet b@uaRvale CapitalReport on the cost of debt
during the averaging period: the impact of callablends January 2011, pp. 8-9.
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indicate that the extrapolated Bloomberg fair vadggmates may not be
representative of longer dated, lower rated boimdgarticular, the observed yields of
the APA Group, Brisbane Airport, SP AusNet, andr&ydAirport bonds support the
AER'’s consideration that Bloomberg’s BBB rated faafue curve may not be
representative of prevailing conditions in the nearfior funds for the AER’s notional
benchmark service provider.

Further, the observed yields of the Brisbane Aitjp8P AusNet, Stockland and
Sydney Airport bonds support the reasonableneiseadbserved yields on the APA
Group bond.

A.4.4 Dalrymple Bay Coal Terminal (DBCT) bond

The AER has previously expressed concerns ovaetlability of the DBCT bonds

in comparative analysis, most recently in its dd&itision for NT Gas. Notably, in its
draft decision the AER considered that the obseywelds on the DBCT bonds (in
particular, the DBCT bond maturing in June 2021)endriven primarily by factors
other than its credit rating?®

Since the draft decision, however, the trading margpplied to the DBCT bonds by
UBS have fallen significantl}?’ In particular, the trading margin on the DBCT bond
maturing in 2021 has fallen by 110 basis pointfasgeguently, the observed yields on
the DBCT bond are now more consistent with othengarable bonds. The AER
considers that one possible reason for this chantlat greater certainty may now
exist surrounding the issuer and the future stattise issue (following previous
restructuring and ownership changt¥).

The AER also considers that the significant reauncto the trading margin supports
its previous decisions to exclude the DBCT bondmfits comparative analysis. That
is, the magnitude of the change strongly suggbatsthe observed yields on the
DBCT bonds were driven primarily by factors othieain its credit rating.

Given the recent nature of the change, howeverAEfR considers that a longer
period is required to properly assess the robustoithe recent observations of the
DBCT bond yields. On this basis, the AER remaingioas of the reliability of the
observed DBCT bond yields.

In these circumstances, the AER does not condid¢eikcluding the DBCT bond
from its analysis artificially biases the levelampensation for default risk inherent
in the DRP®® To the contrary, given there remains uncertaiagarding the DBCT
debt, the AER considers that relying on the DBChdwould price default risk

18 AER,N.T. Gas, Access arrangement proposal for the Amsm@as PipelineDraft decision,

April 2011, p. 207.

The trading margin is the spread above the satpthat equates the yield on a floating rate bond
to its fixed rate equivalent.

DBCT Finance Pty Ltd has recently proposed US$60iton of senior secured medium term
notes, due in 2020 and 2023 respectively, for wlitdndard and Poor's have assigned a BBB+
credit rating. As this debt is denominated in U8ais, however, the AER is limited in its ability

to make any reasonable inferences from this issuanc

EnvestraRevised access arrangement informatisttachment 9-7 Response to AER draft
decision on debt risk premiyiarch 2011, p. 3.
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above that reasonably expected in the AER’s notioeachmark service provider.
This notwithstanding, default risk is implicitlyiped in Bloomberg’s fair value
estimates, as well in the APA Group bond yield vitnich the AER has used to set
the benchmark DRP.

A.4.5 AER’s method for setting the DRP

The AER considers that the evidence in suppot@ibserved yields of the

APA Group bond has strengthened significantly stheedraft decision. As discussed
above, observed yields for an additional four bondl similar terms to maturity and
credit ratings as the benchmark corporate bond hageme available. These
observed yields all support the AER’s considerati@at the observed yields of the
APA Group bond are more reflective of prevailingnditions in the market for funds
for the AER’s notional benchmark service providert Bloomberg's (extrapolated)
10 year, BBB fair value estimates. Further, asreg.5 demonstrates, the additional
empirical evidence also suggests that BloombeexXgdpolated) 10 year, BBB rated
fair value estimate is likely to overstate the sasgtdebt, particularly for regulated
network service providers.

On this basis, the AER does not consider it appaitpto set the DRP based solely on
the (extrapolated) Bloomberg fair value estimatee RER considers that greater
reliance could reasonably be placed on the APA @hmnd to determine the DRP.
However, in the current circumstances, the AER iclams that some uncertainty
exists regarding the appropriateness of settindpRE based upon a single bond
yield. Accordingly, the AER has exercised its judgrto determine the proportion to
apply to both data sources.

The proportion to apply to each data source shaildct their relative suitability for
the purposes of establishing a benchmark DRP. THie éonsidered increasing the
emphasis on the APA Group bond relative to the Bloerg fair value curve, in view
of the increased support for the APA Group bondesthe draft decision. However,
after careful evaluation, the AER considers theeecarrently insufficient grounds to
justify departure from the position in the draftd#on. The AER considers that a
DRP based equally on the observed yields of the &Pdup bond and Bloomberg’s
fair value estimates would satisfy the requiremefithie NGR**

In contrast, CEG stated that relying so heavilyrupsmall and selective sample of
bonds—that is, bonds with BBB+ credit ratings (omikar) and remaining maturities
in excess of five years—is likely to lead the AERoierror®* CEG added that the
AER’s methodology placed extreme weight on bondsftwo issuers above the
guidance provided by a wider population of 49 issuand that this approach is

10 This decision contrasts from the most recent filezision of the AER. That decision—for the
Victorian electricity distribution businesses—detared the DRP based on a 75 per cent
weighting to estimates from Bloomberg and a 25qe@t weighting to estimates from the
APA Group bond. The AER also notes that the Vietoffinal decision is currently the subject of a
merits review before the Australian CompetitionbTral.

191 CEG,WACC estimation, A report for Envestiarch 2011, p. 34.
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unreasonabl&’® APT Allgas also proposed that there is a bastistital issue in
placing reliance upon a sample size of bHe.

The AER acknowledges the concerns of both CEG dpifl Allgas. However, having
no regard to the available longer term data (asudsed above) is equally likely to
lead to error in setting the benchmark DRP, pddityiwith respect to section 24(6)
of the NGL. That is, the wider population (from whiBloomberg uses to determine
its fair value estimates) is dominated by bond$ wetm to maturities significantly
less than the 10 year benchmark considered by Bie'A’

Further, the AER acknowledges Australia Ratingsteshent that weighting the DRP
with selected individual bonds could distort thedtemark DRP. Specifically,
Australia Ratings stated that weighting the indethwelected individual bonds
introduces the idiosyncratic risk factors of thbseds. In contrast, an index relying
on many bonds would diversify such systematic faskors**° The AER, however,
considers that as the operations of the APA Grauplveasonably reflect those of
the benchmark service provider, any additional mslorporated into the DRP would
also reasonably reflect the risks faced by gas owtwervice providers.

As part of its review, the AER also requested awived actual costs of debt
information from APT Allgas?® The AER considers that this information supports
that its estimate of the DRP provides a reasongipertunity for APT Allgas to
recover at least its efficient costé.More generally, market analyst reports have
consistently indicated that the actual debt risknums incurred by network service
providers are significantly lower than the benchirsmt by the AER® As such, the
AER does not accept that the DRP established leyaete to the APA Group bond
removes any incentive for efficient financing by RRllgas.

Additionally, IPART recently published its final dsion for a discussion paper to
develop an approach to setting the debt mar{ifihe indicative debt margin was
more than 170 basis points below APT Allgas’s pegboAlthough the methods used
by IPART and the AER differ—notably, IPART has cmlesed shorter term debt—
the outcome of IPART’s decision suggests that AR@a&’s proposed DRP is
excessive and not commensurate with prevailing iiond in the market for funds
and the risks involved in providing reference sest’® The Economic Regulation

192 CEG,WACC estimation, A report for Envestidarch 2011, p. 2.

193 APT Allgas,Revised access arrangement submissiterch 2011, p. 40.

194 gee figure A.5.

195 Australia RatingsEstimating the debt risk premiydlarch 2011, p. 15.

19 AER, Draft decision February 2011, Appendix B.

97 NGL, s. 24(2).

19 Bank of America, Merrill LynchDUET Group 26 May 2011; Macquarie Equities Research,
Spark Infrastructure Grou®3 March 2011; Macquarie Equities ReseallbET Group 1 March
2011; Macquarie Equities ResearEmyvestra 17 February 2011; Macquarie Equities Reseakch,
Regulated Corner - A little gem from IPARIA Februrary 2011.

IPART, Developing the approach to estimating the debt mmai@ther industriesFinal decision
April 2011.

20 NGR, r. 87(1).
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Authority (ERA) has also recently published a ddstision with indicative debt
margins more than 150 basis points below APT Aliypsoposaf®

A.4.6 Extrapolation of Bloomberg fair value estimat  es

The AER’s draft decision rejected APT Allgas’s pospd approach to linearly
extrapolate Bloomberg’s seven year fair value estiamto a 10 year term. The AER
determined that extrapolation based on the spretdelen Bloomberg’s seven and
10 year, AAA rated fair value estimates providdseter estimate of the 10 year,
BBB rated yields.

APT Allgas’s revised proposal reflected the AER¥p@ach’’?

A.4.7 Conclusion

The AER considers that the DRP proposed by APTaallig excessive and not
commensurate with prevailing conditions in the neaflor funds and the risks
involved in providing reference servic&s.

Moreover, based on the above analysis, the AERiderssthat greater reliance could
reasonably be placed on the APA Group bond to oheterthe DRP. However, in the
current circumstances, the AER considers that sgmertainty exists regarding the
appropriateness of setting the DRP based uporgiediond yield. Accordingly, the
AER has exercised its judgment to determine thegutamn to apply to both data
sources. After careful evaluation, the AER congidbere are currently insufficient
grounds to justify departure from the positionhe tiraft decision. The AER
considers that a DRP based equally on the obseigkts of the APA Group bond
and Bloomberg’s fair value estimates would satibg/requirements of the NGR.
This results in a DRP of 3.64 per céfit.

201 ERA, Draft decision on proposed revisions to the acegssngement for the Dampier to Bunbury

natural gas pipelineMarch 2011, p. 168.

APT Allgas,Revised access arrangement submisditerch 2011, p. 30.
203 NGR, r. 87(1).

204 Based on a 20 day averaging period ending 31 A04yt.
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B Real cost escalators

In its draft decision, the AER did not accept aspet APT Allgas’s proposed
forecast real cost escalators. In particular, tBRAlid not accept APT Allgas’s
proposed:

= general cost escalators, as APT Allgas had propisapply EGW labour cost
escalators (without productivity adjustments) toolar and materials expenditure

= proposed inclusion of a UAG cost escalator, aswiais more transparently
assessed as part of the total UAG opex proposal

= forecast regulatory cost escalators, as APT Allgasnot demonstrated the
magnitude of the proposed increase was approgriate.

APT Allgas accepted the AER’s draft decision tHaiterials costs should be
escalated by CPI, and the AER’s required treatroBtAG costs. However,

APT Allgas did not accept the draft decision ameedis to the forecast real labour
and regulatory cost escalators, and made furthéioas in relation to:

= removal of productivity adjustments from wage fass
= proposed application rates for the labour costlasua

= forecast regulatory cost escalators.

APT Allgas accepted the AER’s draft decision ameeiis to the capital base,
including the escalators that were applied to deitez forecast cape.

The AER accepts APT Allgas’s revised applicaticesdor real cost escalators to
opex categories. However, the AER considers AP{aslls proposed labour and
regulatory cost escalators are neither made oasonable basis, nor the best
forecasts possible in the circumstances. As dtreka forecasts do not contribute to
forecasts of operating expenditure that are cagrsistith r. 91 of the NGR.

B.1 Labour cost escalators

APT Allgas did not incorporate a number of the AERtaft decision amendments to
the forecast real cost escalators applying to oipgraxpenditure, specifically in
relation to:

= forecast real labour cost escalators including petdity adjustments to
transform wage forecasts to labour cost forecasts

= application rates for EGW labour and administrateevices labour to forecast
operating expenditure.

! AER, Draft decision, February 2011, pp. 91-92.
APT Allgas,Revised access arrangement submission, March 2011, pp. 53-54.
APT Allgas,Revised access arrangement submission, March 2011, p. 4.
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APT Allgas accepted the AER’s disaggregation oblalcosts into EGW labour,
administrative services labour and constructiomtat and proposed application
rates specifically for these labour sectors.

B.1.1 Productivity adjustments

The AER considers that specific productivity adjushts are necessary to transform
wage forecasts into forecasts of real labour c&iscifically:

= while pure wage forecasts (generated by produgtuntidjusted LPI) are of
concern to individual workers, labour costs pet ohbutput are relevant for the
purpose of forecasting labour costs

® in order to transform pure wage forecasts into lalmosts per unit of output,
productivity adjustments are applied to the purgeviarecasts

= the productivity adjusted labour cost forecastgpared by Deloitte Access
Economics (DAE) are arrived at on a reasonable basis, and repriésebest
forecast possible in the circumstances.

APT Allgas did not accept the AER’s draft decisamendment applying productivity
adjusted forecasts of growth in real labour priwex (LPI) growth, and has proposed
to apply productivity unadjusted forecasts takemfran Access Economics repbrt.
The AER maintains its position from its draft déars and does not accept

APT Allgas’s proposed labour cost escalators, doatot include specific

productivity adjustments.

It is widely accepted that productivity is a keyer of movements in relative wages.
DAE accounts for the effect of productivity in wsge forecasting model by
assuming that more productive workers will be conspgéed with higher wagédt
subsequently adjusts for productivity effects am¢bst of labour per unit of output
by applying post-forecast adjustments, to refleetdssumption that a more
productive workforce will produce the same unibatput of labour at a lower cost.

In effect:

= positive productivity growth will typically resuibh higher wages for individual
workers. However, there will also be an offsettiaduction in the labour costs
per unit of output, as less labour is needed tdyre a given level of output.

= negative productivity growth will tend to slow wageowth, but will also lead to a
corresponding increase in unit labour costs asath@ur requirement to produce a
given level of output increases.

Construction labour escalators were only appiecapital expenditure.

For the draft decision, the AER engaged Accesm&mics to provide alternative forecasts of real
labour cost escalators. Since the draft decisimeeAs Economics was acquired by Deloitte
Touche Tomahatsu, and has continued to provide/siedab the AER under the name Deloitte
Access Economics. All references in the text ardarta Deloitte Access Economics, but some
footnoted references to previous work are madecimess Economics, as it was at the time.

APT Allgas,Revised access arrangement submission, March 2011, p. 54.

" Access Economic&orecast growth in labour costs (Qld & SA), November 2010, p. 103.
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The AER does not accept APT Allgas’s assertion apatication of the productivity
adjustment results in a ‘double counting’ of pratility effects® The specific
productivity adjustment is necessary to forecdsbla cost escalation, because APT
Allgas’s required units of labour are a functionttod work APT Allgas undertakes.
The AER considers it reasonable to assume that ARj&s targets a particular level
of labour output, as opposed to choosing a deswetber of employees and planning
work output accordingly. Under the national gasotye, the guiding principles of
gas regulation promote the efficient investmentimg operation of natural gas
services. The AER considers this directly supports an assiomphat the level of
opex and capex output to efficiently invest in aperate APT Allgas’s network
would guide business planning. This in turn is cstest with escalating real labour
cost per unit of output, as opposed to real wages.

B.1.2 Deloitte Access Economics forecast labour costs

In its draft decision, the AER did not accept APIlgAs’s proposed general cost
escalators, and amended the real cost escalatemtoareflect DAE’s forecasts of
real productivity-adjusted LPI growth. In its reetbaccess arrangement proposal,
APT Allgas proposed real cost escalation foredaas®d on the productivity
unadjusted LPI forecasts from the December 2010 Dejiert.

Having rejected APT Allgas’s proposed labour casiadators for the reasons set out
in B.1.1, the AER considers DAE’s updated foreca$tsroductivity adjusted real
growth in LPI are made on a reasonable basis, sntha best forecasts possible in
the circumstances.

The AER further considers that DAE’s forecasts radoictivity over the period are
consistent with DAE’s forecasts of a recoveringremuy, in which productivity is
expected to improve. DAE forecasts long term wageames by taking into account
macroeconomic conditions impact on labour proditgtand inflation. The current
forecasltos of wage and productivity growth are blpadluenced by the following
factors:

= expected recovery in global economic growth
= forecast increases in industrial commodity priaed mational income

= expected increases in real business investmentagithl utilisation, particularly
in the utilities sector

= growth in employment is expected to be offset lwuodions in working age
Australian population growth

In addition, DAE’s forecasts incorporate the effeat recent natural disaster events in
Queensland and Victoria.While these events are expected to drive up theadd

APT Allgas,Revised access arrangement submission, March 2011, p. 54.

® NGLs. 23.

10 Access Economic&esponse to the Economic Insight Report of March 2011, 24 April 2010,
pp. 2-5.

1 Access Economic&esponse to the Economic Insight Report of March 2011, 24 April 2010, p.6-8.

159



for labour, these effects are likely to be temppr&lumerous other economic factors,
such as expected increases in interest rates,eamdases in finance and building
approvals, are expected to constrain the growtharconstruction sector.

The effect of forecast productivity adjustmentslom AER’s revised labour cost
escalators is set out in table B. 1.

Table B.1:  Effects of productivity adjustments on Queenslandeal LPI forecasts

(per cent)
2010-11
(?gﬁ_x 2011-12 2012-13 2013-14 2014-15 2015-16

forward)

Labour costs (Productivity adjusted real LPI)
EGW labour 3.2 1.4 0.9 0.0 -0.6 -1.6
Administrative services labour 14 0.4 0.2 -0.3 6-0. -1.5

Wages (Productivity unadjusted real LPI)
EGW labour 1.7 4.0 3.7 2.9 2.0 1.2
Administrative services labour 0.6 3.0 3.0 2.6 21 14

B.2 Regulatory cost escalator

The AER does not accept APT Allgas’s forecast ratguy cost escalator, as it is not
made on a reasonable basis, and is not the besgagirpossible in the circumstances.

APT Allgas did not incorporate the AER’s amendeglutatory cost escalator from its
draft decision, and proposed an updated regulamsyescalator’ based on a
‘proposed audit and inspection fee review summizoyh the Department of
Employment, Economic Development and Innovation®#DB.** APT Allgas
indicated that the forecast escalator in the infraposal was based on a
misunderstanding about the nature of DEEDI’s lgllaf regulatory costs.
Specifically, APT Allgas was not aware that theevaint billing was changed from
retrospective billing, to prospective billing fdret year ahead.

In reviewing APT Allgas’s revised proposal, the AE&hsiders the following:

= the 2009-10 escalator should reflect the increabeidget between the 2009-10
and 2010-11 regulatory years, and APT Allgas hapravided details of the
budget for 2009-10. As a consequence, it has mobdstrated the efficiency of
its forecast escalator for 2009-10.

= if billing is prospective rather than retrospectias indicated by APT Allgas, the
30 per cent increase confirmed by DEEDI for 2009wbald have been charged

12

APT Allgas,Revised access arrangement submission, March 2011, p. 54.
13

DEEDI, Proposed audit and inspection fee review summary, March 2010.
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in 2008-09. These costs are therefore alreadydedliin the base year, so no real
cost escalation is justified.

= APT Allgas’s assumption that regulatory costs witrease in direct proportion to
the ‘Petroleum and Gas Inspectorate budget’ istiyreefuted in the evidence
provided to the AER, which states that ‘the perages to be paid by the
pipelines, distribution and LPG sectors have reduceAPT Allgas has not
identified to what extent these percentages hadcesd, and has assumed no
reduction in its calculations.

= APT Allgas has not demonstrated any basis to expedbudget will continue to
increase in line with utilities sector labour costsn 2012—-13 onwards.

= APT Allgas has not converted the total cost inaesgaominal) into real cost
escalation rates by subtracting forecast CPI.

The AER accepts that there is a basis to expeltostescalation of regulatory costs
in 2010-11, which will determine the level of oflat is rolled forward into the first
year of the access arrangement period. However, Mgas has not justified the
magnitude of the increase, and has not providditguft evidence for the AER to
determine the appropriate rate. Therefore, APTaSlg proposed regulatory cost
escalator is neither made on a reasonable basithebest forecast possible in the
circumstances.

As such, the AER will accept real cost escalatib@.8 per cent in 2010-11, in line
with its draft decision. The AER considers thislwaésult in a forecast opex
allowance that is consistent with r. 91(1) of th@é Rl The AER considers that,
without being able to robustly forecast the magtetof cost increases on a
reasonable basis, it cannot accept further realeszslation.

B.3 Application of real cost escalators

The AER accepts APT Allgas’s revised applicaticiesdor real cost escalators. In its
draft decision, the AER did not accept APT Allgasteposed application of EGW
labour forecasts to all labour and materials cddise. AER determined application
rates for separate labour sector components dfdpex and capex, based on
Envestra’s escalator application rates for its @akand business. APT Allgas
incorporated the AER'’s revised labour cost disagatien, but proposed revised
application rates for labour cost escalation ofxofiénese rates were not included in
the revised proposal, and the AER subsequentlyircoed them with APT Allgas?

The AER accepts this revision, on the basis thataest escalation forecasts are
based on estimates of annual percentage chantdsour costs. To correctly apply
these estimates to the overall labour costs, the éénhsiders they must be
compounded from a base yéaihe base year for roll-forward opex is 2009-10e Th
AER considers that real input costs should be watahnually in line with the
approved forecast real cost escalators, and condgoluinom a base year.

14 APT Allgas,Response to AER APT.RP.10, April 2011.
15 For example, if costs increase by 10% in 2011axi®10% in 2012—13, costs have increased by
21% relative to the base year: (1+0.1) x (1+0.1).
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B.4 Conclusion

The AER accepts APT Allgas revised applicationgdbe real labour cost escalators
to opex categories. However, the AER does not a@&ep Allgas’s:

= proposed labour cost escalators without specifidpetivity adjustments

= regulatory cost escalators

The AER considers the forecasts are not made easmnable basis, nor the best
forecasts possible in the circumstances, and therelo not comply with r. 74 of the
NGR. As a result, the proposed escalators do mutibate to forecasts of operating
that are consistent with r. 91(1) of the NGR.

The AER requires APT Allgas to apply the escalasetsout in table B.2.

Table B.2:  AER conclusion on APT Allgas’s real cost escalator@er cent)

2010-11
(OPeX 541112 2012-13 2013-14 2014-15 2015-16
roll- - g o - o
forward)
EGW labour 3.2 1.4 0.9 0.0 0.6 1.6
General labour 1.4 0.4 0.2 -0.3 -0.6 -1.5
Regulatory escalator 8.3 0 0 0 0 0
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C. Annual reporting requirements

In the draft decision and this final decision, &€R has indicated that APT Allgas will have to repaertain information on an annual basis.
This information is generally required to ensurenpbance with an approved tariff variation mechamisr to otherwise monitor APT Allgas’s
performance and compliance with this decision.

This appendix provides a summary of the informafA®T Allgas must report to the AER during the ascaisangement period. The AER
anticipates that this information would be repo@dually, as part of an annual tariff variatioogmwsal. During the access arrangement period,
the AER may also require information to be providedesponse to a regulatory information instrum&his 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 the draft decision amslfihal decision.

Table C.1: Annual reporting requirements

Reference Reporting requirement Purpose
Annual reference tariff variations —  For each year, on or around 15 April, notify theRAlR respect of any  Annual tariff variation approval.
chapter 11 reference tariff variations such that variationswon 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 quamitts in the
tariff variation formula. The statement should beéapendently
audited or verified and the quantity input will leeft the most recent
actual annual quantities available at the timeaafftvariation
assessment.
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D. AER'’s consideration of proposed non-tariff terms and conditions and issues raised in

submissions
Amendments APT Allgas’s
required as per response as per , , , . . Proposed
Matter AER draft revised AER'’s proposed amendments, APT Allgas’s response drAER’s consideration Revisions
decision proposal
Delivery Amendment 12.6 | Amendment 12.7 Amendment_12.7 _requwed APT ,‘Allgas to a_meno_l thenseand cond|t_|ons of the access arrangement
. proposal by inserting the words ‘and the failureas due to the negligent act or omission on thé pa
point and 12.7. partly accepted i .
) of APT Allgas (or any officer, servant, agent, gawator or other person for whom APT Allgas is
pressures: . )
liable)’ at the end of clause 5.2.2.
APT AI_Igas S APT Allgas’s response
obligation

(clause 5.2.1)

Failure to
comply
(5.2.2)

14

APT Allgas has accepted the amendment in part evehded clause 5.2.2 by adding words at the ¢
of sub-clause (a) instead of the end of claus@ &2 proposed by the AER. APT Allgas amended
clause state’:

5.2.2 Failure to Comply

APT Allgas will not breach its obligations undeagte 5.2.1 where its failure to comply with that
clause is due to:

(a) the technical, physical or other limitationglod Network, not otherwise due to the negligehibac
omission of APT Allgas;

(b) insufficient Natural Gas being delivered inte tNetwork; or

(c) delivery of Natural Gas into the Network atgmeres outside the limits specified from time toeti

nd

APT Allgas,Revised access arrangement proposal — terms andit@ors, March 2011, p.11.

2

APT Allgas,Revised access arrangement submisswarch 2011, p. 101.
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by APT Allgas, whether or not APT Allgas knew,aurght to have known, of those facts or matters
any time.

APT Allgas has submitted that as the events sehatlhuses 5.2.2(b) and 5.2.2(c) are wholly o@si
the control of APT Allgas, APT Allgas’s acts or @wsions are irrelevant. APT Allgas’s negligence
only relevant in circumstances where APT Allgas rhaye some control, such as in clause 5.2.2(3
For this reason, the AER’s suggested amendmertideslimited to apply to clause 5.2.2(a) ofly.

AER’s consideration

In the draft decision, the AER considered that ®$a5.2.2 reflects matters that are outside

APT Allgas’s control. However, the AER requiredamnendment to clarify that APT Allgas is not
relieved of its obligations if the failure to dedivgas within the range of pressures is due to its
negligence. APT Allgas has partly accepted the AdEdposed amendment 12.7 and amended cla
5.2.2(a) accordingly.

The AER accepts the amended clause on the basih¢havents set out in clauses 5.2.2(b) and
5.2.2(c) are wholly outside the control of APT Alky

at

YU)Q_

se

None

Cost pass
through
(clause 9)

Amendments 12.9
and 12.10.

Amendments
12.9 and 12.10
not accepted

Amendment 12.9 required APT Allgas to amend theaseand conditions of the access arrangeme
proposal by deleting clause 9.1 and replacingti wie following:

‘If a Cost Pass-through Event occurs that incred$tE Allgas’s costs, APT Allgas is entitled to
recover an amount from the User, according to ehamism reasonably determined by APT Allgas
and approved by the AER which is equitable ancesghed to ensure APT Allgas will not enjoy a
windfall benefit. Any proposed increase must beamat and must be approved by the AER in
accordance with clause 4.5.3 of the Access Arraegém

Amendment 12.10 required APT Allgas to amend the@seand conditions of the access arrangems
proposal by deleting clause 9.2 and replacingti wie following:

‘If a Cost Pass-through Event occurs that decre&BasAllgas’s costs, APT Allgas shall pay the Us
an amount, according to a mechanism reasonablymlieted by APT Allgas and approved by the
AER which is equitable and is designed to ensuré ARgas will not enjoy a windfall benefit. Any

proposed decrease must be material and must bevegobby the AER in accordance with clause 4.5.

nt

pnt

er
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of the Access Arrangement.’

APT Allgas’s response

APT Allgas has not accepted the AER proposed amentim

APT Allgas has submitted that the terms and camstiapply to all pipeline services, not just
reference services. It is therefore important lfiis tlause to allow for the variation of all tasifihot
just in accordance with the reference tariff vamiatmechanism approved by the AER.

APT Allgas has revised Part 9 of the terms and itimmd to clarify that reference tariffs will be ned
in accordance with the tariff variation mechanisvhjch is set out in clause 4.5 of the access
arrangement. APT Allgas has also included a meshafor variation of all other tariffs that address
the imposition of new imposts, as well as the piigéapplication of a carbon pricing scheme. APT
Allgas also escalate non-reference tariffs annuafiCPI.

AER'’s consideration

The AER accepts the amendment proposed by the AERuise 9.1 of the revised terms and
conditions regarding the variation of referencéftar

Clause 9.2 concerns the variation of charges farmeference services. The AER considers that ng

5e

reference services are services other than refermwices. The NGR and NGL do not provide None
specific guidelines for variation of non-referenagffs. The AER considers that it is open for APT
Allgas to negotiate charges for non-reference seswvith the users directly.
Information | Amendment 12.11.| Amendment Amendment 12.11 required APT Allgas to amend th@seand conditions of the access arrangement
and assistance 12.11 partly proposal by deleting clause 10 and replacing i #ie following:
(clause 10) accepted

‘Each party will provide to the other party at rmstand in a timely manner whatever information,
assistance and co-operation the other party megtstanably require from time to time in connectio
with this Access Agreement.

The User will procure the User’s End Users, or $maission Pipeline Operator, to provide to APT
Allgas at no cost and in a timely manner whatemfarmation, assistance and co-operation APT
Allgas might reasonably require from time to timeconnection with this Access Agreement.’

N
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APT Allgas’s response
APT Allgas has partly accepted the above amendment.

APT Allgas has submitted that some information e=gsimay be onerous and costly to meet. It ha
therefore removed the requirement that informagimovided between the parties will be provided at
no charge, and included a provision that any feedsé reflective and reasonable. APT Allgas
amended clause states:

n

‘Each party will provide to the other party in ently manner whatever information, assistance and
co-operation the other party might reasonably meginom time to time in connection with this Access
Agreement. Each party may charge a fee to coves ceasonably incurred in connection with the
provision of the information.

The User will procure the User’s End Users, or $maission Pipeline Operator, to provide to APT
Allgas at no cost and in a timely manner whatemfarmation, assistance and co-operation APT
Allgas might reasonably require from time to timecbnnection with this Access agreement.’

AER’s consideration

The AER accepts the APT proposed amendment. ThecdsBBiders that it is reasonable for each
party to charge a fee to cover costs reasonabiyri@d in connection with provision of the
information on a reciprocal basis.

None

Warranties, | Amendment 12.15| Amendment Amendment 12.15 required APT Allgas to amend th@seand conditions of the access arrangement

g‘:;ﬂmi':;etim ;iéle?)tre]:?jt proposal by deleting clause 14.3 and replacingthi the following:
of liability ‘Notwithstanding any other provision of this Accesgreement, any claim or claims by one party
Limit of against the other party arising out of or in cotieecwith this Access Agreement shall be limited tg

APT Allgas,Revised access arrangement submisgitarch 2011, pp. 103-104 and APT Allgas’s email AEIRT.RP.12, dated 19 May 2011.
AER, Draft Decision, Envestra access arrangement prapfis the Qld gas networkebruary 2011, s. 13.2.4.2; AERraft Decision, Envestra access arrangement
proposal for the SA gas netwoikebruary 2011, s. 13.2.4.2.

4
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liability
(clause 14.3)

$100 000 in total in any one calendar Year durirgTerm.’

APT Allgas’s response

APT Allgas has partly accepted the above amendarahsubmitted that while its strong preferenc
would be that the liability cap not be reciprodéathe AER insists, then the following revised dau

may be acceptabfe:

‘Notwithstanding any other provision of this Accesgreement, any claim or claims by one party

against the other party arising out of or in conie@cwith this Access Agreement shall except far tk

matters noted in paragraphs (a) to (c) be limiteff00 000 in total in any one calendar Year durin
the Term:

a) obligations to pay money in respect of servimesided under or in connection with the Access
Arrangement

b) the User’s obligation to provide gas to the fpetion, pressure and quality required under the
Access Arrangement; and

c¢) the indemnity set out in clause 14.5 of thesmseand conditions.’
AER’s consideration

The AER accepts APT Allgas’s proposed modificationslause 14.3. As set out in the draft decisi
the AER considers that it is appropriate for tlability cap to be reciprocal and any claim by

APT Allgas against a user should also be limitdte RER requires amendments to similar
arrangements for Envestra’s Queensland and Souttraian networks, in response to a submissia
from Origin® APT Allgas is required to amend clause 14.3 assein the proposed revision 12.1.

Revision
on2.1
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E. Submissions

The AER received submissions on its draft decisioth APT Allgas’s revised access
arrangement proposal from the following entities:

= AGL Energy Limited

=  APT Allgas
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Glossary

AAG

ABS
ACCC

ACIL Tasman
AEMO
AGL

APT Allgas
ASX

BOM

bppa
CAPM

CDI

CEG

CFC

CGS
CPRS

DBCT
DEEDI

DNSP
DRP
EBA

EBSS

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

Capital Asset Pricing Model
CHESS Depository Interest
Competition Economists Group
Construction Forecasting Council
Commonwealth Government Securities
carbon pollution reduction scheme
Dalrymple Bay Coal Terminal

Department of Economic Development and
Innovation

distribution network service provider
debt risk premium
enterprise bargaining agreement

efficiency benefit sharing scheme
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EGW electricity, gas and water

EMRF Energy Market Reform Forum

Envestra Envestra Ltd

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)

HDD heating degree day

HIA Housing Industry Association

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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OESR
Origin
O&M
ORER
PJ
PTRM
QLD
RBA
REES
RFM
RIN
ROLR
SA
SEO
SFG
STTM
TJ
Tribunal
UAG
WACC
WAPC

Wilson Cook

Office of Economic and Statistical Research
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

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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