Attachment 6-9 Draft Decision Response:  Operating Expenditure
This attachment sets out Envestra’s response to those aspects of the Draft Decision relating to operating expenditure, which Envestra does not accept.
Note:
· Unless noted otherwise, dollar amounts are in $2009/10, consistent with Envestra’s original submission.
· Confidential items are marked as “[c-i-c]”
1. Introduction
In the Draft Decision, the AER has made significant reductions to Envestra’s proposed operating expenditure (opex). This has resulted in a real reduction in opex over the next regulatory period of 10% relative to the current period. The AER Draft Decision, if implemented, would result in 2015/16 opex being below 2001/02 levels, despite increases in customer numbers, throughput, network size and labour and materials costs over this 15-year period.
Envestra believes that the magnitude of this cut is unreasonable and would result in forecast opex that is inconsistent with rules 74 and 91 of the National Gas Rules (NGR). The AER decision would require substantial staff reductions if it were implemented and would, in Envestra’s submission, jeopardise future service standards, network safety and reliability. The decrease in opex comprises: 

· base year efficiency penalty adjustment;

· selection of incorrect labour and material cost escalators;
· unreasonable reductions to the cost of gas purchased for unaccounted for gas (UAFG); and

· exclusion of network marketing costs.
These issues are addressed in this attachment. This attachment also addresses: 

· the required increase in insurance costs (Business Case Q62);
· the AER’s proposed amendments to liability clauses of the Access Arrangement terms (Annexure G to the Access Arrangement) which, if implemented, would require Envestra to purchase business interruption insurance; and
· the decision by the AER not to update base year opex to take into account the actual opex contained in Envestra’s regulatory accounting statements for 2009/10. 
Envestra has also identified an error in the AER’s calculations pertaining to leak savings arising from the reduced level of mains replacement accepted by the AER (specifically, in relation to its decision to halve Envestra’s proposed mains replacement program in Brisbane). There is also an error in the way that the AER has rolled forward base year opex, which is addressed in this attachment. 
In its Draft Decision, the AER has relied substantially on a report provided by Wilson Cook and Co (WC) called “Review of Expenditure of Queensland & South Australian Gas Distributors: Envestra Ltd (Queensland)” dated December 2010. This report is referred to in this attachment as the “WC Report”.
2. Base Year Efficiency Penalty
2.1 AER Draft Decision
In the Draft Decision, the AER formed the viewed that Envestra’s base year opex was not efficient, which decision was primarily based on the AER’s interpretation of certain benchmarking information provided by Envestra. This led the AER to apply an annual compounding efficiency adjustment of 2.5% to reduce Envestra’s base year opex. 

The AER’s view was reached based on an interpretation of a report prepared by Economic Insights on total factor productivity (TFP) and a report by Marksman Consulting on partial productivity indicators. The AER concluded, based on these reports, that Envestra’s productivity performance was declining over time and was inferior relative to other distributors. 

The AER, following the advice of its consultant Wilson Cook, based its decision on an analysis of the opex indicators only. Using this information, the AER concluded that the 2.5% efficiency adjustment: 

(a) results in “an average base year expenditure level for the access arrangement period that is consistent with its average in the earlier access arrangement period”
; and 

(b) “brings Envestra closer to the mean derived by Wilson Cook from the distributor comparative data contained in the Marksman report”
.
2.2 Requirements of the National Gas Law and Rules
In its Draft Decision, the AER states that
 “having regard to a number of comparative analyses submitted by Envestra and the advice of Wilson Cook”, actual opex was “inefficient”. This has led the AER to apply an annual compounding efficiency adjustment of 2.5% to reduce Envestra’s base year opex over the regulatory period.
There are several National Gas Law (NGL)/National Gas Rules (NGR) provisions which apply to any determination that a service provider’s opex is or is not efficient, including:

· Section 24(2) of the NGL which provides a service provider should be provided with a reasonable opportunity to recover at least the efficient costs the service provider incurs in providing reference services and complying with a regulatory obligation or requirement or making a regulatory payment.

· Section 24(6) which provides that regard should be had to the economic costs and risks of the potential for under and over investment by a service provider in a pipeline with which the service provider provides pipeline services.

· Rule 74 which provides that forecasts be arrived at on a reasonable basis and be best estimates.

Envestra submits that the NGL does not permit a reduction in a service provider’s allowable costs below its actual costs unless it can be substantiated that actual costs are inefficient. That substantiation requires a proper analysis of:

· actual costs incurred by a service provider over time when compared with allowances approved by regulators. Under the regulatory regime a service provider has a strong incentive to be efficient.  
If it outperforms regulatory benchmarks this increases the return to the service provider.  If a service provider outperforms its benchmark opex over time, it should be taken to be efficient;
· relevant and appropriate benchmarking data. Comparisons with other network providers can only be made having regarding to the specific characteristics of a network. Envestra submits that regulatory allowances must not be set having regard only to high level benchmarking because high level benchmarking is an indicative tool and not a basis for actually determining efficient costs or for setting forecasts of appropriate levels of expenditure. 

If regulatory benchmarks are set below a service provider’s actual costs then the risk of under investment in a network is substantially increased – a service provider which is not being provided with sufficient allowances to recover its opex and capex will be forced to cut investment in its network to make up the shortfall. 

2.3 Overview – South-East Queensland Gas Distribution Businesses
The AER in substance concluded that Envestra derived efficiencies from outsourcing the operation of its network to APA.
  The AER said:
“Where significant economies of scale, scope and low transaction costs exist, firms such as Envestra might well find it more efficient to outsource particular operational activities to a much larger firm such as the APA group.  The literature indicates that in such situations, the decision to outsource not only allows the contractor to perform the outsourced activities more efficiently, but allows the firm to obtain efficiencies from specialising in what it does best.”

Under the Operating and Management Agreement (OMA) between Envestra and APA, Envestra pays APA the following:

(a) all costs and disbursements reasonably incurred or outlaid by the APA group in performance of its obligations under the agreement;

(b) a network management fee, being 3% of network revenue;

(c) incentive payments equal to one third of the reduction in the average capital cost of connecting new consumer sites and controllable costs per gigajoule of gas after these costs have been adjusted for inflation; and

(d) costs and expenses incurred by the APA group consequent upon employees being made redundant.

The costs passed through are transparent, being the actual costs incurred by APA in managing and operating the network and there are incentives in place to minimise them
.  The costs are audited every six months by an independent auditor.
 
In addition, budgets are prepared for each financial year for operations under the OMA which are then subject to vigorous debate and detailed scrutiny.
  In addition, actual performance is compared with budget every month.

According to APA, Envestra puts constant pressure on APA to keep capex and opex costs down and to meet Envestra’s network management, operating and budget requirements.
  
John Ferguson, APA’s General Manager Networks, described the budgeting, costs monitoring and costs controlling process under the OMA in the following terms:

“38 The budgeting and cost monitoring and control process under the OMA described in this affidavit is a rigorous and often abrasive process with Envestra relentlessly pursuing the driving down of costs and increased efficiencies.”

In its Draft Decision in relation to APA’s own Queensland network, the AER has concluded, in substance, that APA operates the APT Allgas network in a generally efficient manner.  APA operates Envestra’s Queensland network in the same manner, but under an added layer of intense scrutiny and pressure to control and reduce costs.  
This suggests, as is indeed the case, that factors unique to the Envestra Queensland network affect both its opex and capex requirements.  

WC concluded
:
“...Overall, we were satisfied that the outsourcing arrangement provides Envestra with economies of scale that it would not be able to access on its own.  Only those costs actually incurred are passed through to Envestra, meaning that they are transparent; and incentives are in place to minimise them.  Independent reviews (by KPMG on managing the business in-house and by NERA on the appraisal of contractor profit margins) have concluded that the arrangement results in costs lower than Envestra would incur if it operated the network itself and that the management fee charged is not out of line with margins expected from asset management businesses.”

WC, however, concluded that transparent costs passed through by APA under the OMA to Envestra were inefficient costs on the following basis:
“...we conclude that Envestra has not demonstrated that its base-year expenditure is efficient.”
 
WC and the AER should in fact have concluded that it could not be said that those costs were inefficient.  
Envestra is not obliged to demonstrate that its base year expenditure or forecast costs are efficient in comparison to the base year expenditure and forecast costs of other operators of other networks in other places.  The NGR’s provide that opex (and capex) 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 costs of delivering pipe line services.  A distributor’s costs can only be correctly characterised as inefficient when compared to the costs incurred by other distributors, if their networks are comparable.  For Envestra’s Queensland network, the only comparable network is APA’s own network, APT Allgas, and it is not directly comparable.  
By the 2009/10 base year, both networks had an approximately similar number of customers.
 Allgas had connected more customers in the preceding seven years, Envestra had delivered a greater volume of gas and Envestra had spent approximately $48 million less on opex and capex combined over the previous seven years.  
Some of the key changes in the Envestra network between 2001/02 and the end of the forecast period, 2015/16, are set out in the table below.

Change in Key Network Characteristics, 2001/02 to 2015/16
	
	01/02
	09/10
	15/16
	3 less 1
	3 less 2

	Customer numbers
	1
	2
	3
	%
	%

	Volume customers
	72608
	83,826
	96,478
	33%
	15%

	Demand customers
	58
	67
	71
	22%
	6%

	Total customers
	72666
	83,893
	96,549
	33%
	15%

	
	
	
	
	
	

	Consumption (TJ)
	
	
	
	
	

	Volume customers
	1843
	1,942
	2,128
	15%
	10%

	Demand customers 
	2793
	3,694
	4,325
	55%
	17%

	Total Consumption (TJ)
	4636
	5,667
	6,453
	39%
	14%

	
	
	
	
	
	

	Total mains (km)
	2103
	2,375
	2,615
	24%
	10%


This table shows that if the Draft Decision were implemented, Envestra would have significantly less opex available to it by the end of the forecast period, while servicing 30% more customers, transporting 40% more volume of gas and operating and maintaining a network that has grown in length by 24%.  There is no evidence any such considerations were taken into account by WC or the AER.  

WC concluded
:
“A detailed study of Envestra’s operation would be required to identify the reasons for its present cost structure.  It would require data and entail observation at a very detailed level beyond the scope of this review.”
WC (and the AER) did not carry out such a study.  They should have reached the opposite conclusion, to that reached, namely that there was no reliable, comparable evidence that Envestra had incurred and would incur costs higher than those that would be incurred by a prudent service provider in the position of Envestra, operating Envestra’s Queensland network, acting efficiently, in accordance with accepted good industry practice, to achieve the lowest sustainable costs of delivering the pipeline services. 

The evidence referred to by WC and adopted by the AER is simply evidence based on comparison with other networks and other network operators, misinterpreted or misapplied in some cases (as to which see below), but all of which proceeded on the false assumption that because some other operators (including APA) operated their networks in some respects at lower costs, it must be assumed that the costs incurred by Envestra in Queensland where they (falsely in many cases) appeared materially higher, were not costs a distributor acting efficiently in accordance with NGR 91 would achieve.  
Having regard to the fact that:

(a) Envestra outsources management and operation of its Queensland network to a much larger and experienced operator, APA;

(b) APA brings efficiencies of scope, scale and lower costs available to APA to its management and operation of the Envestra Queensland network;

(c) The OMA provides a transparent actual cost pass-through arrangement subject to rigorous control and scrutiny including independent audit;

(d) APA is a generally efficient manager and operator of its own network and manages and operates Envestra’s network in the same manner; 

(e) there are, however, material differences between APA’s network and Envestra’s network, including, notably, in the breakdown between opex and capex, such that the networks are not directly comparable;

(f) there is no reason to believe that any other operator could manage and operate Envestra’s network better or at a lower cost than APA (including, according to the AER, Envestra itself), – 

the AER should have concluded that Envestra’s opex was consistent with that which would be incurred by a prudent service provider acting efficiently, in accordance with accepted good industry practice, to achieve the lowest sustainable costs of delivering the pipeline services.  
2.4 Envestra Response
For the reasons set out below, the 2.5% adjustment should not be made. The AER has not appropriately considered the benchmarking information that was used as the basis for its decision and has not given due consideration to Envestra’s network characteristics. 

Envestra submits that the evidence substantiates that Envestra is an efficient performer and therefore there is no basis for the application of the efficiency adjustment.  

The 2.5% efficiency adjustment is anomalous because it requires Envestra to achieve: 

· the same performance outcomes as substantially larger networks with greater customer and energy density;

· lower costs in 2015/2016 than it achieved in 2001/2002; and

· significantly lower costs than APT Allgas. 

The AER has not assessed whether the 2.5% adjustment is achievable, given the characteristics of Envestra’s network.  In Envestra’s view, it is not.

The AER has provided no rationale of how it is that the mechanisms in the regulatory regime have not, according to the AER, provided sufficient efficiency incentives to Envestra.

It is submitted that the regime has done so.  Resetting opex levels back to 2001 levels suggests that the regulatory framework is fundamentally flawed. According to the treatment given to other distributors, it is not. 

Envestra submits that the decision to impose the 2.5% adjustment should not be applied in the Final Decision. 

In support of the submission, Envestra relies on a further expert report by Economic Insights, “Review of AER Draft Decision on Envestra Queensland’s Base Year Opex” (Economic Insights 2011), and by Marksman Consulting Services Pty Ltd, “Further Gas Distributor Benchmarking Report Envestra Queensland” (Marksman 2011), which reports form part of, and should be reviewed in conjunction with, this revised Access Arrangement Information (AAI).  

Wilson Cook Report – Basis for Inefficiency Decision
As stated above, the AER has relied on the advice of WC in setting the 2.5% adjustment. 
WCC has identified seven factors it took into consideration in forming its advice to the AER.
  Those factors do not support the adjustment.  A summary of the factors, together with Envestra’s position in relation to those factors, is summarised in the following table.
Summary of Identified Factors Supporting Efficiency Adjustment
	Item
	WC Factors Identified as Justifying Adjustment
	Envestra’s Position 

	(a)
	Total opex in present period is forecast to be below that approved by QCA in the last determination.
	Indicates efficient opex levels.



	(b)
	Comparison of opex in base year with that in preceding years as approved by QCA indicates the selected year reasonably represents the business’s present costs in the expenditure categories for which the roll-forward methodology has been applied.
	Indicates base year reflects underlying efficient opex levels.

	(c)
	Envestra has not made any adjustments for non-recurrent costs in the base year.
	Not necessary.   Indicates efficient opex levels.

	(d)
	WC found no evidence that Envestra incurs additional costs as a direct result of the operating and management agreement (OMA) with the APA group.  On the contrary, the information provided by Envestra indicates that costs are lower than would be incurred if it undertook the work itself. The report from NERA supports this.
	Indicates efficient opex levels.

	(e)
	The productivity report prepared by Economic Insights concludes that Envestra’s productivity has declined over recent years and that its productivity performance is inferior to that of other gas DBs, even if the comparative businesses are larger in most cases and have higher customer and energy densities.
	Incorrect.  Economic Insights did not conclude this. 

 See Economic Insights Report dated March 2011.

	(f)
	WC analysis of benchmarking data for 2009 – the most recent year for which data from all companies was provided in the Marksman Consulting report - indicates that Envestra’s opex is materially higher than other DBs (although WC is not able to identify reasons why this is so)
	Incorrect. Misuse of benchmarking data.

Marksman Report was not an opex benchmarking study but a total cost benchmarking study (opex & capex combined)

See further Marksman Report dated March 2011

	(g)
	Unit rates used for calculating the cost of adding new customers to the network are double those that Envestra incurs in SA.
	Not comparing like with like and therefore not relevant.


As the Table reveals, the Draft Decision relies on items (e) & (f) above only. Items (a)-(d) demonstrate Envestra’s efficiency.  Contrary to the AER’s views, items (e) & (f) do not indicate any inefficiency but rather are in fact consistent with the conclusion which should be derived from (a)-(d) above. 
Each of the above issues (a)-(g) is addressed further below.
(a) Envestra’s total opex in present period is forecast to be below that approved by QCA in the last determination
Envestra has outperformed the regulatory benchmarks set by the Queensland Competition Authority (QCA) in the previous regulatory period (2006-10). The benchmarks reflected the QCA’s view of an efficient level of opex for Envestra’s Queensland network for those years.

The following figure from Envestra’s original AAI submitted to the AER in October 2010 (see Graph 3.8, pg. 30) shows the level of actual opex incurred by Envestra compared to those levels approved by the QCA.
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As stated in the AAI (pg. 30), Envestra’s “actual operating expenditure will be $5.38 million (or 5.5%) less than that allowed by the QCA”. 

Since 2006/07, Envestra’s customer base has increased by 11%, throughput by 13% and its length of network has increased by 7%.

Given this profile of opex, and taking into account increasing customer numbers, throughput and length of network over this time, the AER’s conclusion that “Envestra’s opex performance has deteriorated over the course of the earlier access arrangement period” is not supported by the evidence.

The following graph shows the 10-year actual versus benchmark comparisons for the network.
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Envestra has performed well against the benchmarks set by the QCA, and in the last five years outperformed those benchmarks. This graph shows that, as against regulatory benchmarks, Envestra’s operating expenditure has improved over the 2005/06 to 2010/2011 period. The comparisons against regulatory benchmarks require the conclusion that Envestra is efficient, not inefficient. 
(b) Comparison of opex in base year with that in preceding years as approved by QCA indicates the selected year reasonably represents the business’s present costs in the expenditure categories for which the roll-forward methodology has been applied
The AER has agreed that the 2009/10 year represents Envestra’s present opex base year costs.

(c) Envestra has not made any adjustments for non-current costs in the base year
This reflects the fact that there were no abnormal or one-off costs incurred in the base year, and as such, base year costs are reflective of efficient costs.  

(d) Outsourcing to APA Group efficient
Wilson Cook has accepted that Envestra’s outsourcing arrangement allows Envestra to access economies of scale and scope such that Envestra’s business performs better than would be the case if Envestra operated its networks in-house.  

The outsourcing arrangement enables the Qld network to operate efficiently by accessing such economies.  Even with the outsourcing however, Envestra’s small subtropical network in Qld cannot be expected to perform at the same or the lower unit cost levels of the much larger networks providing heating load in Victoria, New South Wales and South Australia, and it does not do so.  That says nothing about whether the Qld network itself is efficient or inefficient. 

(e) The productivity report prepared by Economic Insights concludes that Envestra’s productivity has declined over recent years and that its productivity performance is inferior to that of other gas DBs
The AER’s views were reached based on WC’s interpretation of a report prepared by Economic Insights (EI) on total factor productivity (TFP). The AER has concluded that:
(a) Envestra’s productivity performance has been declining over time; and 

(b) Envestra’s productivity performance was inferior relative to other distributors. 

Those conclusions were not available on the basis of EI’s analysis.  The contrary conclusion was required.

(a) Whether Envestra’s productivity performance has been declining over time

Economic Insights has since undertaken benchmarking on a like for like basis by including marketing costs for Envestra Qld, as is the case with Envestra SA and the Victorian distributors. Economic Insights explains the impact of this as follows:

“WCC (2010a) and AER (2011a) both claim that the Economic Insights (2010) report points to ‘a concerning trend in Envestra’s efficiency performance’ and productivity performance that is ‘inferior’ to that of other GDBs (AER 2011a, p. 125). However, Envestra Qld’s relatively flat and declining reported recent productivity performance is explained by the exclusion of network marketing costs for Envestra Qld while they are included for the South Australian and Victorian GDBs included in Economic Insights (2010). Including these costs for Envestra Qld – so that productivity comparisons are on a more like-with-like basis – leads to Envestra Qld’s productivity growth being positive rather than negative and positive to a reasonable extent given its adverse operating environment conditions.”

Envestra’s productivity performance has therefore been improving over time and not declining. 
(b) Whether Envestra’s productivity performance inferior relative to other distributors

Envestra submits that WC’s and the AER’s analysis of Envestra’s cost performance based on the work of EI is in error, for the principal reason that the AER analysis also does not take sufficient account of the differences between Envestra Qld and the other networks. In particular, it does not consider the extent to which differences in Envestra Qld’s performance may be due to the characteristics of its network, and the operating conditions it faces, and simply assumes differences in performance must be due to inefficiency.  

This aspect is dealt with further below.

Economic Insights (EI) 2010
EI prepared a report on total factor productivity (TFP) in September 2010 that was submitted by Envestra with its original proposal.
EI concluded that the characteristics of Envestra’s Qld network were so unique that it was not possible to form a conclusion as to whether that network was operating efficiently without undertaking further comparisons against other small gas distribution businesses operating in a sub-tropical climate. 

Specifically EI found that:
“Being a small GDB operating in a subtropical climate Envestra Qld would be likely to be at a significant disadvantage relative to the other included GDBs in comparisons of productivity levels as it is by far the smallest, has low overall energy density, and by far the lowest domestic energy density and customer density. In 2006 Envestra Qld achieved 76 per cent the TFP level of Envestra SA, 70 per cent that of JGN and between 60 and 70 per cent of those of the three Victorian GDBs. However, its operating environment conditions are so different to those of the other included GDBs that it is difficult to establish whether or not Envestra Qld is operating efficiently based on this comparison. To do this we would need to either include other small GDBs operating in a subtropical environment or undertake econometric adjustments for operating environment conditions. The number of observations available in the Economic Insights GDB database precludes the latter option.” 
 

These matters have not been taken into account by the AER. Nor did the AER undertake any analysis of Envestra Qld against sub-tropical gas distribution businesses other than a high level comparison of Envestra Queensland and Allgas (which comparison, for the reasons set out later, has not been undertaken correctly). 

For example, as EI notes, when comparing the performance of Envestra Qld against Envestra South Australia no account is taken by WC or the AER of the fact that Envestra Queensland’s lower customer and domestic energy densities require it to add more mains for each new customer and therefore will give it lower capital partial factor productivity (PFP) and total factor productivity (TFP) growth rates.
  
Further, the key drivers of costs in a distribution business are scale, customer density and energy density and yet little account is taken by the AER of the fact that Envestra Qld is a small network with low customer and energy densities. As EI notes:

“The key characteristics of the six GDBs included in Economic Insights (2010) – Envestra Qld, Envestra SA, JGN and the three Victorian GDBs – are presented in table 1 for 2006, the latest year for which actual Victorian data are available in the database used. In terms of throughput Envestra Qld is only 20 per cent the size of Envestra SA, less than 10 per cent the size of the three Victorian GDBs and around 5 per cent the size of JGN. In terms of customer numbers Envestra Qld is also around 20 per cent the size of Envestra SA, around 15 per cent the size of the three Victorian GDBs and around 8 per cent the size of JGN. To the extent that economies of size are important in gas distribution, Envestra Qld will be at a significant disadvantage relative to all the other included GDBs.” 

Key characteristics GDBs included in Economic Insights (2010), 2006

	GDB
	Throughput

TJ
	Customers

No
	System capacity

Sm3
	Distribution mains length

kms
	Energy density

GJ/customer
	Customer density

Customers/km

	Envestra Qld
	5,163
	75,668
	26,515
	2,244
	68
	34

	Envestra SA
	26,703
	367,482
	83,573
	6,665
	73
	55

	JGN
	94,788
	975,033
	358,799
	23,149
	97
	42

	Envestra Vic
	57,430
	498,807
	114,375
	8,647
	115
	58

	Multinet
	60,138
	647,572
	111,859
	9,332
	93
	69

	SP AusNet
	71,294
	520,289
	112,667
	8,941
	137
	58


Source: Economic Insights GDB database
El observed p8-9:
WCC (2010a, p.43) make the following observation:

‘Whilst the network is small, we note that Envestra claims that its outsourcing arrangement with the APA Group provides economies of scale that offset the disadvantages of having a smaller network. It should also enjoy small, further, benefits from owning and operating three gas networks.’

While the outsourcing arrangement should help offset some of the disadvantages of having a very small network such as lower purchasing power in negotiating with input suppliers, some diseconomies of scale will inevitably remain. These include the impact of implementing changes such as FRC which have a high fixed cost element and indivisibilities such as the need for minimum field crew sizes for safety reasons. In addition, smaller work quantities are often more difficult to manage and, without continuity of work in some areas, there is a requirement for greater multi–skilling and the availability of a greater variety of equipment and fittings on each truck to be able to respond to different work requirements.  The effects of these disadvantages from operating at such a small scale in comparison to the other included GDBs needs to be allowed for in comparisons of productivity levels and cannot simply be dismissed as done by WCC.
However, the two key operating environment characteristics which influence energy distribution business productivity levels – energy density (throughput per customer) and customer density (customers per kilometre of main) – are likely to have a larger impact.  In terms of customer density, Envestra Qld has less than around 60 per cent the customer density of the Victorian GDBs and Envestra SA and around 80 per cent the customer density of JGN.

In terms of energy density, Envestra Qld has less than half the energy density of SP AusNet, less than around 70 per cent the energy density of Envestra Victoria, JGN and Multinet and 93 per cent that of Envestra SA.”

Other differences noted by EI are:
(a) domestic energy density in Queensland is less than 17% that of the Victorian Gas Distribution businesses and less than half of that of Envestra South Australia and Jemena due to the fact Envestra Queensland’s gas is, generally, not used for space heating; 

(b) domestic energy throughput is only 13% of Envestra’s throughput (as compared to 40-68% for the Victorian distributors) again meaning greater costs are required to be incurred to service individual customers; 

(c) domestic customer penetration rates will be lower for subtropical gas distribution businesses meaning they have to lay more length of pipe to reach customers.

In summary, Envestra’s low customer and energy densities mean it cannot be compared with Jemena, the Victorian gas distribution businesses and Envestra South Australia. The AER should have recognised this.  The AER has nevertheless made the comparison, setting forward looking benchmarks of opex, without taking into account these key differences between Envestra Qld and these other networks.
Network Marketing Expenses
The EI 2010 report excluded from Envestra Qld’s costs network marketing expenses.  This was initially done to give consistency with Jemena which, together with Envestra Qld, has lower penetration rates than other distribution businesses. However network marketing expenses are included for the Victorian gas distribution businesses and Envestra South Australia. 
Calculating Envestra Qld’s productivity performance inclusive of network marketing expenses gives annual TFP growth of 0.7% over the last 12 years and opex partial productivity growth of 2.3% per annum instead of 1%.
 
There is therefore a significant improvement in Envestra’s performance if EI’s figures are adjusted to give a like-for-like comparison with South Australia and Victoria.  
(f) AER analysis of benchmarking data for 2009 –the most recent being the Marksman Consulting report - indicates that Envestra’s opex is materially higher than other DBs
The AER has relied on three principal observations of WC, namely that the data in Marksman’s report shows:
(a)  that particularly since 2006-7, Envestra Qld has recorded higher opex than all other distributors in the sample including APT Allgas;

(b) that Envestra’s opex has been relatively higher than other distributors when considered both on a per km and per customer basis;

(c) that Envestra’s performance was above ‘the mean’ on all measures by between 20-105%.

Each of these conclusions is flawed, for the following reasons.

General Use of High Level Benchmarking 
The WC and AER analysis places excessive reliance on high level benchmarking, with a focus on only the opex indicators. 

Marksman warned against this. The Marksman 2010 report stated in this regard that:

“It is difficult to draw meaningful conclusions in regard to the efficiencies of Envestra Queensland’s historical Capex and Opex, as Envestra Queensland’s operating conditions are so different. The most comparable gas business is Allgas, and for some measures Envestra compares favourably with Allgas, for other measures it is the other way round or they are much the same. Marksman concludes that Envestra Queensland’s Capex and Opex has historically been commensurate with that of Allgas.” 
 

Envestra submits the AER placed undue reliance on the results of high level benchmarking and productivity analysis and gave insufficient consideration to other factors that may explain Envestra Queensland’s cost performance.

High level benchmarking is a useful tool that can give an indication of a business’s performance.  However it has limitations and is not, on its own, an appropriate mechanism for regulatory decision making.  As noted by Marksman in its September 2010 report:
“The difficulty is that each distributor is unique and will differ from other distributors in its network characteristics, such as the size of the network, customer numbers, operating environment, climate, geographic considerations, age and condition of the network and customer mix, etc. Each of these network characteristics will have an impact in some way on the requirements for capital and operating expenditure, making it difficult to make definitive expenditure comparisons.”

WC also recognise this:
“Generally, the use of benchmarking is more valid for operating expenditure than capital expenditure as capital expenditure is significantly influenced by growth and expansion rates and the age of existing network assets. Benchmarking is also more useful when the characteristics of networks and the conditions under which they operate are similar or can be normalised. Gas networks tend to have a much wider range of energy and customer densities than electricity networks with the result that the information presented from benchmarking needs to be carefully interpreted and, at best, will present only a broad indication of cost performance.”
 [emphasis added]

Despite this acknowledgement, WC and the AER then used benchmarking as the sole basis upon which to materially reduce Envestra’s forecast opex over the next regulatory period -  below its actual costs in the current period and below 2001/02 levels. This was a major error.

(a) Whether Envestra’s Opex Has Been Higher than Other Distributors since 2007 (particularly Allgas)

Turning to the conclusion in (a) above, in the comparisons made between Envestra and Allgas, there is no recognition of the fact that Allgas has higher capex than Envestra.  Nor is regard had to the fact that, unlike Allgas, Envestra has outperformed against the regulatory benchmarks. 

 

There is no recognition of the fact that at the last review the QCA approved higher opex and lower capex allowances for Envestra relative to Allgas, which reflected differences in the way cost data was presented in regulatory accounts
.

These matters are discussed further below. 

Marksman Report

Marksman prepared a high level benchmarking report in September 2010 that set out a series of partial performance indicators. 
WC stated that they do not agree in respect of opex that the conclusions of Marksman are valid.
  This implies that Marksman had concluded that Envestra Queensland is a better opex performer than Allgas. Marksman does not state this. Marksman instead says that on some performance measures Envestra is the better performer and on others Allgas is the better performer. 
A review of the Marksman 2010 report shows that Envestra Qld is the superior performer in respect of capex/km, capex as a % of RAB and capex/customer. Allgas is the superior performer in respect of opex as % of revenue, opex as % of RAB, opex/customer and opex/km, but only from 2005/06 when, for some reason, there is an inexplicably large drop in Allgas’s opex indicators. This led Marksman (pg. 5) in his 2011 report to state that: 

“The Marksman report showed that, while Envestra Queensland had relatively higher Opex measures, it performed better than Allgas on most Capex measures.”

In its report, WC compared Envestra Queensland against APT Allgas, making the comment that:

“Envestra’s Queensland operation is small, with low customer and energy density. However, it operates in a similar geographical environment and is of a similar size to APT Allgas’ operation in Queensland yet, in spite of this, Envestra’s operating cost per km is still 75% higher than APT Allgas’ and its operating cost per customer is 34% higher.” 
 

In response, Marksman (pg. 6) in his 2011 report has noted that:

“...if the same consideration was given to Capex, it would have shown that Allgas’ capital cost per km is 34% higher than that of Envestra and its capital cost per customer is 75% higher than Envestra’s.”

The above consideration of both capex and opex supports the conclusions made in Marksman 2010 that Envestra’s total expenditure has historically been commensurate with that of Allgas. Marksman 2011 (pg. 5) concluded that:
“Both the AER and Wilson Cook have misinterpreted the Marksman report conclusion that ‘Envestra Queensland’s Capex and Opex has historically been commensurate with that of Allgas’. [emphasis added].  The intent of this conclusion was that the expenditure of the two distributors were commensurate when considering Capex and Opex together. This conclusion reflected consideration of both Capex and Opex and included combined Capex and Opex measures.”
The WC report, on which the AER relies, only considered comparisons between Envestra Queensland and Allgas opex partial productivity indicators. 
However opex cannot be considered in isolation as there is a clear trade-off between opex and capex.  Higher capex will reduce opex costs and vice versa.
  Furthermore, as different distributors will have different capitalisation policies, considering one measure in isolation from other measures of performance will not allow an accurate assessment of performance.
 On this matter Marksman 2011 notes that:
“In a high-level benchmarking study, it is necessary to consider both Opex and Capex together, for the following reasons:
· Differences in capitalisation policies – distributor A may capitalise various items (resulting in higher Capex and lower Opex) whereas distributor B may treat the same items as operating expenses (resulting in lower Capex and higher Opex).

· Capex-Opex trade-offs – some decisions can be taken by a distributor that lead to an increase in Capex at the expense of Opex and vice versa. For example, a decision to defer mains replacement works would be expected to increase Opex at the expense of Capex.

The consideration of Opex or Capex in isolation can lead to incorrect conclusions being drawn.”
 
EI 2011 also states that:
“A fourth consideration that needs to be allowed for in comparisons of opex partial indicators is the trade-off between opex and capex a GDB has chosen to make. Some GDBs may opt to replace aging assets early to avoid the higher opex associated with maintaining and fixing leaks in older mains.  Others may find it more economic to keep their older assets going longer with higher opex offset by lower capex spends.  Unless this trade-off is allowed for, a GDB that chooses to replace assets early will look better on opex partial indicator comparisons even though it may have higher overall costs.”
 

The WC and AER analyses does not take these matters into account.  There is no recognition that Allgas has higher capital costs and the impact that this may have on the opex of Allgas compared with Envestra’s opex. This led Marksman 2011 to conclude that:
“Both Wilson Cook and the AER have made an inappropriate use of the Marksman report, in that they have focused on the Opex measures only and have not given consideration to the Capex measures. Based on only part of the picture, the AER and Wilson Cook have gone on to conclude that Envestra Queensland is inefficient.

The only way that the AER (and Wilson Cook) could conclude that Envestra Queensland was inefficient, was if it performed poorly across most Opex measures and across most Capex measures, which is not the case.” 
 

Envestra therefore submits that the AER cannot only consider Envestra’s relative opex performance, but must also consider the related capex measures before drawing conclusions on Envestra’s efficiency performance overall. 

Specific Allgas Comparison
Envestra outsources the operation of its network to APA, which also operates the Allgas network. Therefore the same operator provides the same services across the entire Queensland network. Both networks are operated by APA according to the same operating protocols.  
It is implausible that the same operator should be considered efficient in providing services to one part of Brisbane but inefficient in other parts. It is implausible that one network serviced by APA in Qld would require such substantial cost reductions of 16%, whereas the other network serviced by APA in Qld would not (as it is deemed to be efficient). 
In this regard, Envestra notes that the relatively different opex and capex levels has been acknowledged and accepted in the past by the Queensland Competition Authority (QCA). For example, the QCA for the current Access Arrangement period approved opex benchmarks that were 30% higher for Envestra and capex benchmarks that were 82% higher for Allgas. 
Further, in making comparisons between Allgas and Envestra Qld, the AER has failed to take into account the differences between those networks as well as apparent issues with the Allgas data. 
In respect of the Allgas data, in the period 2005 to 2007 there is a 43% fall in Allgas’ opex per kilometre and a 41% fall in opex per customer. As EI notes it is implausible that these changes reflected actual reductions in costs (given this would not be sustainable). It is more probable that these figures reflect changes in accounting policies/procedures.
  The change in accounting treatment occasioned by the APT acquisition of Allgas from Energex was noted by the AER at page 87 of the APT Allgas Draft Decision.
Irrespective of the issues with the Allgas data, and the consequent risks in using that potentially unreliable data for the purposes of making comparisons, there are material differences between the Allgas and Envestra networks which need to be taken into account when seeking to compare the two networks. The below table, taken from the EI 2011 report
, highlights these differences: 
	Description
	Envestra Qld
	APT Allgas

	Total length of mains at 1/7/2010 (km)
	2,368
	2,942

	Total length of old cast iron and unprotected steel mains (km)
	330
	480

	Total length of high and transmission pressure mains with cathodic protection (km)
	138
	531

	Customer density (customers/km)
	35.3
	27.8

	Energy density (TJ/customer)
	0.068
	0.128

	Use of high density polyethylene and nylon mains
	Common
	Uncommon

	Common operating pressure for networks supplying domestic customers (kPa)
	100
	200

	Customer metering stations in low pressure networks have pressure regulators
	Yes
	No

	Total annual load for 2009/10 (TJ/Annum)
	5,697
	10,466

	Total annual load for volume industrial and commercial customers for 2009/10 (TJ/Annum)
	1,253
	2,015

	Total demand customers annual load for 2009/10 (TJ/Annum)
	3,725
	7,666

	Total number of customers at 1/7/2010
	83,573
	81,824

	Number of industrial and commercial volume customers at 01/07/10
	2,831
	4,739

	Number of demand customers at 01/07/10
	67
	102


It can be seen that, amongst other matters, the two entities have significantly different capital assets, customers, and total annual loads. 

In respect of the differences between Allgas and Envestra, EI has noted:

“While the two GDBs have a similar total number of customers, APT Allgas has almost twice the throughput of Envestra Qld and a 24 per cent longer length of mains. This leads to APT Allgas having a customer density that is 20 per cent less than Envestra Qld but an energy density that is around twice that of Envestra Qld. APT Allgas has almost 70 per cent more volume industrial and commercial customers and 50 per cent more demand customers than does Envestra Qld. Furthermore, each of APT Allgas’ demand customers consumes more than twice Envestra Qld’s demand customers do on average while APT Allgas’ volume industrial and commercial customers each consume 60 per cent more than Envestra Qld’s volume industrial and commercial customers do on average. This makes APT Allgas much more focused on large industrial and commercial customers than is the case for Envestra Qld. As discussed in the preceding section, this will put APT Allgas at a large advantage in comparisons of many of the partial opex indicators.”

There is no recognition by the AER or Wilson Cook of these factors. 
Revenue Allowance/Actual Opex Comparison with Allgas
Envestra notes that the WC report specifically compares Envestra’s performance with APT Allgas’s performance, noting that “the most comparable gas business is APT Allgas”.
  

The following table sets out the APT Allgas opex over the current period relative to the regulatory benchmarks set by the QCA.

	$ nominal
	2006-07

actual
	2007-08

actual
	2008-09

actual
	2009-10

actual
	2010-11

forecast

	Opex Actual/Forecast

	14.19
	14.40
	15.34
	16.92
	18.12

	QCA approved

	14.14
	15.31
	14.85
	14.41
	14.31


A comparison of Envestra’s opex performance with Allgas since 2001 and going through to the end of the forecast period is set out below: 

Comparison of Envestra and APT Allgas Benchmark and Actual Operating Expenditure, 2001/02 to 20015/16
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This table demonstrates the following:

(a) The regulatory benchmark opex set by QCA for Envestra has always been higher than for APT Allgas.

(b) Envestra has outperformed the regulatory benchmarks set for it; APT Allgas has exceeded its benchmarks.

(c) APT Allgas’ actual opex has increased significantly since 2005/06. 

(d) The Draft Decision for the first time in ten years will by 2013 set regulatory benchmark opex for Envestra at levels significantly below that set for APT Allgas, notwithstanding that both networks are managed and operated by APA with additional scrutiny as to costs imposed by Envestra in respect of its own network.  

Unlike Envestra, this shows APT Allgas’ actual opex was consistently above the regulatory benchmarks set by the QCA. The AER should have concluded that Envestra is therefore relatively efficient and not inefficient. 
(b) Whether Envestra’s opex Is relatively higher than other distributors when considered both on a per km and per customer basis 
The Marksman 2010 report
 showed that Envestra and Allgas were together at the top of the range for total expenditure per km, but that Envestra had a higher total expenditure as a % of RAB than that of Allgas.
A further analysis of the data shows that Allgas had a higher total expenditure per customer than Envestra, whereas Envestra had a higher total expenditure per GJ. 
  

(c) Whether Envestra’s performance was above ‘the mean’ on all measures by between 20-105%.

Turning to the third conclusion drawn by the AER as summarised earlier, Envestra makes the following points.

The AER states that its efficiency adjustment has the purpose of bringing Envestra “closer to the mean derived by Wilson Cook from the distributor comparative data contained in the Marksman report”.

The imposition of a significant efficiency adjustment that brings Envestra Qld’s performance to the mean of the sample is illogical. By imposing an obligation upon Envestra to achieve expenditures consistent with the mean implies that Envestra Qld has the same characteristics as the other Australian networks, an assumption which is clearly incorrect. 

In any event, there is no analysis by the AER or WC as to whether the 2.5% adjustment represents an appropriate level of cost for the Qld network (given its characteristics) or whether this level of opex is actually achievable without compromising network safety and reliability.  Envestra’s view is that it is not achievable.

In Envestra’s view this is not an appropriate basis for regulatory decision making, particularly decisions which seek to reduce a service provider’s allowable revenue below its actual costs and places them back at 10 – 16 years earlier levels.  
The application of the 2.5% efficiency adjustment proposed by the AER means that opex levels in 2015/16 ($15m, real 09/10) will be set at a level lower than actual opex in 2001/02 ($18m, real 01/02).

Such a result cannot be correct, particularly when regard is had to the fact that over this period, customer numbers have increased, labour costs have increased and materials costs have increased.
Finally, the efficiency adjustment factor means that in 2015/16 (the end of the next access arrangement period) Envestra’s allowable opex will be around $15 million, which is significantly less than the $19 million allowed for Allgas where an efficiency factor was not applied. Further, over the same period Envestra’s allowable capex is $121 million ($2010-11) compared to $129 million ($2010-11) allowed for Allgas. 

Summary

The AER, following the advice of its consultant WC, based its decision on an analysis of the opex indicators only. Using this information, the AER concluded that the 2.5% efficiency adjustment: 
(a) results in “an average base year expenditure level for the access arrangement period that is consistent with its average in the earlier access arrangement period”; 
 and 

(b) “brings Envestra closer to the mean derived by Wilson Cook from the distributor comparative data contained in the Marksman report”. 

For the reasons indicated earlier, these conclusions are flawed.
(g) Unit rates used for calculating the cost of adding new customers to the network are double those that Envestra incurs in SA
This is an invalid comparison because the issues and costs involved in adding new customers to the network in South Australia are simply not comparable to those involved in adding new customers to the network in Queensland.  In part this is because there are material differences in economies of scale in undertaking connection works in each state, as is evident by the number of connections each year (around 2,000 in Envestra Qld versus around 8,000 in Envestra SA).  Other reasons for the differences in costs are set out in section 3.4 of the Economic Insights 2011 report. 
2.5 Summary
For the reasons set out above, Envestra does not agree with the 2.5% penalty proposed by the AER in its Draft Decision. In particular, the AER has not appropriately considered the benchmarking information that was used as the basis for its decision and has not given due consideration to Envestra’s network characteristics. 

Envestra therefore submits that there is no evidence to substantiate that Envestra is an inefficient performer and, as such, there is no basis for the application of the efficiency adjustment.  The 2.5% efficiency adjustment clearly produces an anomalous result given it requires Envestra to achieve: 

· the same performance outcomes as substantially larger networks with greater customer and energy density;

· lower costs in 2015/2016 than it achieved in 2001/2002, despite significant network growth; and

· significantly lower costs than APT Allgas who operate the network in the same manner as Envestra. 

This result is clearly inconsistent with the requirement that a service provider be given a reasonable opportunity to recover at least its efficient costs. The approach used to forecast opex is also inconsistent with the requirement that estimates be arrived at on a reasonable basis. 
Envestra therefore submits that the decision to impose the 2.5% adjustment should not be applied in the Final Decision.
3. Labour and Material Cost Escalators
3.1 AER Draft Decision
The AER rejected Envestra’s forecast input cost escalators, which forecasts were prepared by BIS Shrapnel (“BIS”), for a number of reasons:

(a) In relation to the index measure used to forecast labour price growth, Envestra proposed escalators based on the Average Weekly Ordinary Time Earnings (AWOTE) measure, whereas the AER considered that the Labour Price Index (LPI) is the better measure of changes in labour price;
(b) The AER considered that BIS did not explicitly adjust the labour cost measure for the effect of productivity on each unit of output (i.e. for changes in labour productivity); and
(c) The AER considered that there was a lack of detail and substantiation in the BIS report in relation to the proposed “network materials” escalator, and consequently concluded that there should be no real escalator for network materials.

3.2 Envestra Response

Envestra does not agree with the AER’s decision to use the LPI rather than AWOTE.  Envestra submits that AWOTE is the measure that complies with the requirements of the National Gas Law and the National Gas Rules. 
The purpose of determining a cost escalator is to identify that escalator which results in cost benchmarks that provide a service provider with a reasonable opportunity to recover at least the efficient costs of providing reference services (National Gas Law, section 24(2)). The escalator selected must therefore be that which provides the best estimate arrived at on a reasonable basis of a service provider’s efficient costs. 
The LPI does not satisfy the above criteria.  This is primarily because the LPI does not incorporate changes in the skill composition of the workforce whereas the AWOTE measure does. Compositional changes, which are ongoing in labour markets, capture the effect of there being a higher proportion of higher skilled workers, which in turn is an important driver of changes in labour cost to a firm.  
It is for this reason that the use of AWOTE is not a position advocated only by service providers. Both regulators and their consultants have also used AWOTE in past regulatory decisions. For example, in the 2008-2012 Gas Access Arrangement Review (GAAR), Pacific Economics Group, who were a consultant to the Essential Services Commission of Victoria (ESCV), stated: 
“There are two main options for Australia’s electric, gas and water (EGW) sector:  the AWOTE recommended by BIS Shrapnel and Meyrick, and the Labour Price Index (LPI).  As a conceptual matter, PEG agrees with Meyrick and BIS Shrapnel that the AWOTE is preferred to the LPI.  The main reason is, as Meyrick has written, that the AWOTE is “more likely to accurately capture compositional changes in the workforce.

This means it will capture the effect of upskilling as employers rely less on unskilled labour and as capital is progressively substituted for labour
.”
Likewise, in its 2006 review of Envestra’s South Australian Access Arrangement, the Essential Services Commission of South Australia (ESCOSA) accepted that Envestra’s forecast real wage escalation, which was based on AWOTE, was “compliant with the requirements of the Code”.
  The requirements of the Code relevant to considering this matter are consistent with the relevant requirements of the NGR.
In short Envestra notes that the use of AWOTE has been advocated or approved by ESCOSA, Pacific Economics Group, Economic Insights, Professor Borland, BIS Shrapnel, Meyrick and Associates and KPMG Econtech
. The reason for the strong expert support for AWOTE is that it provides a more accurate estimate of the forecast changes in labour costs (rather than price) of a business.  The reasons for this are explained below.
Envestra’s submission is supported by expert reports by Professor Jeff Borland, “Labour Cost Escalation Report for Envestra Limited”, Economic Insights, “Review of AER Draft Decisions on Envestra Queensland’s and Envestra South Australia’s Input Price Escalators” (Economic Insights 2011a) and BIS Shrapnel, “Real Cost Escalation Forecasts to 2015/16 – Queensland and South Australia” (BIS Shrapnel 2011), which reports form part of, and should be reviewed in conjunction with, this AAI.

3.3 The Relative Merits of AWOTE and LPI

Envestra refers to the report prepared by Professor Jeff Borland of Melbourne University, which accompanies this submission. Professor Borland is an expert on the operation of labour markets in Australia. 
Professor Borland makes the following points in his report:

(a) unlike the AWOTE, the LPI does not capture changes in the cost of labour to a firm stemming from increases in workforce productivity that are driven by changes in the skill composition of the workforce. For example, a higher share of skilled workers and a lower share of low skilled workers will increase AWOTE but not the LPI.
 Moreover, the LPI measure will only partially capture changes in the cost of labour driven by the increased productivity of individual workers;

(b) the AWOTE measure will therefore include all the components of productivity improvements that drive real wage growth while the LPI will not. To use the LPI as an earnings measure and then adjust for changes to labour productivity is to double-adjust for productivity changes (as the full cost of achieving gains in labour productivity are not reflected in the cost of labour used). The methodology employed by Access Economics, and accepted by the AER (of adjusting the LPI for changes in labour productivity) results in a downwardly biased measure of labour costs as it effectively adjusts for labour productivity twice;

(c) changes in the skill composition of the workforce are ongoing in the economy (that is, labour markets are not static); 

(d) the argument by Access Economics that LPI best reflects price growth over time is not correct. The fundamental drivers of wages growth are labour productivity changes and CPI.  Over the period 1997/98 to 2009/10 the sum of CPI and labour productivity (4.45%) is best approximated by AWOTE (4.55%) and not LPI (3.6%), because LPI understates the true costs of labour;

(e) any difference in volatility between AWOTE and LPI is not an issue for forecasting. As long as there are multiple data points (which there are) those points can be used to forecast the trend of wages growth over time.

Professor Borland concludes that:

“The AWOTE series is, in my opinion, on both theoretical and practical grounds, the best series according to the test to be used as the basis for forecasts of future labour costs.  First, in deriving a productivity adjusted measure of labour costs, it is necessary for the earnings measure used to incorporate effects of changes to labour productivity – both due to composition effects and increases in the productivity of individual workers; otherwise the measure of changes to labour costs will under-estimate true changes in labour costs.  It is the AWOTE series that best reflects the effects of changes to average worker productivity on earnings.  That AWOTE reflects labour market fundamentals has been confirmed by the benchmarking exercise I have undertaken which shows that – over the longer-term – the rate of change in AWOTE is closely related to the sum of the rates of change in the CPI and labour productivity.  Second, for forecasting future earnings, and on the basis of the length of the time series of data available, I am not aware of practical problems with using AWOTE that would not also exist for other earnings series such as LPI.”

In addition to the report of Professor Borland, Envestra refers to the expert report of Economic Insights 2011a, which report supports the conclusions of Professor Borland.  Specifically Economic Insights states:
“AWOTE is, thus, more likely to accurately capture compositional changes in the workforce. This means it will capture the effect of upskilling as employers rely less on unskilled labour and as capital is progressively substituted for labour. These are important means of achieving productivity growth over time.  They are not picked up by the LPI which effectively assumes a completely static situation.  Moreover, AWOTE will better reflect labour price pressures in a tight labour market as it picks up the effect of employers prematurely promoting individuals they want to retain and ‘reclassifying’ jobs as a means of paying staff more to prevent them from being poached by other organisations. The LPI will fail to capture these important characteristics of a tight labour market situation in a particular industry as it uses a fixed basket of job classifications that is not updated to reflect changing circumstances and the ongoing dynamics of labour markets.
” 

and
“The input price escalator used in regulation needs to reflect the actual costs incurred by GDBs. In tight labour markets this means changes in composition of the workforce in response to shortages, substitution towards capital and associated ‘upskilling’ and changes in response to technological change and productivity growth over time all need to be allowed for.

The correct measure thus needs to reflect changes in the actual composition of employment rather than an abstract measure of ‘underlying’ wage inflation which makes no allowance for compositional changes and their ongoing drivers. All else equal, the LPI will tend to understate the rate of labour cost increase GDBs face in achieving productivity growth.”
 

“Access Economics (2010, pp.86–7) justifies its preference for the LPI on the grounds that it is the Australian Bureau of Statistics’ preferred measure of labour prices and because it is less volatile than the AWOTE measure. However, the preferred index for abstract statistical purposes or for macroeconomic analysis is not automatically the correct index for regulatory purposes. As indicated above, given the central role of FCM
 in building blocks regulation, the correct index is the one that best reflects movements in actual labour prices faced by the GDB, not an abstract ‘underlying’ index that may not well reflect conditions on the ground.
 The other argument in favour of the LPI used by Access Economics (2010) regarding the relative volatility of the AWOTE versus LPI measures in the past provides no excuse for not using the theoretically correct index for regulatory purposes.  In any case, the BIS Shrapnel (2010) forecasts for AWOTE generally show no more volatility than their forecasts for the LPI.”
      
Finally in their updated report, BIS Shrapnel 2011 state:
“BIS Shrapnel notes that in its recent draft decision for the Victorian Draft Determination, the Australian Energy Regulator (AER) stated that “consistent with previous AER determinations, the AER considers that the LPI is the measure that most reasonably reflects the labour costs that a Victorian DNSP is likely to incur”.
We disagree with this statement from the AER. Changes in labour costs for an enterprise (such as Envestra Limited) or an industry (such as the Electricity, Gas and Water Supply sector) are driven both by changes in the price of grades of specific labour and by changes in skill levels (for which employees are promoted to higher grades, at a higher cost to the enterprise). 
The labour price index only measures changes in the price of labour, or wage rates, for specific occupations or job classification, which are then aggregated into a measure of the collective variations in wage rates made to the current occupants of the same set of specific jobs. That is, the labour price index is a measure of underlying wage inflation in the economy. The LPI, therefore, reflects pure price changes, but does not measure variations in quality of the quantity of work performed. The LPI also does not reliably measure the changes in total labour costs which the Victorian DNSP incur, because the LPI does not reflect changes in the skill levels of employees within an enterprise or industry. As skills are acquired, employees will be promoted to a higher grade or job classification, and with this promotion will move onto a higher base pay. So the change in the cost of labour over, say a year, includes increases in the base pay rates (which the LPI measures) and the higher average base pay level. The AWOTE captures both these elements, while the LPI only captures the first element. Basically, promoting employees to a higher occupation does not necessarily show up in the LPI, but the employer’s total wages bill (and average unit labour costs) is higher, as is AWOTE…
For this reason, BIS Shrapnel prefers using AWOTE as the measure that best reflects the increase in wage cost changes (or unit labour costs, net of productivity increases) for business and the public sector across the economy. Nonetheless, to enable comparisons with the Access Economics’ forecasts provided to the AER, we have included forecasts of the LPI for the EGW sector in Queensland and South Australia. This is based on the national EGW LPI forecasts as the LPI data is not available for the EGW sector by state.”
 
The above demonstrates that the LPI measure clearly does not reflect the labour costs of the firm and does not allow the firm to recover its efficient costs.  The impact of this on resource costs will not be captured by the LPI, demonstrating that this measure is not compliant with the National Gas Law or the NGR, particularly rule 74 that requires forecasts to reflect best estimates arrived at on a reasonable basis. 
Productivity Adjustment

The AER, on the basis of the recommendation of Access Economics, makes an annual labour productivity adjustment of 2.3% for Queensland (in addition to the 2.5% reduction discussed earlier in this attachment).  As Economic Insights notes on page 7 of their report this produces a negative real labour cost escalator. 

Economic Insights points out that this productivity adjustment is a departure from the approach taken by the AER in the past, particularly in the Jemena gas access arrangement review and the Victorian Distribution Network Service Provider review. 

The approach used by the AER to adjust for productivity is incorrect.  In forecasting operating costs, Envestra has explicitly taken into account the potential for improving productivity.  For example, implementation of the mains replacement program reduces UAFG costs and leak repairs, improving productivity.  These savings (productivity improvements) are already built into Envestra’s forecast opex.  More specifically, Envestra has forecast leak repair savings of $4.4m by 2015/16 (Refer Business Case Q60).

As noted above, where a productivity adjustment is combined with LPI this double adjusts downwards for productivity.  By also factoring in productivity improvements built into opex forecasts, the AER is in effect adjusting for productivity three times.  The correct approach is to escalate costs using AWOTE and use productivity forecasts in the operating costs forecast proposed by Envestra.
Furthermore, there is no basis for assuming that the utilities sector will achieve positive productivity growth.  As Economic Insights has pointed out the ABS EGW labour PFP series has consistently declined at the annual rate of 3.6% since 1998.  This sector is, clearly, the relevant sector to use for any forecast of productivity trends in Envestra’s workforce as this is the sector which comprises that forecast. 

Access Economics gives various reasons for their view that there will be a major reversal in productivity trends.  For the reasons set out in the BIS Shrapnel Report these reasons are not cogent.  BIS Shrapnel states as follows:

“Access Economics numerical forecasts of productivity growth, as presented to the AER, show that future productivity growth will be strong in the utilities sector at the Australian and state (Queensland and South Australia) level. This is in contrast to the observed productivity growth for the industry over the previous decade.

Over the six years from 2010/11 to 2015/16, Access Economics expects the average productivity growth in the national utilities industry to be 1.8% per annum. For Queensland and South Australia, Access Economics predicts average productivity growth of 1.6% and 1.9%, respectively. This compares with an average productivity growth of -3.6%, -3.5% and -1.7% per annum for Australia, Queensland and South Australia, respectively over the previous decade…

Even discounting for the observed volatility in the EGW labour productivity growth, we view Access Economics’ forecasts of productivity growth as too optimistic.

According to Access Economics, the sanguine productivity outlook is based on easing of drought conditions on the east coast as well as an unwinding of factors which they believe weighed down the productivity performance of the utilities sector over the previous decade. Access Economics lists the negative factors for the industry as follows (p.48):
· The downswing in employment in the sector had arguably gone too far, requiring a degree of catch up (meaning that, in effect, relative productivity in the period 1997 to 2002 may have been unsustainably high).  Spending on maintenance has lifted, and so too has spending on some new infrastructure (albeit with the latter still falling short of future requirements).  That increased spending has added to employment without adding to output, hence weighing on measured productivity. 

· A compositional switch in the sector away from water to electricity and gas has also worked to lower measured average productivity in the sector. 

· Within the water sector, a series of droughts in a number of States also ate into measured productivity levels. 

· Industry sources suggest that a reduction in outsourcing in recent years may also have raised employment without raising output. 

· The reform momentum of earlier years faltered.

However, Access Economics (AE) provides little discussion or evidence to support the claims that most of the negative factors from the last decade will actually reverse over the next six years. With reference to the first point above, AE basically agrees with our assessment (and that of most of the utilities in their submissions to the AER over recent years) that spending on new infrastructure is still well short of future requirements, and that high levels of infrastructure spending will continue over the next few years. This suggests that these higher levels will continue to “add to employment without adding to output”…and hence continue to” weigh down on measured productivity”. It should also be noted that a significant portion of the recent and future infrastructure spending is related to network enhancement and maintenance for reliability, rather than for increasing capacity (ie future output).
With reference to the second point above, there is no evidence or discussion provided that a compositional switch back to water will occur over the next few years, let alone act to raise measured productivity in the overall sector. The output of the water sector may increase over the medium term compared to the drought-affected 2000s (given the construction of desalination plants around Australia), but given sharp rises in water prices and slower population growth, growth in water (and sewerage-related) demand and output is unlikely to be rapid, and significantly outpace the electricity and gas sub-sectors.
With reference to the fourth point above, no evidence or discussion has been provided to suggest there will be a reversal of the trend away from outsourcing (ie and therefore perform more work in-house). Indeed, our discussions with several utilities suggest that the major reason for the increase in employment in the sector over the past decade was to have less reliance on outsourced services, particularly maintenance and regular system enhancement capital programs. Having invested heavily in hiring and training these increased numbers of employees, the utilities are unlikely to shed labour and increase outsourcing over the next few years.

With reference to the last AE point above, most of the easy reforms in terms of manning practices and enterprise bargained productivity enhancements occurred in the deregulation period of the 1990s – in effect, “all the low hanging fruit has been plucked”.
There are few reforms left which will significantly lift productivity in the utilities sector, and so we are unlikely to see a pick up in “reform momentum” over the next few years.

· Overall, there is not a compelling case to believe there will be higher labour productivity in the utilities sector over the next few years.”

Envestra notes the requirement in section 24(2) of the National Gas Law that a service provider should be provided with a reasonable opportunity to recover at least the efficient costs the service provider incurs in providing references services and complying with a regulatory obligation or requirement or making a regulatory payment.
Given this, Envestra does not consider it is appropriate to lightly conclude that there will be a reversal of a 12 year trend in declining productivity performance where that assumption reduces a service provider’s recoverable costs and therefore creates a material risk of non compliance with section 24(2).  Forecasts should not be made on the basis of such a reversal unless there is compelling empirical or other evidence to substantiate that the reversal is in fact occurring.  To do so is in conflict with section 24(2) and also is not a best estimate arrived at on a reasonable basis. 

Envestra therefore submits that the productivity adjustments proposed to be made by the AER are not compliant with the National Gas Law and Rules.

3.4 Significant Shifts in AER Labour Escalation

The AER also engaged Access Economics to advise it on labour escalation rates in South Australia and Queensland as part of its electricity distribution reviews in those states. The AER accepted the advice of Access Economics in its report dated 16 September 2009
 for the purposes of making its Draft Decision and also accepted the revised advice dated 16 March 2010
 for the purposes of its Final Decision. 

The AER, in both its Final Decision and Draft Decision, accepted the advice of Access Economics on labour cost escalation, which escalation was based on the LPI.

Envestra has in the below figures compared Access Economics’ “utilities” and “construction” forecasts in its December 2010
, March 2010
 and September 2009
 reports. This shows that Access Economics has materially changed its views on labour escalation over the past year. 
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Envestra, reflecting its considerable concern over such significant shifts in the advice of Access Economics, engaged Professor Borland to also review the plausibility of any such changes. In reviewing this matter, Professor Borland commented that:

“The main feature evident from comparison of the reports is that Access Economics have made substantial increases in their forecasts of average annual growth in productivity from 16 September 2009 and 16 March 2010 to 13 December 2010.  For example, in the 13 December 2010 report it is forecast that average annual growth in productivity in the utilities sector in Queensland from 2011-12 to 2015-16 will be 0.88 percentage points higher than in the 16 March 2010 report.

I make several observations on the changes in forecasts of labour productivity growth in the reports from Access Economics.  First, these must be regarded as substantial revisions. Where average growth in labour productivity in Australia is about 1.5% per annum, changes in forecasts of around 0.8% in Queensland and 0.5% in SA, are a large fraction of what are likely to be the actual rates of productivity growth.  Second, the revisions to forecasts of productivity growth are larger in the utilities sector and construction sector than for all industries in both Queensland and SA.”

Professor Borland went on to comment that:

“In my opinion the substantial magnitude of the change in forecasts of productivity made by Access Economics would require a large change in underlying conditions or modelling assumptions to be justified.  I have not been able to find any discussion of such changes to underlying conditions or modelling assumptions in the reports from Access Economics. In the absence of such large changes in underlying conditions or modelling assumptions it raises the possibility of non-robustness in the forecasting method.”

Envestra is concerned by such significant shifts in the advice of Access Economics and the position of the AER, particularly given the lack of any substantiation for such shifts. Envestra also notes that the resultant average annual decline in real labour costs over the next regulatory period forecast in the most recent Access Economics advice appears contrary to generally accepted views on future labour costs in the economy. 
3.5 Other Matters 

Envestra notes that there is likely to be significant pressure on labour costs over the next regulatory period given the resources boom. For example, the development of the Coal Seam Methane industry will see that industry increasingly competing with inputs used by Envestra for gas distribution (main laying, operations, planning etc).


Further the reconstruction efforts in Queensland and Victoria following the early 2011 floods and Cyclone Yasi will put further pressure on labour costs, not anticipated at the time of preparation of the 2010 BIS Shrapnel forecasts and the Access Economics forecasts.  

The labour forecasts need to be updated to take into account these factors, as has been done by BIS Shrapnel in their 2011 report.
3.6 Forecast network materials price growth
In its access arrangement proposal Envestra proposed a “network materials” real input cost escalator based on movements in the international crude oil price. 

The AER rejected these forecasts on the basis that “The AER considers that the BIS Shrapnel report provided insufficient detail on the methodology, approach to, and computation of the ...” 
 proposed network materials escalator.

Network materials are predominantly made up of polyethylene piping and therefore the change in cost over time is closely related to its main raw input material, namely crude oil.

To forecast network materials (mainly polyethylene piping), Envestra has used the BIS derived escalator based on movements in the international crude oil price (in US$ per barrel) and the US$/A$ exchange rate.

Crude oil is a key ingredient in the manufacture of thermoplastic resins, which is the main material used in polyethylene pipe.

In its March 2011 report, BIS has provided detail on its methodology, approach and computation of the proposed network materials escalator.

Further analysis undertaken by BIS shows that:

“through an application of an appropriate econometric model, we have demonstrated that oil prices are a key determinant of polyethylene prices. This relationship is statistically significant and is valid for both the US and Australian markets”

In contrast the AER has used the CPI to forecast materials prices.  As noted by Economic Insights the CPI is likely to be a poor proxy for materials prices facing a gas distribution business as the basket of goods making up the CPI bears little relation to inputs purchased by a gas distributor.
  

Given the above, Envestra submits that the BIS escalator is the best estimate on a reasonable basis of network materials prices.
3.7 Conclusion on Labour and Materials Cost Escalation
For the reasons described above, Envestra submits that the updated BIS real input cost escalation forecasts
 for general labour, contractor labour (capex only), EGW labour and network materials represent the best estimates arrived at on a reasonable basis for labour and materials escalation. The following updated AAI table 6.3 sets out the updated input cost escalators as determined by BIS Shrapnel in its March 2011 report (see Attachment 6-4C).
Updated Table 6.3 Labour and Materials Escalators
	
	2010-11
	2011-12
	2012-13
	2013-14
	2014-15
	2015-16
	6 Year Average

	EGW Lab
	12.1%
	4.6%
	2.4%
	4.5%
	2.9%
	2.0%
	4.7%

	General Lab
	-2.2%
	1.2%
	3.6%
	3.1%
	-0.7%
	0.7%
	1.0%

	N/W Materials
	1.4%
	6.4%
	5.2%
	0.9%
	-2.6%
	-2.9%
	n/a

	General Materials
	0.0%
	0.0%
	0.0%
	0.0%
	0.0%
	0.0%
	n/a

	Construction (capex only)
	10.5%
	-0.9%
	2.8%
	4.3%
	7.2%
	0.0%
	4.0%


4.
Network Development

4.1
Introduction

The AER approved an allowance of $6.1m for Network Development in Queensland.  However, it disallowed $2.7m on the grounds that Envestra had not provided sufficient information to support the forecast of network development opex as required by r. 74(2)(a) of the NGR.

Specifically insufficient information was provided to forecast uptake numbers or incentives to demonstrate that the forecasts were based on sound economic judgement.

The programs disallowed were:

· Incentive payments

· Website costs

· Development and deployment

In this submission, Envestra provides additional information to support its forecast for the projects disallowed by the AER.  

Envestra maintains that the forecast provided in the 1 October submission remains prudent and consistent with that 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 and is consistent with r. 74(2).  

4.2
Incentive payments

4.2.1
AER Draft Decision

Envestra proposed to spend $1.1m ($2009-10) to provide incentive programs to increase uptake of gas hot water systems, in Queensland as summarised below:

	
	Year

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

	Incentive Payments
	
	
	
	
	
	

	
Hot Water Program
	0.22
	0.22
	0.22
	0.22
	0.22
	1.1


The program was forecast to result in an uptake number of 440 additional hot water and heating systems per year. Envestra submitted that the forecast for hot water connections were based on experience from previous programs in South Australia in 2005 and 2006.  

The AER reviewed the uptake number forecast for this program and could not find sufficient evidence that the program would lead to an uptake of the forecast number of units per year.  It was not evident to the AER how Envestra has extrapolated the results of previous programs to arrive at its submitted figure.  As such, the AER considered that contrary to r. 74(2) Envestra had not demonstrated that the estimate had been arrived at on a reasonable basis nor that it represented the best estimate.

Further, the AER does not consider that Envestra had adequately explained the level of incentive payment that is required to induce uptake.

Such an assessment necessarily needs to demonstrate how the level of incentive payment is economically efficient and consistent with the lowest sustainable costs, as required under r .91 of the NGR.

4.2.2
Envestra Response

Rate of Uptake

Estimating the level of uptake is not an exact science.  It requires judgement which Envestra applied taking into account past success in implementing incentive based programs.  


Envestra has around 80,000 residential gas connections on its Queensland network.  It is estimated that around 16,750 of these are currently using electricity for hot water.  (See Wilkenfeld, Regulatory Impact Statement: for Consultation “Phasing Out Greenhouse Intensive Water Heaters in Australian Homes”).  Based on an average appliance life of 15 years, approximately 1100 of these electric water heaters will require replacement each year.  Envestra’s experience in South Australia suggests that 50% of the replacement electric water heaters in existing homes will convert to gas when offered an incentive of $500, backed by an appropriate marketing campaign.  Given that such initiatives do not have a long history in Queensland, and applying a degree of conservatism, it has been assumed that a 40% success rate will be achieved, resulting in 440 homes being connected.

Further, since Envestra’s Revision was lodged on 1 October 2010, Envestra implemented a trial initiative and now has additional information to support the forecast up-take rates. 
Offering a rebate of $300 over a period of six weeks Envestra secured the installation of 25 hot water units in existing homes.  This program was not supported by any mass market advertising, but relied upon existing relationships with plumbers.  This confirms that 220 hot water services would be installed if this campaign was implemented for a whole year.  Increases in the level of incentive to $500 (see below) and advertising support are expected to support an increase in the number of connections to 440.   

Level of Incentive

The table below summarises the costs and benefits of funding a Performance Based Incentive Programs for existing homes.  This analysis was provided in Envestra’s October submission – see Section 11 of the Network Development Plan in Attachment 6-5.  

	A - Already Connected Homes
	Incremental Load (GJ/customer)
	NPV @ 10%

(15 years)
	Proposed Incentive ($)

	Electric to gas HW conversion
	9
	$1200
	$500


This analysis demonstrates that the level of incentive proposed is prudent.  The net present value of the incremental revenue for each activity is positive, and exceeds the cost of the proposed incentives.  To the extent that the net present value of the incremental revenue exceeds the cost of incentive, the network is better off.  Assuming everything else remains constant, a positive net present value to the network will translate directly into lower tariffs for consumers at the time of the next Access Arrangement.    Thus the level of incentive proposed by Envestra is set at a rate that will increase economic welfare, and is in the interests of customers.

The only remaining question is whether the incentive payment is too high.  That is could Envestra achieve the same result using a lower incentive payment?

Envestra is incentivised through the regulatory regime to minimise the amount of incentive offered and to maximise the benefit from the available funds. The properties embodied in the regulatory framework, whereby the regulator provides a fixed allowance for incentive payments, and provides the opportunity for the business to increase the number of connections above those forecast, keeping the benefits of additional consumption until the next Access Arrangement Review, provides a powerful incentive for the business to ensure that the incentive is offered at an economically efficient level.

Envestra undertakes post implementation reviews of marketing programs to maximise their effectiveness.  In the past, this review has resulted in changes to the level of incentives provided to improve outcomes.  This should provide comfort to the AER that Envestra will not offer excessive or economically inefficient incentive payments.   

Nonetheless, assessing the level of incentive required is not an exact science, but rather a matter for judgement taking into account available facts. Envestra has set the level of incentives taking into consideration the experience gained through experimenting with incentive arrangements since 2004.  It is known that:

1. An incentive of $500 for the conversion of electric to gas hot water systems has been found to be effective in South Australia.  Since 2004, Envestra has experimented with various levels of incentives varying from $80 to $500 for hot water.  Then current recommendations of $500 for hot water take into account this experience.

2. Past experience has shown that the amount of rebate needs to be material.  A rebate of $100 or $200 is insufficient to affect the consumer’s decision.

3. Recent experience demonstrates that a $300 incentive is sufficient to achieve a low success rate.

4. With specific reference to hot water, solar promoters have advertised aggressively over recent years, and in doing so have influenced the consumers preference towards solar as a greener alternative.  The incentive payment needs to be sufficient to compete in the market place to affect the consumer’s decision. The effect of federal and state rebates and the availability of Renewable Energy Certificates for heat pump and solar hot water appliances has been to offset any capital cost advantage that natural gas hot water appliances currently have over these alternatives.  Whilst these costs vary significantly depending upon appliance selection and configuration of the house, they may be summarised as follows.

Capital cost of Hot Water Appliances considering Rebates and RECS

	
	Instantaneous Gas Hot Water Unit
	Heat Pump Unit
	Electric Solar Unit

	Appliance Cost 
	[c-i-c)
	[c-i-c)
	[c-i-c)

	Gas Piping
	[c-i-c)
	[c-i-c)
	[c-i-c)

	Total Rebates and RECS
	[c-i-c)
	[c-i-c)
	[c-i-c)

	Sub-total
	[c-i-c)
	[c-i-c)
	[c-i-c)

	Incentive 
	[c-i-c)
	[c-i-c)
	[c-i-c)

	Final Cost
	[c-i-c)
	[c-i-c)
	[c-i-c)


Assumptions:
1.
All three appliance types require water piping and electricity supply modifications 


at similar cost.


2.
Federal rebate for solar hot water is $1000, federal rebate for heat pump is $600, 

state rebate for both is $500, and value of RECS is $1000 (ie 33 RECS at $40


each)

It can be seen that an incentive of $500 is required to maintain the cost competitiveness of instantaneous gas hot water units with the competitors. 

Based on the above, it is judged that an incentive of $500 is the minimum required to be effective for hot water.
4.3
Website and IT management

4.3.1
AER Draft Decision

Envestra proposed $0.25 million ($2009-10) in total over the access arrangement period to develop a website to provide a range of information, including: promotion of natural gas; informing customers on how to connect and arrange for appliance installation; and collating market research information.91 

While in general, such programs may have some merits, the AER considers that Envestra has not submitted sufficient information to indicate if the website is to be in addition to Envestra’s current website, and if so, why the proposed features cannot be accommodated in its current website.  Further, the AER is concerned that expenditure on website development for the purpose of market development could be double counting on other information technology related costs that are already included in Envestra’s base year costs.

A case has not been set out as to how the proposed expenditures differ and are in addition to those in the base year, and that those in the base year would still be required.  As such, the AER considers that the proposed expenditure for website and IT management is neither prudent nor efficient as required under r. 91 of the NGR.

Envestra Response: 

Envestra’s Natural Gas Website (www.natural-gas.com.au) is a separate web-site to the corporate site.  The natural gas web site has not been updated in any material way over the last 5 years, and there has been no material expenditure on the website in the current Access Arrangement Period.  This confirms that the proposed expenditure is additional to base year (2010) expenditures.   

The Natural Gas Website is currently out of date and urgently requires upgrading. Indeed for this reason, the 2010 Network Development activities did not even refer to the Natural Gas Website web-site.  It was simply not capable of meeting the web needs of the campaign.  

For this reason, Envestra has commenced scoping out the work required to develop an effective website with its website developer.  On the basis of this work, Envestra plans to build a completely new site, with considerably more functionality than the existing web-site.  The new website will be more consumer friendly, integrated to a greater degree with the operational business (connection process), and be more dynamic in terms of reflecting current Network Development activities and campaigns e.g. promotions, current deals offered by appliance retailers etc).  It will be a source of up-to-date information that will assist consumers making decisions about using natural gas.  

An example of the type of website to be constructed is the existing Jemena website (www.thenaturalchoice.com.au).  However, Envestra plans to take its new website a step further to link directly to Envestra’s connection processes.  The objective will be to make it as easy as possible for a customer to connect to the network, purchase a new appliance or upgrade their connection.  The current website has not been designed to allow this functionality, and is unsuitable for the task.  For this reason, it is intended to design the new website from scratch.
The IT related costs that have been proposed elsewhere in the Access Arrangement do not include any expenditure allowance for the upgrade of the natural gas website.  The scope of the other IT projects has been fully defined in the business cases (Q45, Q18, Q19, Q32, and Q63) submitted on 1 October.  In summary these projects are as follows:

· Q45 – This project is required to develop a knowledge management approach to more effectively document operational practices.  It will not focus on the consumer interface as is the purpose of the Natural Gas website project.

· Q18 – This project is required to manage Envestra’s regulatory obligations under the Retail Market Rules.  In contrast, the Natural Gas website project is required to make it easier for customers to obtain information on natural gas and connect to the network.

· Q19 - This project is required to support the periodic upgrade of Envestra IT Infrastructure (i.e. upgrades and renewals) and the standardised use of Virtualisation, Storage Area Network and Server Blade technologies over the Access Arrangement period. There is no link between this project and the Natural Gas Website project.

· Q32 – The purpose of this project is to develop an IT Roadmap to provide for asset management optimisation, data integrity, establishment of a data mart, field data capture and work allocation optimisation.  These are operational requirements that have no link between this project and the Natural Gas Website project.
· Q63 – This project is required to manage Envestra’s existing head office IT infrastructure including IT infrastructure upgrades and renewals, IT security, fixed and mobile phone telephony and implementation of a wireless network infrastructure. Renewal of the Natural Gas Website project is not included in this project scope.

This demonstrates that there is no duplication between the scope of the proposal to build a new Natural Gas Website and other IT projects proposed by Envestra in its submission.

4.4
Development and deployment

4.4.1
AER Draft Decision

Envestra proposed spending $1.25m ($2009-10) over the access arrangement period to establish a role in facilitating the deployment of evolving new technologies in the Queensland market.
The AER is generally supportive of efforts to develop the market for pipeline services where these can lead to increases in demand that in effect disperse the individual impact of tariffs to recover network costs.  While accepting that such efforts can have lagged effects, the AER needs to be satisfied that the expenditures are efficient and prudent.  The activities proposed within Envestra’s development and deployment project appear to go some way beyond market promotion activities and into activities of a more developmental nature.  The AER noted that the forecasts are even more prospective than the other incentive programs proposed by Envestra.  Origin in its submission to the AER, has questioned the reasonableness of Envestra’s proposed network development expenditure.  It submitted that it was not aware of any new gas technologies in the medium term that could lead to an increase in gas consumption in homes likely to have below average consumption.

It further considered that it was not apparent that Envestra as the gas distributor is best placed to develop the market for the relevant technologies.
The AER considered these concerns in the context of the NGR and NGL requirements and with regard to the business case advanced by Envestra.  The AER considers that Envestra has not sufficiently demonstrated how the efficiency of this project has been assessed.  Further, while the benefits have loosely been described in the context of mitigating falling average consumption in Queensland the AER cannot find evidence to suggest that a link has been advanced by Envestra as to the likely impact of these programs on its demand forecast.

The AER also considered that proposed activities in the development and deployment program appeared to overlap with these proposed under its “representation” project.

As such, the AER considers that there is insufficient evidence to support the proposed expenditure on development and deployment as efficient under the terms set out in r. 91 of the NGR.

4.4.2
Envestra Response

Envestra proposed in its October Revision that the development and deployment activity would cost approximately $1.25m.  The initial focus of the program will be on gas air conditioning.  The Queensland residential gas market is effectively a hot water market (as the revenue from the connection of a cooker is insufficient to fund connection to the network without payment of a contribution).  As such, the ability to market an alternative appliance that secures sufficient volume to fund connection to the network has the potential to transform the growth profile of the Envestra’s Queensland network.

Given, the potential benefit associated with an average consumption of around 47 GJ / unit, Envestra maintains that there should be an allowance in the operating forecasts to fund development and deployment activities.  This is prudent to provide an opportunity for the business to develop and more effectively meet the needs of customers.
Envestra notes that Origin submitted that it was not aware of any new gas technologies in the medium term that could increase gas consumption (p. 154 Final Decision).  However this statement overlooks that Origin is currently working with Yanmar, a reputable Japanese company that has been in operation for 100 years who manufacture gas heat pump air conditioners and distribute the appliances in Australia (Attachment 6-15).  As Envestra understands it Origin has installed around 250 gas heat pump air conditioners across Australia, mainly in commercial premises.  Origin’s gas air conditioning strategy has not focussed on appliances suitable for residential customers.  However, Envestra sees great potential for gas heat pumps in the residential market.  Should the market develop, it would be expected that the cost of units will decline.  Even if the cost remains at current levels, there is a niche market where the technology would be demanded ie high value homes, where the occupants want air conditioning with an improved environmental outcome relative to the alternative electric options or in areas where increased demand for electricity for air conditioning will place pressure on existing electricity networks.  In order to realise these benefits, work is required to develop the technology and the market.
As noted in Attachment 6.5 of Envestra’s submission (Section 5), other participants in the market have insufficient incentives to devote the optimal level of resources to developing new technologies. As the gas network owner will continue to transport gas to gas customers over many years, it has an incentive to undertake activities to develop new technologies.

However, this work will only occur if there is an allowance in the regulatory benchmark for such activities as the benefits from the scheme will be realised across at least three Access Arrangement Periods, whereas the costs will be incurred in the first Access Arrangement Period.  Evidence of the effectiveness of marketing programs undertaken by the network is provided through an analysis of the impact on new connections from Envestra’s 2010 marketing programs in South Australia as well as Queensland.  In anticipation that an allowance will be approved by the AER, Envestra is working with Origin/Yanmar to develop the opportunity further.  It was on this basis that the gas heat pumps were identified as the initial focus of the development and deployment initiative proposed by Envestra in its 1 October Revision. 
The main impediment to wide scale adoption of the technology is the cost of the unit.  Yanmar has not developed the 14-18kW unit for the Japanese market as the energy rating is too small for the type of unit typically demanded in Japan.  Yanmar has advised that it is interested in working with Envestra to promote demonstration models of the smaller rated units, and their distribution to the residential market.

Preliminary meetings have recognised that this will only happen if Yanmar, Origin and Envestra are prepared to bring incentives to the market to facilitate the development of the technology.  The purpose of the project proposed by Envestra in its 1 October submission was to provide funding to contribute to the development of the technology.  If this was successful, it would result in benefits to Envestra and gas consumers.  Gas consumption for each unit is estimated to be 47GJ per annum.  Development of this technology would:

· reverse the trend for decline in average consumption;

· reduce capacity growth on the electricity transmission and distribution system anticipated to meet future load growth from increasing demand for air conditioning; and

· provide environmental benefits through lower greenhouse emissions.

A further advantage of the program for Envestra is that it would provide a gas option for producing renewable energy through the heat pump technology.  Currently gas is seen as a fossil fuel with lower greenhouse emissions than coal or oil.  However, the focus of the energy sector is to maximise in a cost effective manner the use of renewable energy.  If the gas industry is to prosper in the future, it needs to become more sustainable.  This will require the development of the next generation of gas appliances where gas is used to facilitate or back up renewable energy.  The heat pump technology is ideal in that respect, generating renewable energy from the air (extracting heat).
It may also be cheaper than some of the current technology options being developed (and subsidised by Governments) such as solar and wind energy.  

While Envestra’s 1 October submission was based around gas heat pump air conditioning, the critical issue at stake here is the need to innovate to develop new gas appliances.  As was pointed out in the submission, other opportunities are available to increase consumption of natural gas including:

· natural gas as a vehicular fuel, 

· microgeneration and 

· fuel cells.  

All of these technologies are under-developed.  

It is now well accepted that the five year regulatory process embodied in the NGR is likely to lead to under-investment in innovation when the benefits of that innovation /investment are likely to extend beyond 5 years unless a specific incentive mechanism is provided in the regulatory decisions applicable to the business.  For example, NERA state that the regulatory framework is:

“likely to create disincentive to undertake research and development because:

· the speculative nature of some research and development might not satisfy the capital expenditure tests of the regulator;

· many innovation projects are likely to have payback periods that extend across regulatory periods and the regulatory framework does not allow the firm to keep those benefits in order to justify the initial investments; and

· cost efficiency benefits are ultimately passed onto customers in the form of lower prices, and so distributors may be reluctant to invest in research and development if the benefit stream is not sufficient to justify the initial outlay.

In our opinion this highlights how the existing regulatory arrangements might result in less than optimal investment in research and development that leads to overall cost savings unless those savings are achieved within the same regulatory period”.  (Attachment 6-16).

On the basis of this evidence, Envestra considers that it is prudent to include an allowance in operating costs for development and deployment activities.  We note that Envestra’s proposal of $1.25m over the period for development and deployment is around 0.45% of regulated revenue ($1.25m/$277m), consistent with the quantum of funding made available by OfGem for research and development (0.5% of regulated revenue, Attachment 6-16, p.22). This provides further evidence that the level of funding proposed by Envestra for development and deployment is consistent with an amount that is prudent, and is therefore consistent with the NGR.  

4. UAFG Gas Price
4.1 AER Draft Decision
In its access arrangement proposal Envestra proposed a gas price for UAFG based on forecasts prepared by the Core Energy Group. 

The AER rejected these forecasts on the basis: 

(a)
that it preferred the forecasts prepared by McLennan Magasanik Associates (MMA) for the Queensland Government Annual Gas Review over those proposed by Core Energy, (though the AER did not provide a reason as to why it considered the MMA forecasts the better estimate); and 

(b)
that the Core Energy Group forecasts, which included in the cost of gas contract premiums and retailer margins, were not substantiated as being consistent with market practice.

4.2 Envestra Response

The cost of UAFG is a material component of overall operating expenditure for the Queensland network. Because the UAFG level is peculiar to the characteristics of the network in question, and to facilitate transparency, this component of operating expenditure was separately identified in Envestra’s original AAI submission. 

In that submission, Envestra advised it was:

“in the process of tendering again for the supply of gas for the forecast period, but at the time of preparing its forecasts, that tendering process is not complete and no contract has been entered into. Consequently, Envestra cannot rely on a known/fixed price of gas for its UAFG opex and must rely on a best estimate of the forecast cost of gas. Envestra has relied upon expert advice from Core Energy Group to provide a best estimate.
”
The advice received from CORE Energy Group (CORE) was contained in Attachment 6-2 of the original AAI in their report “Eastern Australian Natural Gas Market - Market Overview and Price Outlook to 2016.”

4.3 Envestra Tendering Process and Results

Since its October 2010 submission, Envestra has progressed its tendering process to the point where commercial terms and conditions have been agreed and firm prices have now been offered by the preferred supplier of UAFG for the Queensland network.
Attachment 6-11 “Unaccounted for Gas (UAFG) Prices - Tendering Process” sets out the tendering process that Envestra has conducted and results thereof. The results of that tender process reflect the most recent market evidence of UAFG pricing, and as such, comply with rule 74 of the NGR and should be used by the AER in its Final Decision. The UAFG prices are set out in the following table.
[Commercial in Confidence]
	 ($, real 2010)
	2011-12
	2012-13
	2013-14
	2014-15
	2015-16

	Cost of Gas $ / GJ
	[c-i-c)
	[c-i-c)
	[c-i-c)
	[c-i-c)
	[c-i-c)


4.4 Margins
Notwithstanding the tender process discussed in the section above, Envestra re-engaged CORE to respond to the main issue raised by the AER in its Draft Decision, namely that estimates of UAFG price should not contain “contract premiums and retailer margins”. The report by CORE (the “CORE report”), which is set out as Attachment 6-10 to the revised AAI, explains why Envestra would be unable to secure UAFG through a wholesale agreement with a natural gas producer (as assumed by the AER), but must instead buy its gas from a retailer.

Theoretically, Envestra could purchase gas from a gas producer or an entity such as AGL or Origin Energy (who in such cases would be selling in a wholesale capacity at the outlet of a gas production plant) and then pay to have that gas transported through a transmission pipeline to the distribution network.  However due to the small volumes of gas used by Envestra this proposition is merely theoretical. Envestra’s UAFG volumes are too small:
· for it to be an economic proposition for a gas producer to sell such a volume to Envestra; 
· for it to be economic for Envestra to buy that volume ex-plant; and  
· to transport it through a transmission pipeline given the difficulties of managing the overrun, imbalance and other charges which would relate to such a small volume.  

Practically, and as noted in the CORE report, it is not possible for Envestra to purchase volumes of UAFG at the inlet to a transmission pipeline. 
Envestra must therefore purchase its UAFG requirements at the inlet to the distribution system from a retailer. However, a retailer will not sell gas to Envestra, or anyone else, at a price which is only equal to the sum of the amount paid to acquire it from a producer plus transmission costs.
  Like any other retail price, the retailer would apply a margin to recover the full economic cost of service provision. 
As noted in the CORE report, for the year ended 30 June 2010, AGL made an average margin of 10.3% on its gas sales and Origin Energy a margin of 10.6% on its gas sales. These quoted margins are averages.

In a particular gas sales contract the size of the margin will reflect the characteristics of the contract.  Envestra Queensland’s UAFG requirements have specific characteristics which suggest a higher margin (described as the “premiums” in Core’s September 2010 report) than average given that:
(a) the contract volume is small (0.1 PJ per annum); 

(b) there are multiple delivery points (e.g. Gladstone, Rockhampton, Riverview, Murrarie, etc.) which introduces complexity; 

(c) sale volumes are uncertain and potentially highly variable (as compared, for example, to a large industrial customer who is likely to have a relatively predictable demand for gas) and there is no take or pay requirement imposed on Envestra;

(d) there is an element of complexity in administering a UAFG contract due to the need to determine and agree the actual volume of UAFG used by the network over a year.

4.5 Queensland Gas Market 

Envestra has also requested Core to comment on the forecasts of gas prices set out in the MMA Report.  
The following matters are noted by Core:
(a)
the MMA forecasts relate to a 15 year contract which is a materially longer term than Envestra’s contract.  A shorter term contract will attract a higher price given it locks in revenue for the seller for a shorter time;
(b)
the MMA forecasts do not relate to a contract with the specific characteristics of Envestra’s UAFG contract – small volumes and uncertain demand profile; 

(c)
since the MMA forecasts, there have been material increases in commodity prices, the approval of the GLNG and QCLNG projects and increasing probability of approval of the APLNG project meaning that total demand for reserves for LNG projects is 25.3 Mtpa by 2016 (as compared to 10.5 Mtpa as assumed in MMA’s high scenario forecast); 
(d)
oil prices are more than USD$100 per barrel, equating to MMA’s high economic growth scenario.

Overall economic conditions are therefore consistent with MMA’s high growth scenario, which results in a $2010 ex-plant price of $6 to $8.

These numbers then need to be increased to reflect the fact that Envestra purchases gas at the inlet to its distribution system (not ex-plant) and under contractual terms which will require a higher price than long term high volume wholesale or industrial gas contracts. 
4.6 Conclusion
Envestra submits that the outcome of Envestra’s market tender process for the supply of UAFG for its Queensland network reflect the most recent and relevant information in relation to UAFG price. Envestra therefore considers that these prices provide “best available estimates” of UAFG pricing, as required under rule 74 of the NGR and therefore should be used by the AER in its Final Decision.  The resultant UAFG forecast is as follows:

[Commercial in Confidence]

	$m (real 09-10)
	2011-12
	2012-13
	2013-14
	2014-15
	2015-16
	Total

	Volume (GJ)
	[c-i-c)
	[c-i-c)
	[c-i-c)
	[c-i-c)
	[c-i-c)
	[c-i-c)

	Price ($)
	[c-i-c)
	[c-i-c)
	[c-i-c)
	[c-i-c)
	[c-i-c)
	[c-i-c)

	Total UAFG opex ($m)
	0.75
	0.75
	0.75
	0.75
	0.75
	3.75


5. Business Interruption Insurance

Envestra’s original AAI proposal was predicated upon the terms and conditions under which it proposed to provide services to network users. In the Draft Decision, Amendments 13.29 and 13.30 require Envestra to amend clauses 27.6 and 27.7 of the General Terms and Conditions so that Network Users have the benefit of the consequential loss exclusion (clause 27.6) and the cap on liability (clause 27.7). 
Envestra does not agree with these amendments, for the reasons detailed in Attachment 16-1 (see page 16, Draft Decision Response: Non-Tariff Components). However, if the amendments were made, it would be necessary for Envestra to carry business interruption insurance to cover itself against business interruption. 
Envestra has sought the prudent and efficient cost of insuring for business interruption (see Business Case S62A). This additional cost (as set out in the table below), would arise directly from the AER’s decision if the Draft Decision was to remain unchanged in the Final Decision. The businesses interruption insurance is therefore a cost that would need to be included in the allowed opex for the forecast period.

	$k  real 10/11

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

	BI Insurance
	[c-i-c)
	[c-i-c)
	[c-i-c)
	[c-i-c)
	[c-i-c)
	[c-i-c)


6. Base Year Regulatory Account Actuals

Envestra selected 2009-10 as the base year for forecasting its opex as this represented the most recent year for which the AER would have full year information when conducting its review.

However, in order to prepare its revisions by 1 October 2010, it was necessary for Envestra to rely on 9 months of actual information and 3 months (April to June 2010) of forecast information.

In its Queensland Access Arrangement proposals submitted to the AER on 1 October 2010, Envestra proposed that the AER should replace the operating expenditure forecasts once actual information for 2009-10 was available from the audited Regulatory Accounts (refer section 6.3 of the Qld AAI). Envestra submitted its Queensland 2009-10 audited Regulatory Accounts to the AER on 29 October 2010.

An update of table 3.3 of the AAI is set out below. The actual operating expenditure for 2009/10 is 2.6% lower than that forecast by Envestra at the time of preparing its proposed revisions to its Access Arrangement. Envestra submits that this lower base year opex for 2009/10 of $18.4 million should be used by the AER in its Final Decision. 
Updated Table 3.3   Opex for Second Access Arrangement Period
	$ m (2009-10)
	2006-07

actual
	2007-08

actual
	2008-09

actual
	2009-10

actual
	2010-11

forecast
	Total

	Operating & Maintenance
	13.37
	12.25
	13.19
	13.01
	13.55
	65.37

	Administration & General
	2.27
	1.57
	2.57
	3.09
	3.12
	12.62

	Network Development -Marketing
	1.00
	0.96
	0.93
	1.01
	1.19
	5.09

	FRC Operating Costs
	0.00
	1.85
	1.07
	0.93
	0.96
	4.82

	UAFG
	1.65
	1.63
	0.37
	0.4
	0.45
	4.51

	Total
	18.29
	18.26
	18.14
	18.44
	19.27
	92.40


7. Insurance Premiums Real Increases

7.1 AER Draft Decision
The AER rejected Envestra’s forecast increases in insurance costs (as provided by the Marsh report (Appendix A to Business Case S62)) because:
(a) the AER considered that the Marsh report did not demonstrate a sufficient correlation  between the general forecasting assumptions and the year by year forecast market cycle premiums for insurance;

(b) the AER considered that the historical trends in property insurance prices did not support the forward looking forecast;

(c) no supporting information was provided in relation to the market cycle premium forecasts for directors and officers insurance; and
(d) in relation to public liability insurance, the AER believed there was insufficient detail to reconcile a forecast short term flat market with annual increases of 10%.

7.2 Envestra Response

Envestra re-engaged its insurance broker, Marsh (Marsh Pty Ltd), to address the AER’s issues. In their report to Envestra (see Attachment 6-12), Marsh explain their forecasting methodology and where they believe Australia, and hence Envestra, currently lie in the insurance “market cycle”.
Additionally, they provide updated forecasts for real increases in insurance premiums as a result of the following major factors since their first report in August 2010, namely:
· the flooding in Queensland and Victoria;

· the fires in Gippsland and Perth;

· cyclones in Darwin, North Western Australia and Northern Queensland;

· the earthquake in Christchurch; and 

· earthquakes, tsunami and nuclear crisis in Japan.

Details of the resultant forecasts are provided in the revised business case, Attachment Q62A.
8. Calculation Errors in the Draft Decision and Other Matters
The AER has made two calculation errors in its Draft Decision relating to the leak repair savings on Envestra’s proposed mains replacement program and in the application of the efficiency adjustment. 

8.1 Leak Repair Savings

In its Draft Decision, the AER has proposed to reduce the rate of mains replacement, which Envestra has accepted. Mains replacement results in leak repair savings, and Envestra had calculated such savings in proportion to the rate of mains replacement. In the Draft Decision, the AER relied on a WC estimate of reduced savings arising from the amended mains replacement program. However, that estimate is incorrect. 

Business Case Q60 sets out the savings forecast from the full mains replacement program. Table 1 in the business case details the derivation of the cost saving. A revised business case, Business Case Q60A, sets out the calculated savings arising from a reduced mains replacement program (in accordance with the Draft Decision). The original and final savings are summarised in the following table.
 Leak Repair Savings
	Annual Leak Repair Savings $k
	2011 -12
	2012 -13
	2013 -14
	2014 -15
	2015 -16

	 Original plan – savings 
	74
	344
	360
	378
	397

	Amended plan - savings
	46
	215
	225
	237
	249

	Difference  $k

(i.e. increase in opex adjustment required to original Envestra submission)
$2009 direct
	28
	129
	135
	141
	148

	AER Draft Decision increase in opex
$2010 escalated
	0
	40
	70
	110
	150


As recommended by WC, the AER has proposed that “repair savings be reduced by 8.5%”
 but there is no information to ascertain how the 8.5% was derived, or how the dollar savings were derived. Envestra submits that the correct adjustment is as per the shaded line in the above table.
8.2 Error in AER Application of Efficiency Adjustment
In applying the efficiency adjustment to Envestra’s opex the AER, based on the advice of Wilson Cook, made adjustments in percentage terms to Envestra’s base year opex, and then applied pro-rata to the opex line items therein as follows:
	 
	2011-12
	2012-13
	2013-14
	2014-15
	2015-16
	Total

	Total adjustment %
	5.1%
	7.7%
	10.4%
	13.1%
	16.0%
	

	 
	
	
	
	
	
	

	Envestra proposed base year
	17.8
	18.1
	18.5
	18.8
	19.1
	92.4

	Total adjustment to base year
	0.91
	1.40
	1.92
	2.47
	3.06
	9.76

	Total base year minus adjustment
	16.9
	16.7
	16.6
	16.4
	16.1
	82.6

	 
	
	
	
	
	
	

	Adjustment to O&M
	0.7
	1.1
	1.5
	1.9
	2.3
	7.4

	Adjustment to A&G
	0.2
	0.3
	0.4
	0.5
	0.6
	1.9

	Adjustment to FRC
	0.1
	0.1
	0.1
	0.1
	0.2
	0.5

	 
	0.9
	1.4
	1.9
	2.5
	3.1
	9.8


This approach is incorrect as it applies the 2.5% efficiency adjustment to the total (unadjusted) opex forecast as stated in the Envestra, Qld Access Arrangement Information - RIN Template, Proforma 6 - Opex, October 2010.

The correct application is to apply the efficiency adjustment to the ‘adjusted’ base year opex in the relevant year and not the total ‘unadjusted’ roll forward opex for that year (as the AER has done). For example, the 2011/12 required percentage adjustment of 5.1% should be applied to the 2010/11 adjusted base year opex. The 2012/13 required percentage adjustment of 7.7% should then be applied to the adjusted 2011/12 base year opex and so on.
Using this correct approach would result in an adjustment over the forecast period of $8.3m as shown in Attachment 6-6, rather than $9.8m as applied by the AER in the Draft Decision.
8.3 NMF

Should it be necessary, Envestra relies on the evidence submitted to the AER in relation to the NMF and Incentive Payments in South Australia to the extent that it is apposite to the NMF and Incentive Payments forming part of Envestra’s opex in Queensland

9. Summary

Envestra’s original AAI contained the following forecast (as per Table 6.1) of opex.

	Opex Summary

$m (real 09-10)
	2011-12
	2012-13
	2013-14
	2014-15
	2015-16
	Total

	Operating & Maintenance
	13.47
	13.69
	13.96
	14.19
	14.39
	69.70

	Admin & General
	3.33
	3.41
	3.51
	3.60
	3.67
	17.52

	UAFG
	1.70
	1.46
	1.20
	0.92
	0.62
	5.89

	Network Development
	1.67
	1.68
	1.71
	1.74
	1.76
	8.56

	FRC
	1.01
	1.02
	1.03
	1.05
	1.07
	5.18

	Non Base Year Costs
	0.35
	0.63
	-0.39
	-0.82
	-1.27
	-1.49

	Total $m 
	21.64
	22.12
	21.35
	21.13
	20.80
	107.04


Taking into account the Draft Decision and the issues discussed in this attachment, the following table sets out Envestra’s revised opex in this revised AAI.

	Opex Summary

$m (real 09-10)
	2011-12
	2012-13
	2013-14
	2014-15
	2015-16
	Total

	Operating & Maintenance 
	14.32
	15.15
	15.88
	16.49
	17.10
	78.94

	Admin & General
	3.14
	3.17
	3.20
	3.22
	3.25
	15.98

	UAFG
	0.75
	0.75
	0.75
	0.75
	0.75
	3.75

	Network Development
	1.74
	1.79
	1.84
	1.90
	1.96
	9.23

	FRC
	0.99
	1.02
	1.05
	1.09
	1.13
	5.28

	Non Base Year Costs
	0.38
	0.67
	-0.16
	-0.37
	-0.63
	-0.10

	Total $m 
	21.33
	22.55
	22.56
	23.08
	23.56
	113.08


Section 24(2) of the National Gas Law states that a service provider should be provided with a reasonable opportunity to recover at least the efficient costs the service provider incurs in providing references services and complying with a regulatory obligation or requirement or making a regulatory payment.

Rule 91 requires operating expenditure to be such as would be incurred by a prudent service provider acting efficiently, in accordance with good industry practice, to achieve the lowest sustainable cost of delivering pipeline services. 
Rule 74(2) requires forecasts to be best estimates on a reasonable basis. 

For the reasons set out above in this submission, Envestra submits that its revised operating expenditure forecasts meet these criteria. 
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