()

Jemena

Jemena Gas Networks (NSW)
Ltd - Initial Response to the
draft decision

Appendix 9.1

Farrier Swier Consulting: JGN Access
Arrangements 2010 - Approach to
opex forecasts — Expert opinion, Geoff
Swier

19 March 2010






Farrier Swier
Consulting

JGN Gas Networks (JGN) Access Arrangements 2010:
Approach to Opex Forecasts

Expert Opinion, Geoff Swier
March 2010

1

11

5.

6.

Introduction

Background

Jemena Gas Networks (JGN) submitted an access arrangement proposal (AA proposal) to the Australian
Energy Regulator (AER) in August 2009 as a revision to the access arrangement approved by the Independent
Pricing and Regulatory Tribunal (IPART) in 2005. On 10 February 2010 the AER published its draft decision
on JGN'’s AA revision proposal. This will be the first decision under the National Gas Law (NGL) and National
Gas Rules (NGR) to be made by the AER.

Under the NGR, total revenue for a relevant service provider is determined for each regulatory year of the
access arrangement using a building blocks forecasting approach. The building blocks include, amongst

others, a forecast of operating expenditure (opex) for each year of the AA period.

JGN has asked me to provide an expert opinion on what approaches to forecasting operating expenditure

(opex) would result in a forecast of operating expenditure:

(@) such as would be incurred by a prudent service provider acting efficiently, in accordance with accepted

good industry practice, to achieve the lowest sustainable cost of delivering pipeline services;
(b) that will or is likely to contribute to the achievement of the national gas objective;
(c) that will or is likely to give effect to the revenue and pricing principles; and

(d) thatis arrived at on a reasonable basis and represents the best forecast or estimate possible in the

circumstances.

JGN has also asked me to identify the strengths and weaknesses of these forecasting approaches against (a)

to (d) above.
| was asked to review:
. revealed efficient cost approach
. a bottom up approach or approaches
. a forecasting approach as adopted by the AER for the JGN AA draft determination, and
) any other methods or methodologies | considered relevant.
The Terms of Reference are attached as Annex 2.

| was asked an additional question which is set out in Annex 3 and is answered in section 4.
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1.2 Experience
7. | graduated with a Masters in Commerce (Econ) from the University of Auckland in 1981. | began my career in

13

14

10.

11.

21

12.

energy sector policy and planning in 1982. Between 1994 and 1999, | assisted the Victorian Department of
Treasury as deputy project leader for the reform and privatisation of the Victorian gas and electricity industries.
Since that time, | have been closely involved in the establishment and operation of utility regulation in
Australia. | was a founding director of Farrier Swier Consulting formed in 1999. | was a member of the
Australian Energy Regulator between 2005 and 2008. | have advised regulatory bodies and regulated
companies on economic regulation extensively in Australia and New Zealand. | have provided expert witness
evidence and been a member of dispute resolution panels. Currently | am a director Trustpower NZ Ltd. My

curriculum vitae is attached as Annex 4.

Limitations

This report has been prepared based on my experience as an economist practicing in economic regulation. It

is not a legal interpretation of the law and rules.

Disclosure

I am a director of a company, Farrier Swier Consulting Pty Ltd, which advises JGN and related companies.

Opinion
| evaluated three approaches for arriving at opex forecasts:
o arevealed efficient cost approach
e abottom up method, that | define as an Independently Derived Bottom Up Review of Base Year Costs
e aForecasting Approach, as adopted by the AER for the JGN AA draft determination.

My assessment of the strengths and weaknesses of these approaches against the law and rules that govern

the AER’s decision on the opex forecasts is as follows.

Revealed efficient cost approach

The revealed efficient cost* approach for forecasting opex involves two components. A base year roll forward
approach is applied to the majority of recurrent opex over the next AA period; and specific year-by-year
forecasts are adopted where base year costs are not representative of the future. The key feature is that base
year costs are based on verified actual costs which are inferred to be efficient as a result of the incentive

regime operating in the previous regulatory period. Base year costs are adjusted by step changes (permanent

! This approach was called the “base year roll forward approach” in the JGN AA proposal. There are several methods which
involve rolling forward base year costs. The term “revealed efficient cost” more clearly describes the essential characteristic of the
approach JGN adopted, and this term is used in the remainder of this report.
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16.

17.

18.

step changes in expenditure that are not reflected in current cost and that are forecast to continue in the future)
and these costs are then “rolled forward” using escalation factors to reflect assumed rates of change in growth

/ volumes, material costs and labour costs.

| consider forecasts developed using this approach are efficient, prudent and consistent with the “lowest

sustainable cost” where the relevant decision maker:

e decides under Rule 71 (1) to rely on an incentive mechanism as the approach for inferring that the opex is

efficient and other criteria have been met

e having considered whether the incentive mechanism has been operating effectively, concludes it will
continue (perhaps with amendment) to operate effectively in the future to encourage the service provider

to reveal efficient operating cost over time

e can verify that the actual cost information appropriately establishes the base year costs and are

reasonable in the circumstances.

Forecasts based on this approach would not necessarily be efficient, prudent and consistent with the “lowest

sustainable cost” where the relevant decision maker:

e under rule 71 (1) decides to use an approach other than reliance on incentive mechanisms for determining

compliance, or

e sees merit in using an incentive mechanism for determining compliance under Rule 71 (1), but is unable to
verify material aspects in applying the forecasting approach to determine base year costs so that, on

balance, another forecasting approach is preferred.

This forecasting approach potentially supports verification of the actual costs to establish base year costs. |

note AER’s concerns with verification of base year costs in JGN’s AA proposal are:

e aperceived lack of a verified account of actual 2008-09 base year costs, given that JGN’s proposal was

based in part on estimates for that year

e adesire to see further ‘bottom-up’ detail of the activities and drivers for operating and maintenance (O&M)
expenditure and an associated belief that the AER could not rely on benchmarking analysis submitted by

JGN absent such ‘bottom-up’ information, and

e aview that JGN had not adequately demonstrated that the commercial margin it will pay JAM for O&M ‘is

efficient or consistent with lowest sustainable cost'.

| believe that there are many varied facts, materials or evidence that would enable the regulator to infer that

forecast opex expenditure is efficient.

The way that those facts, materials or evidence are considered by the AER affects its approach to interpreting
Rule 71 (1).

| consider the revealed efficient cost approach enables forecasts to be prepared on a reasonable basis. The
costs of preparing and reviewing the forecasts are a factor in interpreting “reasonable”. Compared to the

alternatives, this is a relatively low cost approach.
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2.2

21.

22.

23.

24,

The forecasting approach has positive features in dealing with the problem of information asymmetry. It relies
on the operation of a broadly based financial incentive to infer efficiency. To the extent a relevant decision
maker considers there is an information asymmetry problem, then compared to other forecasting approaches,
this approach is likely to reduce the risk of regulatory error resulting in a service provider being unable to

recover at least its efficient costs.

Benefits of this forecasting approach identified by the AER are that it: provides a recent and reliable estimate
of costs, in other words is a verifiable estimate of costs; and (implicitly) assists in dealing with the information
asymmetry problem, and therefore supports the Rule 91 requirements. As noted above, | consider the other

benefits are:

e Itis arelatively low cost way of undertaking opex forecasting which | consider contributes to the

“reasonable basis requirements” of Rule 74.

e To the extent there is an information asymmetry problem, this forecasting approach reduces the risk of

regulatory error which | consider relevant to Section 24 (2) of the NGL.

e The approach is expressly recognised in the Assessment of Compliance Rule 71 (1) — although I note the
AER can infer that opex is efficient and complies with other criteria on any approach it considers

appropriate.

Independently Derived Bottom Up Review of Base Year Costs

| consider the use of the term “bottom up review” is unclear. | therefore distinguish between a “bottom up

review” and an “Independently Derived Bottom Up Review.”

One way to undertake an Independently Derived Bottom Up Review would be for the AER to develop its own
forecast of base year opex and then roll this forward. | call this an “Independently Derived Bottom Up Review

of Base Year Costs”.

| consider the opex forecasts developed through an Independently Derived Bottom Up Review would be
efficient and prudent, produce “lowest sustainable” costs and be arrived at on a reasonable basis where the

relevant decision maker:
e places little weight on the information asymmetry problem
e can engage advisors with appropriate expertise to advise it in the review

e has in place appropriate governance to ensure the review is undertaken robustly, and to manage the risk

of regulatory error (discussed below); and
e has adequate time to undertake the review.

This forecasting approach may affect incentives for a service provider to be dynamically efficient. It might not
undermine incentives for dynamic efficiency if the service provider (and other service providers) sees the
review as a “one off” decision driven by unusual circumstances. However, incentives for dynamic efficiency
could be undermined if the review is perceived by the service provider (and other service providers) as an ex
post “changing of the rules” by the AER to remove the efficiencies achieved by the service provider in the

previous regulatory period.
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31.

32.

3.1

33.

The costs of this forecasting approach will be significantly higher than the revealed efficient cost approach,
which in my view needs to be taken into account in considering whether the forecasts have been arrived at on

a reasonable basis.

To the extent a relevant decision maker considers there is an information asymmetry problem, then the
forecasting approach does not address this problem and there is therefore a risk of regulatory error so that a

service provider is unable to recover at least its efficient costs.

Forecasting approach adopted by the AER for the JGN AA draft determination

| considered the forecasting approach adopted by the AER for the JGN AA draft determination as though it

were the final determination.

The AER draft decision accepted the “base year roll forward approach"2 being actual expenditure incurred in
the identified base year, 2008-09, less one-off costs, plus approved step changes. The AER then excluded the
margin on the Asset Management Agreement (AMA) between JGN and Jemena Asset Management (JAM)

from opex forecast because Jemena did not substantiate its proposed expenditure with detailed information.

The impact on productive efficiency depends on the extent to which the reduction in opex forecasts to remove
the margin earned by JAM does not align with JGN’s efficient costs. | am unable to comment on this.
However, this forecasting approach gives little confidence that the opex forecast is a reasonable estimate of

the lowest sustainable costs.

The impact on economic efficiency is affected by future incentives for dynamic efficiency. The same

considerations apply as in paragraph 24.

From an economic standpoint, the AER’s actions in deducting the margin on the basis that inadequate
information was supplied, lacks logic and is inconsistent with the normal approaches to forecasting. Therefore,

the resulting forecasts may not be arrived at on a reasonable basis, as required by the Rules.

There is a risk of regulatory error, because the removal of the margin is only an approximate estimate of the
adjustment required, in the AER’s view, to ensure that JGN can recover at least its efficient costs. The Rules

require that a service provider be given a reasonable opportunity to recover at least its efficient costs.

Reasons

Approach

Firstly, | consider and interpret the relevant objectives and criteria established for opex forecasts by the NGL
and NGR. | then consider how an opex forecast must be prepared and determined under the NGL and NGR,
and give my economic interpretation of these requirements. | then briefly outline relevant concepts in

economic regulation theory and practice including incentives, information asymmetry, regulatory error, and

2 In this report called the “revealed efficient cost” approach.

JGN Gas Networks Access Arrangements 2010: Approach to Opex Forecasts p5S



Farrier Swier
Consulting

3.2

information requirements. | set out evaluation criteria, drawing on my interpretation of the law and rules, theory
and practical experience of economic regulation, and key areas of difference between the opex forecast
approaches. | define the alternative approaches for developing the opex forecasts. In particular, | try to
develop a clear understanding of the meaning of a “bottom up” approach, (see Annex 1). Finally, | evaluate

each option for developing opex forecasts against the evaluation criteria.

Objectives and criteria

3.2.1 Relevant Law and Rules

34.

35.

36.

In deciding whether to not to approve an AA proposal, the AER must® have regard to the National Gas

Objective (NGO) which is

to promote efficient investment in, and efficient operation and use of, natural gas services for the long
term interests of consumers of natural gas with respect to price, quality, safety, reliability and security of

supply of natural gas.
The criterion governing opex expenditure (Rule 91 NGR) is

Opex must be such as would be incurred by a prudent service provider acting efficiently, in accordance
with accepted good industry practice, to achieve the lowest sustainable cost of delivering pipeline

services®.

The AER has limited discretion in assessing forecast opexs. | understand this means the AER may not
withhold approval for an element of an AA proposal if the AER is satisfied that it: (a) complies with the
applicable requirements of the NGL; and (b) is consistent with applicable criteria (if any) prescribed by the NGL
Subrule 40(2). Further, | understand that when exercising a discretion in approving those parts of an AA
relating to a reference tariff the AER must take into account the “revenue and pricing principles” of which the

following are relevant:

Section 24 (2) NGL- a service provider should be provided with a reasonable opportunity to recover at
least the efficient costs the service provider incurs in: (a) providing reference services; and (b) complying

with a regulatory obligation or requirement or making a regulatory payment.

Section 24 (3) NGL - a service provider should be provided with effective incentives in order to promote
economic efficiency with respect to reference services the service provider provides. The economic
efficiency that should be promoted includes: (a) efficient investment in, or in connection with, a pipeline
with which the service provider provides reference services; and (b) the efficient provision of pipeline

services; and (c) the efficient use of the pipeline.

% Section 28 NGL
* Rule 91 (1) NGR
® Rule 91(2) NGR
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3.2.2 Interpretation

37. I have been asked for my views on the meaning of “lowest sustainable cost” and “balancing prudence and

efficiency” (Rule 91).

38. Wilson Cook were asked by the AER to interpret “lowest sustainable cost” (Rule 71) and the AER accepted6
Wilson Cook’s definition as “appropriate for the purpose of assessing JGN’s proposed operating cost”. Wilson
Cook stated that their definition was not an attempt to interpret the rules and was prepared for their purposes7
(which was as engineering and management consultants, advisers and valuers)g. Wilson Cook’s definition of

lowest sustainable cost (with parts relevant to opex forecast underlined) was:

the cost to the business (and thence to the customer) of implementing the least-cost option of delivering

the required services, constructing the facilities necessary to deliver the services, carrying out

operational or maintenance activities necessary to deliver the services, maintaining the required level of

safety, integrity or capacity of the services or, in short, meeting the applicable statutory and regulatory

obligations and requirements as the case may be.

39. | now set out my interpretation of “lowest sustainable cost”.

40. In my view, the first term to consider in assessing “lowest sustainable cost” is the meaning of “efficiency” which
is referred to directly or indirectly in the all the key NGL and NGR requirements listed above: it is part of the
National Gas Objective, and informs the meaning of the terms “lowest sustainable cost”’. The definition of

» oo«

“efficiency” also informs the meaning of “prudent service provider acting efficiently”, “reasonable opportunity to

recover at least the efficient costs”, and “effective incentives in order to promote economic efficiency”.

41. “Efficiency” is a term used in various disciplines, including engineering and management, but | consider that
the appropriate framework for considering its meaning is in an economic framework. Alfred Kahn refers to W

J Baumol's® definition of economic efficiency within the context of utility economic regulation

Economic efficiency is defined a state of affairs in which, given the values of resources utilised, one has
taken advantage of every available opportunity to increase the economic welfare of consumers through
the provision of larger quantities of outputs, better products, or a mixture of outputs better adapted to

consumer preferences.

42. Economists define at least two™® aspects of economic efficiency being productive and dynamic efficiency.
Productive efficiency is said to be achieved when a given output is produced at the minimum possible cost,

given the available designs, technologies, processes11 and input prices. This is consistent with Wilson Cook’s

® Pg 178 AER Draft Decision, JGN Access arrangement proposal for the NSW gas networks 1 July 2010 — 30 June 2015, Drat
February 2010

" Pg 5, Wilson Cook & Co. Review of Expenditure of ACT & NSW Gas Distributors, JGN Gas Networks (NSW) Ltd
8 Pg 1, Wilson Cook & Co. Review of Expenditure of ACT & NSW Gas Distributors, JGN Gas Networks (NSW) Ltd

° Kahn, Alfred, “The Purposes and Limitations of Economic Regulation” in Incentive Regulation: Reviewing RPI-X and Promoting
Competition, conference proceedings, Centre for the Study of Regulated Industries, London, July 1992 p255-256.

19 Allocative efficiency can be important in economic regulation. As | understand, it is not an issue in this matter and is therefore
not discussed further.

" Processes include asset management decision being made a whole of “life cycle” basis.
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definition of “lowest sustainable cost”. Costs include costs that are exogenous to the business.'” Productive
efficiency also encompasses broader factors such as adopting the most efficient organisational form (for
example, one that takes maximum advantage of available economies of scope and scale). Productive
efficiency is a static concept, being concerned with production technology and processes available today.
Dynamic efficiency relates to processes of technological and managerial innovation - the ability of producers to
improve the quality and cost of their goods and services and to respond to emerging market developments.

Dynamic efficiency is concerned with improvement in productive efficiency over time

43. In my view the meaning of “providing a service provider with incentives to promote economic efficiency” means
establishing appropriate incentives that will encourage a service provider to be productively efficient (minimise
production costs, take up all the available technologies and so on), and dynamically efficient (pursue
technological and managerial innovations). Similarly, a “prudent service provider acting efficiently” means
acting to promote both productively and dynamically efficient outcomes. It would not be prudent for a service

provider to be concerned only with “today”; it should also prepare for the future.

44. Therefore, in my view the meaning of “lowest sustainable cost” includes an economic concept where costs are
defined to include those related to the production of services today (including but not limited to the matters
identified in Wilson Cook’s definition) and costs related to pursuing dynamic efficiency for the future. To
illustrate this, consider two service providers operating and investing in identical gas networks to an optimal
technical standard. The first service provider changes its approach and eliminates all non-essential
discretionary costs related to preparing for the future™®, whereas the second service provider continues to incur
such future costs prudently. The most likely outcome | would argue is that first service provider may have
somewhat lower costs than the second in the short term, but over time, its costs and/or its risks (to its own
business and its customers) would increase relative to the second service provider. For example, the second
service provider may over time have better information systems, more capable staff and better processes, and
be able to undertake capital investment, asset management and operations more effectively. In my view, this
could have a material impact on its relative productive efficiency. Therefore, although the first service provider
might minimise its costs in the short term, it would not be acting to ensure “lowest sustainable cost”. This view
is supported by the observation that regulators do not act to remove all such discretionary costs from

regulatory applications.

2| note that the following observation from Wilson Cooks report on JGN and referenced the AER in the draft decision. (In
relation to the proposed step changes)....”in a competitive market, businesses do not normally add to their own costs unless they
are satisfied that there is a benefit to customers in terms of the product delivered or to the business in terms of efficiency.
Regulation presumably ought to incentivise natural monopolies in a similar way. Second, businesses are dynamic, with variations
occurring from year to year. Such variations ought not to form the basis of a claim for a step change, as the effect of that would
be to allow costs to be passed on readily in contravention of the efficiency objective implicit in the regulatory framework.” In my
view this statement does not take account of exogenous costs. In a competitive market, businesses will seek to recover
exogenous cost shocks over time.

'3 Examples of limiting all non-essential discretionary expenditure include: minimising expenditure on information technology;
keeping up to date with technological trends; research; human resource costs such as non essential training and management
development, pursuing managerial innovations such as outsourcing, mergers, acquisitions to achieve economies of scope and
scale.

JGN Gas Networks Access Arrangements 2010: Approach to Opex Forecasts p8



Farrier Swier
Consulting

45. In summary, while Wilson Cook’s interpretations of sustainability, efficiency and prudency are reasonable from
a technical standpoint, | consider their interpretation is overly narrow. “Lowest sustainable cost” and
“prudency” must be considered within a broader economic framework that in my view is implied by the NGL
and NGR, and by economic theory and practice. Amongst other things, it should take account of dynamic
efficiency as well as productive efficiency. “Prudency” is not simply “technical prudency” — such as prudent
decisions on how to manage or maintain a particular asset. Prudency includes prudent commercial decision

making by managers, such as balancing the needs of the present with preparation for the future.

46. Therefore, from an economic standpoint, | disagree with AER’s conclusion™ in its draft decision on the JGN
Access Arrangement15 that Wilson Cook’s definition of lowest sustainable cost is appropriate for the purpose of

assessing JGN’s proposed operating cost.

3.3 How an opex forecast must be prepared and determined
3.3.1 Law and Rules

47. There are no rules specifying a particular basis for preparing the opex forecast. The forecast basis (or
approach) must comply with the law and rules set out above and provisions outlined below for forecasts and

estimates, information, and assessment of compliance.
48. The relevant rule applying to forecasts and estimates is:

A forecast or estimate:(a) must be arrived at on a reasonable basis; and (b) must represent the best

forecast or estimate possible in the circumstances. (Rule 74)

49. The AER has extensive information gathering powers, in particular the ability to serve a Regulatory Information
Notice (RIN)™.

50. The rule relating to assessment of compliance is:

In determining whether capital or operating expenditure is efficient and complies with other criteria
prescribed by these rules, the AER may, without embarking on a detailed investigation, infer compliance
from the operation of an incentive mechanism or on any other approach the AER considers

appropriate.(Rule 71 (1))
3.3.2 Interpretation

51. As noted above, the NGR do not specify a particular forecasting approach. In a recent matter, the Australian

Competition Tribunal noted that it would be inappropriate to require a service provider to forecast operating

4 pg 178 AER Draft Decision, JGN Access arrangement proposal for the NSW gas networks 1 July 2010 — 30 June 2015, Draft
February 2010

'* pg 177 AER Draft Decision, JGN Access arrangement proposal for the NSW gas networks 1 July 2010 — 30 June 2015, Draft
February 2010

'8 Division 3 provides the head of power for the RIN. Division 4, Subdivision 1 to 4 deals with interpretation, serving and making
of RINs, form and content and compliance
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expenditure using a particular methodology in circumstances where the rules (in that case, the National

Electricity Rules) did not require the service provider to adopt a particular methodology.l7
52. In my view a “forecast arrived at on a reasonable basis” means that:

e has regard to a workably competitive market standard (see section 3.4.2)

e that the approach has a sound logic

e forecasting is undertaken to a professional standard

e the approach is consistent with any expectations established by the AER™

e the costs and effort involved in preparing the opex forecast are reasonable

e it has regard to the existence of previous incentive mechanisms.
53. In my view, “best forecast or estimate possible in the circumstances” means that:

e forecasts should be unbiased

e forecasts should be prepared on the basis of information that is accurate, within reason

¢ relevant circumstances should enable a service provider to base the forecasting approach for its opex
forecasts in its AA proposals on the circumstances and expectations established for the service provider

at the time the AER promulgates the RIN (discussed below).

3.4  Theory and practice of economic regulation

54. This section sets out relevant areas of the theory and practice of economic regulation that are related to the

relevant law and rules that apply to opex forecasts.
3.4.1 Incentive mechanisms

55. Under Rule 71(1), the AER may infer from the operation of an incentive mechanism that an opex forecast is
efficient and complies with other criteria. For the purpose of this review, it is enough to define an “incentives
mechanism” for opex in simple terms as meaning that the service provider has an opportunity to spend less
than the opex forecast amount, while still meeting all service and regulatory requirements, and thereby
improve its profitability within the regulatory period. The operation of this incentive over time is said to reveal

the efficient costs.

7 See: Application by EnergyAustralia and Others [2009] ACompT 8 (12 November 2009), [24]. The Australian Competition
Tribunal (ACT) made this comment in making orders relating to the forecasting of operating expenditure for EnergyAustralia’s
(EA) public lighting services. That part of the AER's determination relating to public lighting services was remitted to the AER by
the ACT. The AER had sought an order that EA prepare "a detailed bottom up model" [20]. In not making the order in the form
sought by EA, the ACT noted that [24]: "it should not limit the way EA may advance an operating expenditure model, particularly
by a model not necessarily recognised by the Rules. EA has an incentive to provide the AER with sufficient material to support its
case, and the AER will again determine the position based on that material."

'8 Including when the AER promulgated the RIN specifying the information to be provided as part of the AA proposal.
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56. A well-understood principle in the theory and practice of economic regulation is that, for an incentive
mechanism to operate effectively over time, the regulator should not act opportunistically to materially remove
from a service provider any efficiency benefits it has achieved. If a service provider perceives that the

regulator may “change the rules” ex post, then any incentives may be muted as a result.
3.4.2 Workably competitive market standard

| consider that, in a regulatory context, the appropriate standard to apply for interpreting efficiency and lowest

"9 standard, not a “perfectly competitive market

sustainable cost criteria is a “workably competitive market
standard”. This means it is assumed the service provider has an incentive to continuously pursue efficiency,
but may not actually achieve the theoretical ideal of operating on the efficiency frontier all of the time across

every aspect of their business.
3.4.3 Information asymmetry problem

57. In economics and contract theory, information asymmetry deals with decisions where one party has more or
better information than the other. As economic regulation has evolved, regulators in Australia have placed
considerable emphasis on the difficulties created by the information asymmetry problem. Regulators and

advisors acknowledge the risk in micro managing regulated service providers.

58. For example an advisor, Jeff Balchin® is referenced in the ACCC’s Statement of Regulatory Principles® for

Transmission regulation as follows:

“It is ... widely accepted that the regulator is in a poor position to judge whether a particular project or
technology or organisation structure and associated staffing levels represent efficient production. The
regulated entity’s knowledge of such matters vastly outweighs that of the regulator, and so attempts by a
regulator to disallow perceived inefficiencies are unlikely to be effective. In the presence of information
asymmetry, it will be preferable for the regulator to leave a substantial amount of discretion to the firm,
while providing a system of broad financial incentives to induce the firm to use that discretion to pursue

desirable outcomes”.

59. Referencing the prevision Statement of Regulatory Principles decision by the ACCC, the AER in 2005 stated®

% In Re: Dr Ken Michael; Parker J noted, while workable competition may lead to efficiency that is beyond that which could be

achieved in a non-competitive market it does not necessarily result in the attainment of the theoretical ideal of ‘perfect’ efficiency.
See ex parte EPIC Energy (WA) Nominees Pty Ltd & Anor [2002] WASCA 231 (23 August 2002). See also pg xi “Treatment of
Outsourcing Arrangements, Multinet Gas Distribution Partnership”, NERA Economic Consulting, October 2007

% jeff Balchin, Allen Consulting Group, Forecasting approach for updating the regulatory value of electricity transmission assets,
Final report, August 2003, p. 14.

% The ACCC in its Statement of Regulatory Principles (SRP) for Transmission regulation stated “One key decision that must be
faced by the regulator in the design of a regulatory regime is the extent to which the regulator will seek to directly control detailed
aspects of the behaviour of the regulated firm. The regulator might attempt to micro manage the Transmission Network Service
providers (TNSP) by specifying the make and model of the transformers that must be used by the TNSP, the details of the firm’s
maintenance policies or the size and location of the firm’'s head office. However, the regulated firm will usually have access to
information that is not available to the regulator.” Australian Competition and Consumer Commission, Decision: Statement of
principles for the regulation of electricity transmission revenues —background paper; Date: 8 December 2004

2 pg 17, AER, Statement of Regulatory Principles, August 2005.
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“In respect of determining the expenditure allowance for TNSPs, the AER will continue the current

practice of relying primarily on historic and forecast expenditures for the TNSP in question.”

60. Therefore, | consider that information asymmetry is a factor to consider in interpreting the AER’s approach to
assessing compliance with requirements for a “forecast or estimate arrived at on a reasonable basis” that
“must represent the best possible estimate” (Rule 74). In particular, it means that the AER should focus (as it
generally does, in my view) on ensuring good processes and forecasting approaches for preparing forecasts,
and relying on incentives where it can. It should minimise the degree to which the AER or its advisers

“forensically” replicate the service provider’s forecasts.
3.4.4 Regulatory error

61. The revenue and pricing principles23 require a service provider to be provided a reasonable opportunity to

recover “at least the efficient cost”.

62. Inthe theory and practice of economic regulation, the term “regulatory error” when applied to opex forecasts
means the risk of a regulatory decision that results in the total allowed costs®* being set “to high” or “too low”
relative to the true efficient costs. Because opex costs are a large proportion of total costs, a material error in

opex forecasts can have a material effect on the error in the total allowed costs.

63. In my view, Section 24(2) of the NGL establishes that there is an asymmetry between the risks of setting total
costs “too high” or “too low”. It is important that service providers have a reasonable opportunity to recover at
least their efficient costs, but it is less important if a service provider recovers something more than the efficient

cost.®

64. Therefore, | consider that the risk of regulatory error should be a factor used to evaluate the different

approaches to setting opex forecast.
3.4.5 Planning and promulgation of information requirements

65. In my experience, both regulators and service providers recognise that effective economic regulation requires
careful up front planning in relation to the information to support a regulatory submission. The collection of
information, preparation of accurate and robust forecasts, and developing a complying proposal takes
significant time and resources for the service provider. Once the proposal is lodged, the AER wishes to focus
its review efforts on analysis and decision making, not on further information collection. Therefore, both the
AER and service providers understand that the service provider needs to know what information the AER

expects well in advance of the lodgement date.

2 section 24 (3)

 Consideration of the consequences of regulatory error in the opex forecast should be in the context of the total building blocks
calculation. This is because it is the total allowed costs which need to be set at least at an efficient level — the regulated company
has flexibility to manage its actual expenditures within the total allowed costs.

% See Australian Competition Tribunal interpretation of the meaning of “at least” in the context of a similar provision in section 7A
in the National Electricity Law. Para 81 Australian Competition Tribunal, Application by Energy Australia and Others [2009]
ACompT 8
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66.

3.5

67.

As noted in paragraphs 52 and 53, | consider this information planning process and the promulgation of the

RIN is relevant to the interpretation of “forecast arrived at on a reasonable basis”, and to “best forecasts or

estimates possible”.

Evaluation criteria

| have been asked to identify the strengths and weaknesses of each of the approaches. Based on my

interpretation of the law and rules, the theory and practical experience of economic regulation, and the key

areas of difference between the approaches, | have developed a relatively simple evaluation framework. The

framework establishes criteria that assist in understanding the strengths and weaknesses of the alternative

opex forecasting approaches.

Table 1 - Evaluation Framework

Criteria Description Content of Law and Rules Reference to
Law and Rules
Efficiency Does the forecasting approach result Efficient operation of natural gas services Section 23 NGL

in an opex forecast that is efficient and
prudent?

(Where efficiency includes productive
and dynamic efficiency)

for the long term interests of consumers
Prudent service provider acting efficiently
Lowest sustainable cost

Reasonable opportunity to recover at least
the efficient costs

Effective incentives in order to promote
economic efficiency

Rule 91
Rule 91

Section 24 (2))
NGL

Section 24 (3)
NGL

Inference from prior incentive mechanism Rule 71(1)
Ability to verify | Does the forecasting approach support | A forecast or estimate must be arrived at on | Rule 74
verification of opex forecast as having a reasonable basis
been arrived at on a reasonable
basis? Lowest sustainable cost Rule 91
Does the forecasting approach support
verification of lowest sustainable
costs?
Cost of Does the approach result in a forecast | A forecast or estimate must be arrived at on | Rule 74
undertaking that is prepared on a reasonable basis | areasonable basis
opex including the costs associated with
forecasting preparing the forecast, regulatory
review, disputes and appeals?
Information How well does the forecasting A forecast or estimate must be arrived at on | Rule 74
asymmetry approach address the information a reasonable basis
asymmetry problem?
Regulatory What risk of regulatory error does the Reasonable opportunity to recover at least Rule 24 (2)

error

approach create?

the efficient costs

3.6

68.

Alternative approaches to developing opex forecasts

| have been asked to consider the following options for the approach on which a forecast of operating

expenditure may be derived:

e arevealed efficient cost approach
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e abottom up approach or approach
e aforecasting approach as adopted by the AER for the JGN AA draft determination
e any other methods or methodologies | considered relevant.

69. Figure 1 summarises the key features of the specific opex forecasting approaches that | have identified.

Figure 1

Option 1 Base year Regulator
Revealed reflects actual cost | review and

ici adjustment
efficient cost Step cost change /
approach
Option 2
Independently Base year reflects

Independently Derived Bottom
Up Review of Costs

Derived Bottom
Up Review of
Base Year Costs

Option 3
Independently
Derived Bottom
Up Review of all

Independently Derived Bottom Up Review of Costs

costs
Regulator
Option 4 Base year reflects | e
AER Draft actual cost — entire cost
R component
Determination Step cost changes | o+ accepted

3.6.1 Revealed efficient cost (Option 1)
Terminology

70. JGN used the term “base year roll forward approach” in its AA proposal. Different methods could be used to
establish base year opex costs, and then roll these costs forward. The essential feature of the approach JGN

adopted is that base year costs are said to be “revealed as efficient”. This is due to:

¢ the assumed effect on the service provider of incentives established in the previous regulatory

period, and

e service provider expectations of how any efficiency gains achieved will be treated by the

regulatory regime in the future.
In order to clearly distinguish this approach, it is called the “revealed efficient cost” approach.
Components of the Revealed efficient cost approach
71. The components of the revealed efficient cost approach are

e Base Year reflects actual costs - The key feature of this step is that the base year costs are based on

verified actual costs. Information is gathered on actual and historic opex to develop a forecast for each

cost category for delivering the reference service in the base year, which is reflective of the actual costs
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72.

73.

74.

75.

76.

providing the reference service at the end of the previous regulatory period. Actual costs available in the
full year closest to the determination are used. The costs categories are set according to the AER’s
Regulatory Information Notice. In applying the forecasting approach, adjustments may be required to
ensure the base year costs are an appropriate reflection of the future costs for producing the reference
services. In JGN’s case, these adjustments represent changes to outsourcing arrangements and

removing costs for one-off events.

e Step changes are step changes in expenditure that are not reflected in current costs and that are forecast

to be incurred in the future.

e Roll Forward — the base year costs are rolled forward to subsequent years based on escalation factors to

reflect assumed rates of change in growth / volumes, material costs and labour costs.
e Specific costs are specific year-by-year forecasts for items where the base year is not representative.
AER Review
The AER undertakes a review of the services providers’ application of the revealed efficient cost approach

In principle, the AER’s approach to the review of the base year costs, is to check that the translation of actual
and historic opex into base year costs is undertaken in a sound manner, but otherwise accepts that the base

year costs are efficient.
The AER stated in the draft decision on the JGN AA%

“The AER considers that the advantage of using the base year estimated actual expenditure is that it
provides a recent and reliable estimate of actual network expenditure requirements. Coupled with a
detailed analysis of activity that will not be required looking forward (one-off costs) in addition to new
expected activity (step changes), this should result in a forecast that meets the requirements of r. 91 of
the NGR.”

The AER reviews the claimed step changes, specific costs and escalation factors. A key issue that arises in
such a review is how it should assess the efficiency of these components. In my view a key choice is the
extent to which the AER should rely on detailed bottom up review; and to what extent it should rely on the
operation of broadly based efficiency incentives over time (both in the previous period and in future)

recognising the information asymmetry problem as discussed in section 3.4.3.

The AER draft decision makes no comment on the extent to which it is relying on the operation of any incentive
regime. In my view while a bottom up review of the step changes, specific costs and escalation factors is
necessary and appropriate it is a legitimate area for debate and judgement as how detailed this review should
be.

3.6.2 Independently Derived Bottom Up Review of Base Year Costs (Options 2 and 3)

77.

| have been asked to evaluate a “bottom up approach or approaches”.

% pg 190 AER Draft Decision, JGN Access arrangement proposal for the NSW gas networks 1 July 2010 — 30 June 2015, Draft
February 2010
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78. Both the AER and Wilson Cook use the term “bottom up review”. | am not aware this term has a commonly
accepted meaning. Annex 1 considers the meaning of “Bottom up review”. For the reasons set out in Annex
1, I assume that the appropriate approach to consider in this context is an “Independently Derived Bottom Up
Review”. This approach reflects Wilson Cook’s preferred approach to reviewing JGN’s opex forecasts as set

in footnote 53 of Wilson Cook’s review of the JGN AA proposal.

79. There are various ways an Independently Derived Bottom Up Review could be undertaken. Option 2 and
Option 3 in Figure 1 indicate two of these. For the reasons outlined in Annex 1, | have only evaluated Option
2.

80. An Independently Derived Bottom Up Review of base year costs (Option 2) could be undertaken by the AER
determining its own forecast of base year opex and then roll this forward using escalation factors. A possible

approach to development of the base year forecasts is discussed in section 4.3.
3.6.3 Forecasting approach adopted by the AER for the JGN AA draft determination (Option 4)

81. The AER draft decision accepted the revealed efficient cost approach being actual expenditure incurred in the
identified base year, 2008-09, less one-off costs, plus approved step changes. The AER then excluded the
margin on the Asset Management Agreement (AMA) between JGN and Jemena Asset Management (JAM)

from opex forecast because Jemena did not substantiate its proposed expenditure with detailed information.

82. As | understand it, it is the AER’s final determination which is relevant to compliance with the law and rules.
The forecasting approach adopted by the AER for the JGN AA draft determination has been evaluated as

though it were the final determination.

3.7 Productivity factor (Options 1A and 2A)

83. A productivity factor approach has been proposed as a forecasting approach on its own?’, but work has not
progressed sufficiently for this to be identified as a feasible forecasting approach for determining opex
forecasts. A possible28 additional component for each of option 1, and 2 would be to include a factor that
allows for trend improvement in productivity. This is shown in Figure 1 as options 1A and 2A%. Including this
component would establish a formal basis for sharing assumed efficiency gains with consumers in the last four
years of the forecast regulatory period. This factor could be determined based on a study of past trends in

partial factor productivity3°. | have not evaluated these options further.

T Australian Energy Markets Commission, “Review into the use of Total Factor Productivity for the Determination of Prices and
Revenues, See http://www.aemc.gov.au/Market-Reviews/Open/Review-Into-the-Use-of-Total-Factor-Productivity-for-the-
Determination-of-Prices-and-Revenues.html

% | have not reviewed JGN's opex forecasts in detail to determine whether or not there are any productivity effects already taken
into account, for example in the assumed functional relationship between certain cost categories and volume growth.

# It would not make sense to apply a productivity factor in option 4 if an Independently Derived Bottom up Review had been done
for each year, because this may double count assumed efficiency improvements.

% This approach was adopted by the Essential Services Commission in Victoria for the 2003-2007,and 2008-2012 Gas Access
Arrangement Revision
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3.8

84.

3.9

Benchmarking and Total Factor Productivity (TFP) studies

Opex cost benchmarking studies and TFP studies are not sufficiently reliable to use as a forecasting approach

on their own but are useful as a separate check on other forecasting approaches.

Evaluation of opex forecasting approaches

3.9.1 Revealed efficient cost Forecasting approach (Option 1)

85.

86.

87.

88.

89.

My evaluation of the Revealed efficient cost approach is as follows.
Does the forecasting approach result in an opex forecast that is efficient and prudent?

In my view the answer is “yes” if the relevant decision maker:

e decides under Rule 71 (1) to rely on an “incentive mechanism” as the approach for inferring the opex is

efficient and other criteria have been met

e having considered whether the overall incentive framework is operating effectively, concludes it will
continue (perhaps with amendment) to operate effectively into the future to encourage the service provider

to reveal efficient operating cost over time

e can verify that the actual cost information appropriately establishes the base year costs and are
reasonable in the circumstances; and can verify the step changes, the roll forward of base costs, and

specific components.
The answer is “no” if the regulator, either:

e under rule 71 (1) decides to use an approach other than reliance on incentive mechanisms for determining

compliance, or

e sees merit in using an incentive mechanism as the approach for determining compliance with Rule 71(1),
but is unable to verify material aspects in the application of the forecasting approach to determine base

year costs to its satisfaction so that, on balance, another forecasting approach is preferred

Does the forecasting approach support verification of opex forecast as having been arrived at on a

reasonable basis?

This forecasting approach uses actual costs to establish base year costs which should be verifiable.

I note the Terms of Reference comment that, while the base year roll forward approach - called revealed
efficient cost approach in this opinion - is supported in principle by the AER in the draft decision and is the
exact approach underpinning JGN’s forecasts, the AER’s draft decision cited the following primary concerns

that were impeding the AER’s approval of JGN’s proposed opex forecast:

e aperceived lack of a verified account of actual 2008-09 base year costs, given that JGN’s proposal was

based in part on estimates for that year

e adesire to see further ‘bottom-up’ detail of the activities and drivers for operating and maintenance (O&M)
expenditure and an associated belief that the AER could not rely on benchmarking analysis submitted by

JGN absent such ‘bottom-up’ information
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90.

91.

92.

93.

94.

95.

e aview that JGN had not adequately demonstrated that the commercial margin it will pay JAM for O&M fis

efficient or consistent with lowest sustainable cost'.

| was asked my opinion as to what facts, materials or evidence would enable the regulator to infer that forecast

opex expenditure is efficient. My answer is set out in section 4 below.

Whether this approach is reasonable for opex forecasting depends on the AER’s decision on which approach
to use to assess compliance under Rule 71 (1). If the AER accepts the use of an incentive mechanism, then it
is a reasonable basis because Rule 71 enables the AER to accept the opex forecast without embarking on a

detailed investigation.
Does the forecasting approach support verification of lowest sustainable costs?
The evaluation is the same as in the previous section.

Does the approach result in a forecast that is prepared on areasonable basis including the costs

associated with preparing the forecast, regulatory review, disputes and appeals?
This forecasting approach is a relatively low cost way of preparing forecasting because:
e For the service provider:

o Actual cost information, which should be readily available is used to establish majority of the cost
base, with forecasting effort focused on the step changes, the roll forward of base costs, and

specific costs components.

o This forecasting approach is consistent with normal business practices for forecasting opex costs.
In general, businesses will prepare forecasts based on roll forward of previous years costs.
Initiatives to improve opex efficiency generally are undertaken separately from the forecasting

process.
e For the AER:

o Provided the base year costs are verifiable, then its review efforts can be focused on step changes,

the roll forward of base costs, and specific costs.

o It avoids the costs associated with undertaking an independently derived bottom up review, and

dealing with the outcomes of this review (including disputes and appeals).
How well does the forecasting approach address the information asymmetry problem

The forecasting approach has positive features in dealing with the problem of information asymmetry. It does
not require a detailed review of the majority of opex, but rather relies on the operation of a broadly based

financial incentive to infer efficiency.
What risk of regulatory error does the approach create

To the extent a relevant decision maker considers there is an information asymmetry problem, then compared
with other forecasting approaches, this approach is likely to create a lesser risk of regulatory error that the

opex forecast will be set “too low” (i.e. it does not allow the service provider to recover at least its efficient

JGN Gas Networks Access Arrangements 2010: Approach to Opex Forecasts p18



Farrier Swier
Consulting

96.

97.

98.

99.

costs). This is because the bulk of the opex forecast will be established by the service provider, rather than

determined by the regulator.

The risk of regulatory error for the opex forecast being set “too high” is relative; it depends on assessment of
the counterfactual opex forecasting approach. For example, to the extent that a relevant decision maker
considers that an independently derived bottom up analysis can be undertaken successfully, then there is a

comparatively higher risk of the opex forecast being set “too high” under a revealed efficient cost approach.
Assessment of the AER draft decision
In respect of the revealed efficient cost approach, the AER states

(It) considers that the advantage of using the base year estimated actual expenditure (revealed efficient
cost) is that it provides a recent and reliable estimate of actual network expenditure requirements.
Coupled with a detailed analysis of activity that will not be required looking forward (one-off costs) in
addition to new expected activity (step changes), this should result in a forecast that meets the

requirements of r. 91 of the NGR.

The benefits the AER identifies for the base year roll forward approach (revealed efficient cost approach) are
that it provides a recent and reliable estimate, in other words is a verifiable estimate of costs; and (implicitly)

that it assists in dealing with the problem of information asymmetry; and therefore supports Rule 91.
Whereas | consider that other potential strengths of the revealed efficient cost approach are:

e Itis arelatively low cost way of undertaking opex forecasting which | consider contributes to the

“reasonable basis requirements” of Rule 74.

e To the extent there is an information asymmetry problem, it reduces the risk of regulatory error which |

consider relevant to Section 24 (2).

e ltis expressly recognised in the Assessment of Compliance, Rule 71 (1) — | note the AER can infer opex is

efficient and complies with other criteria on any approach the AER considers appropriate.

3.9.2 Evaluation of Independently Derived Bottom Up Approach (Option 2)

100.This opex forecasting approach is described in section 3.6.2, with details on how it could be undertaken set out

in section 4.3.

Does the forecasting approach result in an opex forecast that is efficient and prudent?

101.1n regards to determining an opex forecast that is efficient in a productive efficiency sense, the answer is “yes”

if the relevant decision maker
e places little weight on the Information asymmetry problem (see ACCC view noted in footnote 21)
e considers it can engage advisors with appropriate expertise to advise it in the review

e has in place appropriate governance to ensure the review is undertaken robustly, and to manage the risk

of regulatory error

e has adequate time to undertake the review.
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102.The answer is “no” if a relevant decision maker cannot satisfy itself of any of these matters.

103.The impact on incentives to encourage dynamic efficiency should be considered. The impact is difficult to
assess, as it depends on service provider’s perceptions of the overall regulatory regime. The forecasting
approach might not undermine incentives for dynamic efficiency if the service provider (and other service
providers) see the AER decision as a “one off” driven by unusual circumstances, and perceives that it is
unlikely to be repeated. Incentives for dynamic efficiency could however be undermined if the review is
perceived by the service provider (and other service providers) as an ex post “changing of the rules” and that
this may be repeated in future. If so, service providers could perceive that benefits from pursing efficiency

gains may be muted in future, and be less likely to pursue them.

Does the forecasting approach support verification of opex forecast as having been arrived at on a

reasonable basis?

104.The answer depends on the same issues as in the previous section as well as the conclusion on whether this

forecasting approach address the information asymmetry problem (see below).
Does the forecasting approach support verification of lowest sustainable costs?
105. The answer depends on the same issues as in previous section.

Does the forecasting approach result in a forecast that is prepared on a reasonable basis including

the costs associated with preparing the forecast, regulatory review, disputes and appeals?

106.The costs of this forecasting approach will be significantly higher than Option 1 including the cost associated
with preparing information, engagement of consultants, the regulatory review process, disputes and possible
appeals. To the extent the review becomes intrusive, then this may lead to the engagement of multiple

consultants.
How well does the forecasting approach address the information asymmetry problem?

107.To the extent a relevant decision maker considers there is an information asymmetry problem, then this
forecasting approach does not address it, and may not be a reasonable basis for arriving at the opex forecast.
Conversely, if a decision maker considers information asymmetry is not a material problem, then this

forecasting approach may be reasonable basis for arriving at the opex forecast.
What risk of regulatory error does the approach create?

108.To the extent there is (or is not) an information asymmetry problem, then the forecasting approach increases
(or does not increase) the risk of regulatory error. If there is considered to be information asymmetry, then the
AER would be determining the entire base year of regulatory costs for a business it knows little about. On the
other hand, if there is not considered to be an information asymmetry problem, then this implies that the AER

can obtain appropriate advice to understand the business.
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3.10 Forecasting approach adopted by the AER for the JGN AA draft determination
Does the forecasting approach result in an opex forecast that is efficient and prudent?

109.The impact on productive efficiency depends on the extent to which the AERs decision to reduce the opex
forecasts to remove the margin does not align with JGN’s actual efficient costs. | am unable to comment on
this.

110.The impact on incentives for dynamic efficiency depends on the decision’s impact on the perceptions of JGN
and other service providers as to any future incentives regime that will apply. If the decision is perceived as an
ex post removal of efficiency benefits that “changes the rules of the game”, then the impact on incentives may
be adverse. To the extent the decision is seen as a legitimate one, to remove inappropriate costs, or seen as

a one-off event, then there may no impact on incentives.

111.1f the AER does not accept any margin in the final decision, a possible outcome is to make outsourcing
arrangements commercially unviable at least where they have not been competitively bid. This would affect
(not affect) productive and dynamic efficiency to the extent non-arm’s length outsourcing arrangements are
(are not) a more efficient way of managing gas distribution businesses. One reason JGN claims the
outsourcing arrangements with JAM contributes to productive efficiency is because of the economies of scope

and scale created by JAMs spread of asset management activities.

112.As noted above, the AER is silent on the issue generally of the incentive properties of the opex forecast

mechanism, and makes no comment on the incentive properties of the revealed efficient cost approach.

Does the forecasting approach support verification of opex forecast as having been arrived at on a

reasonable basis

113.From a standpoint of good regulatory practice, the deduction of the margin by the AER on the grounds that
inadequate information had been supplied, is not a very satisfactory approach for determining the opex

forecast, and so it is difficult to support it as being a reasonable basis.

114.1 have not reviewed: the AER and JGN expectations at the time of the RIN was promulgated, of the content of
JGN'’s AA proposal; the reasonableness of the AER'’s request for additional information; or JGN’s performance

in responding to AER requests for additional information.

115.1n my view, it would have been preferable and more consistent with good regulatory practice if the exact
information requirements were resolved earlier, so that JGN’s original regulatory proposal could provide the

information, and the draft decision could reflect a more settled, predictable position..
Does the forecasting approach support verification of lowest sustainable costs?

116.From an economic and commercial standpoint, this forecasting approach gives little confidence that the opex

forecast is a reasonable estimate of the lowest sustainable costs.

117.The AER makes it clear that the margin was deducted because the AER considered JGN had not
substantiated its proposed expenditure with detailed information that clearly sets out the margin and the
underlying costs. This approach lacks economic logic and is inconsistent with normal approaches to

forecasting.
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118.Whatever justification there may be for this decision, in my view it is unlikely that this opex forecast would be
consistent with an economic or commercial interpretation of Rule 91: opex must be such as would be incurred
by a prudent service provider acting efficiently, in accordance with accepted good industry practice, to achieve

the lowest sustainable cost of delivering pipeline services.

Does the forecasting approach result in a forecast that is prepared on a reasonable basis including

the costs associated with preparing the forecast, regulatory review, disputes and appeals?

119.The costs of the regulatory review process to date are likely not to be high compared to other regulatory

reviews. The future costs are yet to be determined.

How well does the forecasting approach address the Information asymmetry problem

120.The AER approach can be seen as being an attempt to provide incentives to JGN to provide further

information.
What risk of regulatory error does the approach create

121.There is a risk of regulatory error in either direction (up or down), because the removal of the margin is only an
approximate estimate of the adjustment required, in the AER’s view, to ensure that JGN can recover at least its
efficient costs. As the NGL requires that a service provider should be given a reasonable opportunity to

recover at least its efficient costs, it is an open question whether section 24 (2) would be complied with.

4  Additional question
122.1 was asked the following additional question.

In your opinion, what facts, materials or evidence would enable the regulator to infer that forecast opex

expenditure is efficient?

4.1 Key assumptions

123.1 answer this question in relation to the following two opex forecasting approache531:
e Revealed efficient cost approach
¢ Independently Derived Bottom Up Review of Base Year Costs.

124.The criterion governing opex expenditure (Rule 91 NGR) is

Opex must be such as would be incurred by a prudent service provider acting efficiently, in accordance
with accepted good industry practice, to achieve the lowest sustainable cost of delivering pipeline

services.

%1 The AERSs draft decision is not considered in this answer.
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125.The existence of an outsourcing contract between a regulated service provider and a related third party may
give rise to a concern under Rule 91 that the arrangements may transfer profits from the regulated service

provider to the third party, and result in inflated end user prices and reduced efficiency.

4.2 Revealed efficient cost approach

126.Under Rule 71 (1)) the regulator may, without embarking on a detailed investigation, infer compliance from the
operation of an incentive mechanism. In my view, an opex forecast developed under the revealed efficient
cost approach might be considered compliant without detailed investigation by reference to the following facts,

materials and evidence.
Rules and law

e Evidence on the relevant rules and law:

o An interpretation of Rule 91 (NGR) within the context of the NGL (including the National Gas
Objective) based on accepted economic theory (including productive, dynamic and allocative

efficiency) and a workably competitive market

o Aninterpretation of the National Gas Objective’s reference to “long term interest of consumers of

natural gas”32.

Regulatory context

e Evidence generally of productivity outcomes where economic regulation has included incentives for opex
efficiency and avoided detailed investigation, including for gas distribution companies and other utility

companies in Australia.
Past incentives and performance

e Evidence on past opex incentives and efficiency applying to the service provider that shows the service

provider to have been acting efficiently by improving its efficiency over time:

o Evidence on past trends in opex cost productivity changes in the period between the time
the service provider became subject to economic regulation under the Gas Code and prior to

the current regulatory period including:
o description of the incentives established in relevant Access Arrangements
o evidence on opex productivity outcomes.

o Evidence of trends and outcomes for opex productivity changes in the most recent

regulatory period, including:

%2 This evidence would include analysis of dynamic efficiency. Dynamic efficiency is argued to be a key factor that leads to the
steady improvement in productivity over time and hence affects the long term interests of consumers
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o the basis on which the regulator established the opex forecast and the price control
for the most recent regulatory period and incentives these created on the service
provider to improve opex productivity

o other productivity factors incorporated by the regulator

o evidence on the out turn of actual opex against the opex forecast provided by the regulator for the
end of the previous regulatory period.

e Evidence from TFP studies on the service provider’s relative productivity improvement compared to its
peers.

Current performance

e Evidence on the service provider's current opex efficiency that shows the service provider to be acting

efficiently and in accordance with accepted good industry practice including:

o factual material on relevant strategies, policies and procedures (for example, maintenance
policies and procedures)

o evidence from benchmarking studies

o facts and evidence on productive efficiency arising from any current outsourcing
arrangements including, economies of scope and scale arising from the way the outsourcing

services are provided, and incentive structures in outsourcing agreements.

Review of opex forecasts

e Review of the base year costs to ensure these reference back to actual costs

e Review (not a detailed investigation) to assess the reasonableness of forecast step changes, escalation

factors and specific costs

Future incentives

e Material on likely future incentives for opex productivity improvement that may induce the service provider

to reveal opex efficiency and ensure that consumers benefit from increased efficiency in the long term:

o the basis on which the regulator intends to establish the opex forecasts and the price control for the
forthcoming regulatory period and incentives created on the service provider to improve opex

productivity

o material on other broadly based incentive mechanisms the AER could include in the AA to

strengthen those incentives and/ or share benefit of efficiency gains with consumers, including
o an efficiency carryover mechanism;
o  productivity factor.

Outsourced Contracts

e Inrelation to the evaluation of costs and margins in an outsourced contract:
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o evidence and argument that “without requiring detailed investigation” satisfies the AER that
costs and margins within the outsourced contract are not excessive against a workable

competitive standard and the overall benefits of the incentive regime.

o A process to specify a materiality threshold that enables a practical interpretation of “without
detailed investigation” in Rule 71 (1) and allow the appropriate information to be collected to
an appropriate level. The materiality threshold could for example have regard to the end

impact of contract prices and margins on end gas prices paid by consumers.
Assessment

e Overall assessment and conclusion that the balance of evidence supports that the opex forecast complies

with Rule 71(1) and meets the opex criteria in Rule 91.

4.3 Independently Derived Bottom Up Review of Base Year Costs

127.Under Rule 71 (1) the AER may infer compliance of the AA proposal on any approach the AER considers
appropriate. A possible approach to infer compliance would be an Independently Derived Bottom Up Review
undertaken to establish the base year opex forecasts. The roll forward of base year costs and specific costs

would be as set out in paragraph 71.

128.As discussed in Annex 1, | consider development of an opex forecast under this approach would require a

targeted approach focused on specific components of the service providers costs.

129.In my view, an opex forecast developed under this approach might be considered compliant with Rule 71 (1)

by reference to the following evidence, and materials:
Planning Stage

e Reasoning on the relevant law and rules including interpretation of efficiency and prudency that should

guide the review.

e Development of an economic framework that enables assessment of the prudency and efficiency of the
related party outsourcing contract within the above interpretation of the law and rules, which enables a

estimation of an efficient contract price, and which includes assessment of the following
o appropriate returns on assets used for provision of services,
o asymmetric risks
o incentives
o economies of scale, scope and synergies.

¢ Development of an approach to applying the economic framework including information requirements and

expert analysis required.

e Development of a targeted approach to carrying out the review ensure the costs of the bottom up review
are reasonable in accordance with Rule 74. An example would be development of materiality thresholds
to establish a practical interpretation of “lowest cost to consumers” and taking into account the workable

competition standard
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Implementation Stage

o Definition of the scope of regulated reference services to be provided and the scope of contracted

services required to enable delivery of the regulated reference services

e Prepare and consult on Term of Reference for outside adviser(s), engage adviser(s), determine

information requirements, collect information, undertake expert studies
e Assessment by the regulator of the advisers recommendations
e Develop Base year opex forecast

Assessment

e Overall assessment and conclusion that the balance of evidence supports that the opex forecast complies
with Rule 71(1) and meets the opex criteria in Rule 91.

4.4  Process to enable decision on approach

130.1 consider that a carefully structured process would be required to enable an informed decision on the choice

of approach for preparing opex forecasts. My reasoning is that:

e The choice of approach has significant implications for information requirements (including the Regulatory
Information Notice), and the costs and time required for developing the information needed to support
development of an AA proposal and its review.

e Opex forecasts and supporting information provided by the service provider must be arrived at “on a
reasonable basis” (Rule 74). In my view, in order to comply with a practical interpretation of this rule, the
regulator needs to determine whether to adopt one or other of the approaches, (or possibly elements of

both approaches), and to make these choices early in the AA review process.

5 Guidelines for Expert Witnesses

131. | have read the Guidelines for Expert Witnesses in Proceedings of the Federal Court of Australia and confirm
that | have made all inquiries that | believe are desirable and appropriate and that no matters of significance

that we regard as relevant have, to my knowledge, been withheld from the Court.

/] .
;

Geoffrey Jon Campbell Swier (Director, Farrier Swier Consulting)
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Annex 1

Bottom Up Review

Introduction

1.

Both the AER and Wilson Cook use the term “bottom up review”. | am not aware that “bottom up review

has a commonly accepted meaning, and therefore consider its possible meaning in this annexure.

| conclude that the relevant concept for this opinion is an “Independently Derived Bottom Up Review”.
One way an Independently Derived Bottom Up Review could be undertaken would be for the AER to
determine its own forecast of base year opex and then roll this forward using escalation factors. (See

Option 2 in Figure 1.)

The development of the base year forecast could involve two stages. The first stage would involve
obtaining from the service provider detailed information on opex cost categories and using high level
techniques including trend analysis and benchmarking, to identify cost areas for closer investigation. The
second stage would review subject these using appropriate review techniques. The AER would determine

adjustments to costs based on this review, and submissions.

What does “Bottom up review” mean?

In the absence of a well-accepted meaning, | researched how the term “bottom up review” had been
applied. | found that it means different things in different contexts, with different implications. | therefore

consider it important to be clear about what a “bottom up review” is within its context.

First, it is useful to consider a Bottom Up Review to encompass a set of techniques that are used to
assess individual components of expenditure. In the context of its review of the JGN AA, Wilson Cook

described™ the range of “Bottom up” review techniques as follows:

A detailed bottom up review would (assess) all opex elements, considering each in detail, reviewing
their necessity, scope and timing, obtaining supporting evidence that the costs either have been or will
be incurred efficiently (which in essence would require it to be demonstrated that past work was
undertaken through competitive procurement processes or at rates that can be confirmed to be
competitive market rates; that planned work is based on cost estimates that reflect competitive market
rates; that on-costs recover only the verifiable indirect costs of the business and not profit margins and

that the returns to the business are matched to the returns agreed by the regulator.

% Footnote 53, Wilson Cook & Co. Review of Expenditure of ACT & NSW Gas Distributors, JGN Gas Networks (NSW) Ltd

* pg 15, Wilson Cook & Co, Review of Proposed Expenditure of ACT & NSW Electricity DNSPs Volume 1 — Main Report Final
October 2008
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6. In Wilson Cook’s review of the NSW DNSPs opex forecasts % the use of the term “bottom up” was

described as follows:

The “bottom-up” approach was made by considering the build-up of [both capex] and opex from projects,

programmes and past expenditure levels.

7. lreviewed the AER recent draft decision on opex forecast for the NSW Electricity Distribution Network
Service Providers® to see what forecasting approach the AER had adopted in that determination. In that

decision, the AER refers to a “top-down” and “bottom-up approach”. The AER’s conclusion was:

The AER considers that the top-down and bottom-up forecasting approach employed by Wilson Cook to
assess the DNSPs’ opex forecasts represents an appropriate approach to the assessment of efficient

costs, because in combination the assessments ensure that issues are considered comprehensively.

8. linspected the application of the bottom up approach Wilson Cook applied to EnergyAustralia’s opex
forecasts in order to better understand the meaning of the term. | did not review Wilson Cook’s

recommendations.

9. EnergyAustralia used a similar forecasting approach to JGN for determining its opex forecasts® (although
EnergyAustralia do not call this a “base year roll forward approach” (or “revealed efficient cost”) in this
report. Wilson Cook undertook a review of capex—opex tradeoffs, a “top down review” and a “bottom up
review” which is described on pages 44 to 62 of its report. The “top down review “involved looking at the
level of expenditure as a whole in the context of the size and nature of each network and the
circumstances of each DNSP.% The “bottom up review” considered network operating (support)
expenditure - escalation rates, and step changes; network maintenance expenditure - maintenance

policies and practices; workload escalation; and step changes.

Other Operating (Business Support) Expenditure Workload Escalation Step Changes

10. | consider it reasonable to summarise Wilson Cooks “bottom up approach” to its review of

EnergyAustralia’s opex forecast as being a review of the individual components of Energy Australia’s

forecasting approach in the terms it was put forward by them, (other than a review of maintenance

policies) and not a separately-derived bottom up forecasting approach to prepare the opex forecast.

# Wilson Cook & Co, Review of Proposed Expenditure of ACT & NSW Electricity DNSPs Volume 1 — Main Report Final October
2008

% AER, Draft Decision New South Wales draft distribution determination 2009-10 to 2013-14 21, November 2008

% EnergyAustralia’s “core” network opex forecasts have been derived by establishing actual costs by activity for the base year
(FY 2007), removing abnormal costs from that year, applying step increases and decreases by activity, applying input cost
escalation factors, applying workload cost escalators by activity including the interaction between opex and capex and converting
the model’s output in nominal dollars to year 2009 dollars. See Figure 9.2: opex Forecast Forecasting approach, Review of
Proposed Expenditure of ACT & NSW Electricity DNSPs Volume 2 — EnergyAustralia Final October 2008, Wilson Cook

" pg 15, Wilson Cook & Co, Review of Proposed Expenditure of ACT & NSW Electricity DNSPs Volume 1 — Main Report Final
October 2008
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11.

12.

13.

| consider the approach adopted by Wilson Cook for EnergyAustralia as reasonable, because it was
checking the detailed application of the forecasting approach. | have not reviewed the level of detail in

that review.

Whereas in the case of JGN AA review, Wilson Cook’s preferred approach was (as | understand it) to

review the opex forecast independently of the way they were put forward by JGN. It is evident that this

difference in definition of “bottom up review” was driven by Wilson Cook’s concerns regarding the AMA.*®

In order to distinguish between the approach adopted by Wilson Cook and the AER for the NSW
distribution business and the approach suggested by Wilson Cook in the JGN Review (but not taken
forward by AER), | will call the former a “bottom up review” and the latter an “Independently Derived

Bottom Up Review.”

Independently Derived Bottom Up Review

14.

15.

16.

An Independently Derived Bottom Up Review could be applied in several different ways, either partially or
in full, which, together with other techniques, would be a forecasting approach for developing the

operating expenditure forecast.

The first issue is what Independently Derived Bottom Up Review forecasting approach might be applied.
In my view such a review could be undertaken either on a comprehensive or a targeted approach. Wilson

Cook® proposes what | would call a comprehensive, “bottom-up” review.

In my view, if any actual Independently Derived Bottom Up Review were carried out, then it is very likely to
be more targeted than indicated by Wilson Cook. | take the view that a targeted approach would be more

likely to be undertaken because a comprehensive approach:

raises concerns for the regulator in making decisions over likely disputes over the reasonableness of
technical assessments between the service provider (and its consultant) and the consultant that is

engaged by the AER to undertake the review

risks a range or regulatory errors being made by the consultant which are difficult to identify and mange in

a comprehensive review (a targeted review makes this risk more manageable)

if undertaken with sufficient rigor, would likely be more costly than the regulator could justify (bearing in
mind the AER regulates many regulated businesses) and would impose significant costs on the regulated

company.

% Section 4.6 Footnote 53, Wilson Cook & Co. Review of Expenditure of ACT & NSW Gas Distributors, JGN Gas Networks
(NSW) Ltd

% Footnote 53, Wilson Cook & Co. Review of Expenditure of ACT & NSW Gas Distributors, JGN Gas Networks (NSW) Ltd
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Independently Derived Bottom Up Review to establish base year costs

17. The nextissue is whether a targeted Independently Derived Bottom Up Review would be:

e undertaken only for the base year to establish new base cost, which then would be rolled forward, (Option

2 in Figure 1); or

e asimplied by Wilson Cook, undertaken for each year of the regulatory period (Option 3 in Figure 1).

18. 1 consider there is little merit in Option 3, for the same reasons as set out above. Therefore, | conclude
that a feasible Independently Derived Bottom Up Forecasting approach that is capable of implementation

would be as set out in Option 2, and would be a targeted review to develop an opex forecast.

Information and procedural requirement for undertaking a successful Independently Derived Bottom

Up Review

19. As indicated by Wilson Cook, an Independently Derived Bottom Up Review requires a significant amount
of information to be collected and supplied by the service provider. As discussed above, if this Opex
forecasting approach was to be used then ideally the information to be supplied in AA access revision
application should be clearly identified in the early stages of the review process as part of the Regulatory

Information Notice.
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Annex 2

GONFIDENTIAL

JEMENA GAS NETWORKS (NSW)
ACCESS ARRANGEMENT 2010

ASSET & PROJECT

TERMS OF REFERENCE-
APPROACH TO OPEX FORECASTS

AA10-SR-73705A

DOCUMENT NUMBER

AAT0-5R-T3T05A Terms of Reference - Approach to OpEx Forecasis.doc Final FPage 1 of 8
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1 BACKGROUND

Jemena Gas Metworks (JGMN) is the major gas distribution service provider in Mew South Wales [NSW).
JGMN owns 24,000 kiometres of natural gas distribution system, delivering approximately 100 petajoules
of natural gas to over one million homes, businesses and large indusirial consumers across NSW.
Jemena Asset Management (JAM) undertakes the majonty of JGN's operating, maintenance, and capital
works activity.

The relevant provisions relating to the economic regulation of natural gas distribution networks in NSW
are set out in the Mational Gas Law and Mational Gas Rules, which are available at www.aesmec. gov.aw.

JGM is currently engaged with the Australian Energy Regulator (AER) in the AER's review of its Access
Amangement (AA). JGN submitted a revised AA in August 2009 which, if approved, will cover the period
2010V11-2014/15 (July to June financial years).

Under the Mational Gas Rules (MGR), total revenue for a relevant service provider is determined for each
regulatory year of the access amrangement using a building blocks methodology (Rule 78). The bailding
blacks include, amongst others, a forecast of ocperating expenditure for the year (Subrule T{e ).

In relation to operating expenditure, the NGR provide (Rule 81):

Operating expenditure must be such as would be incumed by a prudent service provider acting
efficiently, n accordance with accepted good industry practice, to achieve the lowest sustainable cost
of delivering pipeline senvices.

Under the Mational Gas Law (section 28), in making a decision on whether to approve Jemena's AA
proposal, the AER must have regard to the Mational Gas Objective (in section 23 of the Mational Gas
Law), which is:

“to promote eficient investment in, and efficient operation and use of, natural gas services for the
long term interests of consumers of natural gas with respect to price, quality, safety. reliability and
security of supply of natural gas.”

In assessing forecast cperating expenditure, the AER's discretion is limited. This means that the AER
may not withhold its approval to an element of an AA proposal if the AER is satisfied that it {a) complies
with the applicable requirements of the Mational Gas Law; and (b) is consistent with applicable critena (if
any) prescribed by the Mational Gas Law (Subrule 40§2)). The Mational Gas Law requires that the AER
must take imte account the “revenue and pricing principles” when exercising a discretion in approving
those parts of an AA relating to a reference tarff (section 28(2)(a)(i)). These revenue and pricing
principles are set out in section 24 of the Maticnal Gas Law, which provides:

1) The revenue and pricing principles are the principles set out in subsections (2) o (7).

(2) A senvice provider should be provided with a reasonably opportunity to recover at least the
efficient costs the service provider incurs in—

{a) providing reference senvices; and

(b} complying with a regulatory obligation or requirement or making a regulatory
paymnent.

AAT0-5R-TIT05A Terms of Reference - Approach to OpEx Forecasfs.doc Final FPage 2 of 8
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3

@)

(5]

&)

7

A service provider should be provided with effective incentives in onder to promote economic
efficiency with respect o reference services the service provider prowides. The economic
efficiency that should be promoted includes—

{a) efficient investment in, or in connection with, a pipeline with which the serice
provider provides reference services; and

113 the efficent provision of pipeline services: and
{c) the efficient use of the pipeline.

Regard should be had to the capital base with respect to a pipeline adopted—

{a) N any previous—
{i) full access arrangement decision; or
{ii) decision of a relevant Regulator under section 2 of the Gas Code;

[1:13 in the Rules.

A reference tanff should allow for a retwm commensurate with the regulatory and
commercial risks inwolved in providing the reference service to which the service provider
provides pipeline senices.

Regard should be had to the economic costs and risks of the potential for under and ower
ineestment by a service provider in a pipeline with which the service provider provides
pipeline services.

Regard should be had to the economic costs and risks of the potential for under and ower
utdisation of a pipeline with which a senvice provider provides pipeline services.”

It is also relevant to mote that Rule 74, which applies to forecasts and estimates, provides:

1)

2]

Information in the nature of 3 forecast or estimate must be supported by a statement of the
basis of the forecast or estimate.

A forecast or estimate:
{a) must be arrived at om a reasonable basis; and
[1:13 must represent the best forecast or estimate possible in the circumstances.”

2 AER DRAFT DECISOMN

On 10 February 2010 the AER published its draft decision on JGN's AA revision pl‘DpClE.3|.1 If JIGM wishes
to revise its proposal in response to the AER's draft decision, it must submit the revised proposal to the

AER by 18 March 2010. Submissions on the AER's draft decision close on 28 Aprl 2010, however

! Australian Energy Regulator, Draff decision, Jemena, Access arrangement proposal for the NSW gas mefworks, 1

July 2010 — 30 June 2015 (draft decision), February 2010, can be found at
hittp:/fweanw_aer gov.au/contentindex phtml/iemid/ 7 3DETE.

AAT0-5R-T3T05A Terms of Reference - Approach to OpEx Forecasts.doc Final Page 3 of 8
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Jemena is hopeful of submitting both any revised proposal as well as its response to the draft decision at
the same time, by 18 March 2010.

JGM proposed forecast opex of 5735.1 million ($2002-10 real) in its August 2009 submission accounted
for 36 per cent of its total proposed building block cost of service. The AER's draft decision concluded
that the AER could not satisfy itself that this forecast complied with the requirements of NGR rule 81.

JGMN's forecast was predominantly based on a base year roll forward forecasting method. The draft
decision noted that ‘in principle, the AER accepts the forecasting methodelogy used by Jemena.” The
draft decision noted that

“The AER considers that the advantage of using the base year estimated actual expenditure is that it
provides 3 recent and reliable estimate of actual network expenditure requirements. Coupled with a
detailed analysis of activity that will not be requined kooking forward (one-off costs) in addition to new
expected actvity {step changes). this should result in a forecast that meets the requirements of r. 81
of the NGR_"

While this is the exact approach underpinning JGN's forecasts, the draft decision cited the following
primary concems that were impeding the AER's approval of JGN's proposed opex forecast:
+ 5 perceived lack of a verfied account of actual 2008-09 base year costs, given that JGN's
proposal was based in part on estimates for that year

* 3 desire fo see further "bottom-up’ detail of the activiies and drivers for operating and
maintenance (O&M) expenditure and an associated belief that the AER could not rely on
benchmarking analysis submitted by JGMN absent such ‘bottom-up’ information

& 3 view that JGMN had not adequately demonstrated that the commercial margin its will pay JAM for
D&M ‘is efficient or consistent with lowest sustainable cost.”

3 SCOPE OF WORK

The independent expert is to provide an opinion on what approaches to forecasting operating expenditure
would result in a forecast of operating expenditure:

{a) such as would be incurred by a prudent service provider acting efficiently, in accordance with
accepted good industry practice, to achieve the lowest sustainable cost of delivering pipeline
SEMVICES;

(b} that will or is likely to contribute to the achievement of the national gas objective;
(e} that will or is likely to give effect to the revenue and pricing principles; and

(d) thatis amived at on a reasonable basis and represents the best forecast or estimate possible in the
circumsiances.

The expert should identify the strengths and weaknesses of each of the approaches identified against (a)
to (d) above.

AAT0-5R-T3T05A Terms of Reference - Approach to OpEx Forecasis.doc Final FPage 4 of 8
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In providing the abowve opinion, the independent expert should consider the following methods or
methodologies for forecasting operating expenditure

1. Revealed efficient cost approach

2. A bottom up approach or approaches, and

3. A forecasting approach as adopted by the AER for the JGN AA draft determination.

4. Any other methods or methodologies the expert considers relevant.

In addressing the scope, the expert should have regard to:

+  IGN's AA and AAl submitted fo the AER on 25 August 2009

*  The MGR, particularly the definition of operating expenditure, sections 71, 72, 74, and Division 7

*  AER's draft decision and the associated Wilson Cook report; in particular to Wilson Cook's definition
of the lowest sustainable cost test within rule 91 ("an important element of r. 81 of the NGR is

balancing prudence and efficiency, culminating in the lowest sustainable cost of delivering pipeline
services')

*  the national gas objective and the revenue and pricing principles

*  any other matter the expert considers relevant, including information the experts considers should be
requested from the AER or Wilson Cook im order to understand the basis upon which either party has
reached its conclusions.

4 INFORMATION FROM JGH

The expert is encouraged to draw upon JGN's AAl (confidential version) and its appendices and financial
models.

5 OTHER INFORMATION TO BE CONSIDERED
The expert is also expected to draw upon the following additional information:

* such information that, in expert's opinion, should be taken into account to address the guestions
outlined abowe

* recent Australian regulatory reviews that dealt with similar issues.

& DELIVERAEBLES
At the completion of its review the expert will provide an independent expert report which:

* is of a professional standard capable of being submitted to the AER

AAT0-5R-T3T05A Terms of Reference - Approach to OpEx Forecasis.doc Final FPage Jof 8
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* 5 prepared in accordance with the Federal Court Guidelines for Expert Witnesses set out in
Attachment 1 and acknowledges that the expert has read the guidelines :

* summarises the expert's experience and qualifications and attaches your cumiculum vitae

» identifies any persom and their gqualifications, who assists you in preparing the report or in camying out
any research or test for the purpeses of the report

* summarises JGM's instructions and attaches these terms of reference

*  (without limiting the points abowve) carefully sets out the facts that the expert has assumed in putting
together his or her report and the basis for those assumptions

The expert report will include the findings for each of the paris defined in the scope of works [Section 2).

2 pwailable at: hitp:/fwww fedcourt. gov. au/howlprac _direction.html.
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ATTACHMENT 1: FEDERAL COURT GUIDELINES

EXFPERT WITNESSES IN FROCEEDINGS IN THE FEDERAL COURT OF AUSTRALIA

1. Practiticners should give a copy of the following guidelines to any witness they propose to retain for
the purpose of preparing a report or giving evidence in a proceeding as to an opiniocn held by the
witmess that is whaolly or substantially based on the specialised knowledge of the witness (see Part
3.3 - Opinion of the Evidence Act 1995 (Cth))L

2 The guidelines are not intended to address all aspects of an expert witness's duties, but are
intended to facilitate the admission of opinion evidence®, and to assist experts to understand in
general terms what the Court expects of them. Additionally, it is hoped that the guidelines will
assist individual expert witnesses to avoid the criticism that is sometimes made (whether rightly or
wrangly) that expert witnesses lack objectivity, or have coloured their evidence in favour of the
party calling them.

Guidelines

1.  General Duty to the Court®

1.1 An expert withess has an overniding duty to assist the Court on matters relevant to the expert’s
area of expertise.

1.2 An expert witness is not an advocate for a party even when giving testimony that is necessarily
evaluative rather than inferential™

1.2 An expert witness's paramount duty is to the Court and not to the person retaining the expert

2. The Form of the Expert Evidence’

21  An experi's written report must give details of the expert’s qualifications and of the literature or
other material used in making the report.

22 Al assumptions of fact made by the expert should be cleary and fully stated.

23 The report should identify and state the gualifications of each person who camed out any tests or
experiments upon which the expert relied in compiling the report.

24 Where several opinions are provided in the report, the expert should summarise them.

3 As fo the distinction between expert opinion evidence and expert assistance see Evans Deakin Phy Lid v
Sebel Fumiture Lid [2003] FCA 171 per Allsop J at [676).

* See rule 35.2 Civil Procedure Rules (UK}, see also Lord Woolf "Medics, Lawyers and the Courts” [1887]
16 CJQ 302 at 313.

5 See Sampi v Stafe of Western Australia [2005] FCA 777 at [F92]{723]. and ACCC v Liguoriand and
Woolworths [2008] FCA 826 at [336]-[842]

5 See rule 35.10 Civil Procedure Rules (UK} and Practice Direction 35 — Experts and Assessors (UK); HG
v the Queen (1809} 197 CLR 414 per Gleeson CJ at [39]{43]: Oecean Marine Mutual inzurance
Azzociafion (Ewrope] OV v Jefopay Py Lid [2000] FCA 1463 (FC) at [17]-{23]

AA10-5R-T37T05A Terms of Reference - Approach to OpEx Forecasfs.doc Final Page 7 of 8
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25
26

2.7

2.8

29

210

The expert should give the reasons for each opinion.

At the end of the report the expert should declare that Tthe expert] has made all the inguines thaf
[the expert] believes are dezirable and appropriate and that no matters of significance that [the
experi] regards az relevant have, fo [the expert's] knowiedge, been withheld from the Court”

There should be included in or attached o the report: (i) a statement of the guestions or issues that
the expert was asked to address; (ji} the factual premises upon which the report proceeds; and (i)
the documents and other materials that the expert has been instructed to consider.

If, after exchange of reports or at amy other stage, an expert witness changes a material opinion,
having read another expert’s report or for any other reason, the change should be communicated in
a timely manner (through legal representatives) to each party to whom the expert witness’s report
has been provided and, when appropriate, io the Court’.

If an expert's opinion is not fully researched because the expert considers that insufficient data are
available, or for any other reason, this must be stated with an indication that the opinion is no more
than a provisional one. Where an expert witness who has prepared a report believes that it may
be incomplete or inaccurate without some qualification, that gualification must be stated in the
report (see footnote 5).

The expert should make it clear when a particular question or issue falls outside the relevant field
of expertize.

Where an expert's report refers to photographs, plans, calculations, analyses, measurements,
survey reports or other extrinsic matter, these must be provided to the opposite party at the same
time as the exchange of repcurls“.

Experts’ Conference

If experts retained by the parties meet at the direction of the Court, it would be improper for an
expert to be given, or o accept, instructions mot to reach agreement.  If, at a meeting directed by
the Court, the experts cannot reach agreement about matters of expert opinion, they should specify
their reasons for being unable to do so.

M E J BLACK
Chief Justice
25 September 2009

" The “Tkarian Reefer”[1883] 20 FSR 583 at 565

¥ The “Mkarian Reefer” [1893] 20 FSR 583 at 565-586. See also Omrod “Scienfific Evidence in Gouwrt™
[19688] Crim LR 240

AAT0-5R-T3T05A Terms of Reference - Approach to OpEx Forecasts.doc Final Page 8 of 8
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Jemena

Jemena Gas Metworks
(NSW) Lid

18 March 2010 ABM BT 002 D04 322

Level 14

Email: geoff swier@farmierswier.com.au 1 O¥Connell Street
Sydney NSW 2000

Locked Bag 5001

Royal Exchange
Sydney MSW 1225
T +61 2 3270 4500

Mr Geoff Swier F #6812 3270 4501
Farmier Swier Consulting W jETIENE COmL Al
Level 7, 330 Collins Strest
Melboumne Victoria 3000

JGH access arrangement additional question - approach to opex forecasts
Dear Geoff,

We refer to our instructions AA10-5R-73705A Terms of Reference - Approach to OpEx
Forecasts to prepare an expert report on approaches to forecasting operating
expenditure.

In addition to those guestions asked in your criginal instructions, we would now like you
to address one further question:

“In your opinion, what facts, materials or evidence would enable the regulator to infer that
forecast operating expenditure is efficient.”

You should consider this question a part of your instructions and provide an opinion in
regponge as part of your expert report.

If you have any questions regarding this letter please contact me on (02) 9270 4512 or
sandra.gamble@jemena.com.au.

Yours sincerely

et

Sandra Gamble
Group Manager Regulatory
Jemena Limited
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Annex 4

Geoff Swier

Curriculum Vitae

Geoff Swier is an economist with extensive experience as a regulator and consultant in the
development, implementation and operation of electricity and gas markets in Australia, New
Zealand and Asia. His industry sector experience includes electricity, gas and water. He has
acted as an expert in dispute resolution, advisory panels and arbitrations.

He recently completed a three year appointment as a part time member of the Australian Energy
Regulator.

He is a director of Farrier Swier Consulting (FSC) and independent non executive director of
Trustpower (NZ).

Since forming Farrier Swier Consulting in 1999, Geoff's experience and expertise has included:

e appearing as an expert witness and membership of dispute resolution panels in energy sector
legal proceedings

¢ designing, implementing and advising on regulatory regimes and market development

« applying the principles of regulation, government accountability and corporate governance to
policy development

e reforming international energy markets through World Bank and Asian Development Bank
projects in Indonesia, China, and South Africa.

Qualifications
¢ Masters of Commerce Degree in Economics, University of Auckland 1981

Expert Witness, Expert Panels, Dispute

Resolution

¢ Chair, expert panel established to advise the AEMC on an application for compensation by
Synergen under the National Electricity Rules (2010)

¢ Independent expert report for Jemena Gas Networks (NSW) on the appropriate classification
of the NSW gas networks. (2009).

« Member of Dispute Resolution Panel - TruEnergy vs. Vencorp and others (Victorian National
Gas Market, 2009)

¢ Member of Dispute Resolution Panel - Powercor vs. Vencorp re. Wemen (National Electricity
Market 2009, settled)

¢ Member AEMC advisory panel for establishment of first compensation guidelines, February,
2009

« Member of three person expert panel providing advice to the Ministerial Council of Energy on
definitional matters for the National Gas Law (2005); Client Commonwealth Treasury

« Member of three person expert panel providing advice to the Ministerial Council of Energy on
definitional matters for the National Electricity Law (2005); Client Commonwealth Treasury

JGN Gas Networks Access Arrangements 2010: Approach to Opex Forecasts p40



Farrier Swier

Consulting

Expert witness in Arbitration of a dispute under a power purchase agreement. Matters
covered in the witness statement included an explanation of how market prices are
determined in the electricity market, and a summary of generation investment and market
issues that affect the electricity market. (2000)

Assisted in the preparation of an expert witness statement in an arbitration of a dispute under
a Long term Gas Supply Agreement. Matters covered included the effect of the
implementation of the national electricity market on future gas prices. (1997).

Selected consultancy experience

Economic Regulation

Industry Reform

Advisor to the New Zealand Commerce Commission on the development of Input
Methodologies for capital and operating expenditure forecast information in proposals by a
regulated supplier for a customised price-quality path (2009 — ongoing)

Advisor to SP Ausnet for the Electricity Distribution Price Review (2009 — ongoing)

Advice to National Transport Commission on application of economic regulation concepts to
road pricing reform (2006)

Provided advice to the Independent Pricing and Regulatory Tribunal (IPART) on its
Investigation into Water and Wastewater Service Provision in the Greater Sydney Region
(2005).

Advised TXU Networks in relation to preparation of its submission for the 2005 network price
determination. (2004)

Preparation of revised Electricity Transmission Rules (Part F) for the New Zealand Electricity
Market. Developed detailed drafted Transmission rules based on policy framework developed
by the Ministry of Economic Development managed consultation with stakeholders and
prepared final rules (2003)

Prepared study for the Australian Utility Regulators Forum on comparing Indexed Approaches
with Building Blocks (2002)

Economic and regulatory advice to Sydney Water (2003)

Key adviser in Victorian and Australian national electricity and gas reform (1990s)

Review of Indonesia Power Sector Reform Strategy, (Client: Asian Development Bank,
(2009).

Prepared a report for the Victoria Competition and Efficiency Commission to review relevant
experience and the state of play and thinking on promoting greater competition and urban
water markets as input to the Commissions Inquiry into Reform of the Metropolitan Retail
Water Sector (2007)

Advice to Water Corporation (Western Australia) on options for industry structure and
enhancing private sector participation and competition. (2006)

Advice to the Independent Pricing and Regulatory Tribunal (IPART) on its investigation into
the structure of the greater metropolitan Sydney water industry. (2005)
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e Appointed to an expert panel (Energy System Review Committee - Singapore) to provide
advice to the Minister of Energy on energy security and reliability of the Singapore gas and
electricity systems following a major incident at a gas receiving facility (2004)

« Member of team undertaking major review of the New Zealand Gas Market for NZ Ministry of
Economic Development. (2003)

* Technical assistance study to the Peoples Republic of China for the establishment of the
State Electricity Regulatory Commission. Asian Development Bank (2003)

Prizes/Awards

¢ International Fellow of the Kings Fund, a charitable organisation based in London, which
provides management and organisational development advice to the health sector in the
United Kingdom and elsewhere

e Caughey Scholarship, Kings College, Auckland NZ
Employment History

1982 - May 1983 Policy Officer, Forecasting and Planning Division, Ministry of Energy (NZ)
May 1983 - June 1984 Economist, Labour Party Parliamentary Research Unit (NZ)

June 1984 - October Economic Advisor, Office of the Minister of Finance (NZ)

1987

October 1987 - 1988 Associate Director, Investment Banking, DFC New Zealand (NZ)

1988 - 1989 Senior Management Consultant, Ernst & Young, Energy Sector Consulting
Group (N2)

1990 Adviser, Office of State Owned Enterprises (NZ)

1991 Economic and Financial Consulting (NZ)

= Trans Power (Commercial and pricing issues connected with separation
from ECNZ; Governance and ownership issues, Wholesale Market
Development)

= Airways Corporation

= Australia Post

1992 - August 1993 Health Reforms. Director (Economic and Financial Policy), National Interim
Provider Board (NZ)

August - September 1993 Consulting (Department of Education (NZ),Government Inquiry into School
Property; Aetna Health NZ)
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September 1993 to June
1999

July 1999 — June 2005

July 2005 — June 2008
January 2007

Department of Treasury and Finance, (Victoria)

Roles

Deputy Project Leader, Electricity Supply Industry Reform Unit (1994 —
June 1996)

Deputy Project Leader, Energy Projects Division (July 1996- June 1999)
Victorian representative, National Grid Management Council
Government observer

- Board of Directors, Victorian Power Exchange,

- Board of Directors, Victorian Energy Networks Corporation

- Citipower

- Ecogen

Director and owner, Farrier Swier Consulting Pty Ltd, Melbourne
Director, Victorian Energy Networks Corporation (1999 to 2001)

Part Time Member, Australian Energy Regulator, Associate Commission
of the Australian Competition and Consumer Commission

Director, Trustpower (NZ), chair audit committee

JGN Gas Networks Access Arrangements 2010: Approach to Opex Forecasts





