6.7
Response to Draft Decision:  Operating Expenditure
1.
Introduction
The AER in its Draft Decisions for Victoria and Albury has set forecast operating expenditure (opex) that is 19% below and 9% higher than that proposed by Envestra for each network respectively. The key decisions made by the AER driving the changes in proposed opex relate to: 
· base year opex – primarily reflecting decisions made by the AER in regard to the treatment of provisions;
· labour cost escalation – primarily reflecting the decision of the AER to base changes in labour costs on the wage price index (WPI);

· network development – reflecting the decision to not allow any increase in network development expenditure relative to that included in the 2011 base year; and
· step changes and opex projects – reflecting decisions made by the AER to not accept most of the step changes proposed by Envestra.
Envestra considers that some of the changes made in the AER Draft Decision do not comply with the relevant requirements of the National Gas Law (NGL) and National Gas Rules (NGR). This attachment sets out the reasons as to why Envestra believes this to be the case. Unless noted otherwise, information in this attachment is expressed in 2011 dollar terms consistent with our initial proposal. 

2.
Base Year Opex

The AER’s Draft Decisions accepted Envestra’s proposal to use 2011 as the base year for forecasting opex. The AER however adjusted the 2011 base year proposed by Envestra to:

· remove movements in provisions (Victoria only);

· add payments made from provisions (Albury only);

· remove licence fees; and 
· add network development expenditure to the 2011 base year. 
Envestra accepts the adjustments made to remove the licence fee and to include network development expenditure in the base year. This section therefore focusses on the reasons as to why Envestra does not accept the AER decisions regarding the treatment of provisions for the purposes of forecasting opex under the NGR. 
2.1
Movements in Provisions (Victoria)
The AER amended the actual base year operating expenditure proposed by Envestra by removing the movement in provisions in 2011. In doing so, the AER in its Draft Decision (Part 2, pg. 227) stated that: 

“The AER considers the movement in these provisions does not represent actual costs incurred in a given year and should be removed from base year expenditure.”

Envestra agrees with the principle that movements in provisions should not be included in the base year for the purposes of forecasting opex. 

The AER (Part 2, pg. 227) then went on to note that:

“Envestra’s opex forecast for Envestra Victoria included movements in provisions. That is, its opex forecast was based on actual expenditure in 2011 as reported in its regulatory accounts. It was not adjusted to account for the small movement in provisions that occurred in 2011.”

Based on this, the AER removed the small movement in provisions from Envestra’s operating costs. 
However, this adjustment to the 2011 base year was not required as movements in provisions are not disclosed as operating expenditure for the Victorian network in the audited Regulatory Accounts, but are instead disclosed as depreciation/impairment in Regulatory Accounting Statement (RAS) 1.
 That is, the adjustment made by the AER is inconsistent with the manner in which Envestra has prepared its RAS. Envestra has therefore reversed the adjustment to the 2011 base year made by the AER. 

For Albury however movements in provisions are disclosed as operating expenditure, which explains why Envestra had (correctly) taken this amount out in its initial proposal. The reason for the difference between the Victorian and Albury networks is due to the ownership status of the assets to which the provisions relate. 
Importantly, Envestra owns the Victorian properties and is therefore required under relevant accounting standards to disclose the movement in provisions against the cost of the asset (i.e. as “depreciation/impairment”). Envestra does not own the Albury assets that relate to the provisions, such that the movement in provision for restoration costs is disclosed as operating expenditure (and disclosed as a separate operating cost category in RAS 8).
 

The actual treatment of movements in provisions in Envestra’s 2008 to 2011 audited Regulatory Accounts is set out in more detail in attachment 11-1. 

2.2
Payments from Provisions (Albury)
The AER has increased the Albury base year by an amount of $0.6 million, which represents payments made from provisions in that year. The AER states in its Draft Decision (Part 2, pg. 228) that:

“Had the AER determined the negative carryover accrued by Envestra Albury in the 2008-12 access arrangement period should not be applied, it would not have adjusted its base year expenditure to include liabilities paid from provisions since these liabilities do not represent recurrent expenditure.”

Envestra has explained in attachment 11-1 that the National Gas Code for Natural Gas Pipeline Systems (the Code) did not allow for the rollover between access arrangement periods of any negative carryover amount. Given this, and the AER reasoning set out above, Envestra has removed from the base year the $0.6 million increase made by the AER for payments from provisions in 2011. 
2.3
Summary of Adjustments to 2011 Base Year
Envestra has accepted all changes made by the AER to the base year aside from those relating to provisions. Envestra has therefore removed the adjustment made for movements in provisions in Victoria and payments from provisions in Albury. These adjustments are shown in table 1. 
Table 1:  Adjustment to 2011 Base Year for Provisions

	$m, 2011
	AER Draft Decision
	Adjustment for Provisions
	2011 Base Year Opex

	Victoria
	51.04
	+0.08
	51.12

	Albury
	2.36
	-0.59
	1.77


3.
Labour and Materials Cost Escalation

3.1
Labour Cost Escalation

The AER’s Draft Decision did not approve Envestra’s proposed labour cost escalation for either Victoria or Albury (refer section 6.5.5 of Part 2 of the AER Draft Decision).

The AER rejected Envestra’s forecast labour cost escalators, which forecasts were prepared by BIS Shrapnel (BIS), primarily because Envestra’s proposed escalators were based on the Average Weekly Ordinary Time Earnings (AWOTE) measure and not the Wage Price Index (WPI). Envestra has in this and previous reviews set out the reasons as to why the AWOTE measure adjusted for productivity is the most appropriate measure to use in forecasting opex under the NGR. 
Despite this, the AER has applied the WPI unadjusted for productivity. Envestra, in the case of this review, has decided to accept the AER approach on the basis that the WPI is not being adjusted for productivity (given the drivers of productivity are not captured by the WPI measure).
Envestra also accepts the AER Draft Decision to apply the same cost escalation for the Victorian and Albury networks. This reflects that the APA Group provides services to both networks and that they are located reasonably close to one another. Envestra also accepts the AER decision to apply the electricity, gas, water and waste services (EGWWS) escalator to all internal labour. 

The key issue is therefore the source of the forecast for WPI. Envestra has proposed to use the BIS forecast while the AER prefers the Deloitte Access Economics (DAE) forecast. This section assesses whether the best estimate of the WPI is that forecast by BIS, DAE or a combination of the two. Envestra received updated WPI forecasts from BIS (see attachment 6.4A) and sought further advice from Professor Borland (see attachment 6.8) to inform its decision on this matter. 
3.1.1
Historic Labour Cost Forecasting Performance of BIS and DAE

Envestra proposed that labour costs should be adjusted by the annual change in the AWOTE measure adjusted for forecast productivity. The AER (Part 3, pg. 101) however decided not to factor productivity into its analysis due to the “high degree of difficulty in estimating both quality adjusted labour productivity and conventional labour productivity.” This appears to be the primary driver behind the AER Draft Decision (Part 3, pg. 102) to apply the WPI measure of labour cost escalation:

“In light of the difficulties in estimating productivity, the AER considers an unadjusted LPI is the best forecast in the circumstances although this figure is upwardly biased by including labour productivity improvements.”

The AER has put forward several other criticisms of AWOTE in deciding to choose the WPI measure of labour costs, including that certain compositional changes in the workforce (such as proportional gender shifts) can distort AWOTE. Envestra has addressed these issues in previous submissions and maintains its view that its proposed use of AWOTE adjusted for a correctly matched productivity measure is appropriate. 

Of most concern to Envestra is the assertion that the AER approach would lead to Envestra being overcompensated for labour cost escalation. Envestra notes that it had proposed real cost escalation, based on AWOTE adjusted for productivity of 2.8% relative to the 1.1% allowed for by the AER in its Draft Decision. Envestra considers that this issue is in part driven by the choice of forecaster used. 
The AER appears to have favoured the use of the DAE forecasts of LPI due to concerns with the volatility in the BIS productivity adjusted forecasts of LPI (despite productivity adjusted forecasts not being used). The AER (Part 3, pg. 106) has also noted that it has undertaken:

“its own analysis and compared both BIS Shrapnel's and DAEs forecasts of LPI movements for the Australian economy. For the forecast series commencing 2006 to 2011 included in the analysis, the average of DAEs and BIS Shrapnel's forecasts had the lowest mean absolute error on three occasions, DAEs forecasts on two and BIS Shrapnel's once. This result is consistent with a significant body of literature concluding forecast accuracy can be improved by combining multiple individual forecasts. It is also consistent with DAEs finding that its forecasts were too pessimistic but BIS Shrapnel's were too optimistic.”

Envestra, along with SP AusNet, Multinet and APA Gasnet, engaged Professor Borland to test this finding further, including a review of the relevant academic literature. In terms of the relative forecasting performance of BIS and DAE, Professor Borland concluded that:

“Comparison of past forecasts of changes to LPI made by DAE and BIS against data on actual changes to LPI shows that: (i) There is no basis for concluding that forecasts made by DAE have had lower forecast error than those made by BIS; and (ii) A forecast that is an average of the DAE and BIS forecasts is associated with lower forecast error than using either the DAE or BIS forecasts”
.
While the first point supports Envestra’s proposal to use the BIS forecasts of LPI, particularly given the limited discretion provided to the AER under Rule 91 of the NGR, the second point suggests that an average of the BIS and DAE forecasts may provide an even better estimate. To this end, Professor Borland noted that:

“Statistical theory supports that an average of the DAE and BIS forecasts is likely to be a superior approach to forecasting changes to WPI compared to using either the DAE or BIS forecasts;”

This led Professor Borland to conclude that:
“On the basis of this analysis my recommendation is that the AER should use an average of the forecasts made by DAE and BIS as the best forecast of changes to WPI for the purposes of real labour cost escalation.”

Figure 1 shows the DAE and BIS labour cost forecasts of Victorian Utilities WPI and Victorian Construction WPI, and the average of the two sets of forecasts, for the period 2013 to 2017. These charts support DAE’s finding that “its forecasts were too pessimistic but BIS Shrapnel's were too optimistic”
 
Figure 1:  BIS and DAE Forecasts of WPI
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Envestra continues to believe that the BIS forecast of AWOTE adjusted for productivity satisfies the relevant requirements of the NGR. 
However, Envestra does recognise the difficulties in forecasting productivity referred to by the AER as a reason to apply the WPI measure unadjusted for productivity. Envestra, based on the advice of Borland, observation of DAE and relevant literature, has proposed that an average of the DAE and BIS forecast of WPI unadjusted for productivity is consistent with a best estimate arrived at on a reasonable basis, as required by Rule 74. 

Table 2 sets out the updated labour cost escalators for general labour, contractor labour (capex only) and EGWWS labour as determined by averaging the updated BIS Shrapnel forecasts (see Attachment 6.4A) and those of DAE for WPI. 
Table 2:  Labour Escalators

	WPI (real)
	2013
	2014
	2015
	2016
	2017

	EGWWS Lab
	1.2%
	1.5%
	1.7%
	1.4%
	1.5%

	General Lab
	1.2%
	1.5%
	1.7%
	1.4%
	1.5%

	Construction (capex only)
	0.8%
	1.4%
	1.6%
	1.2%
	1.3%


3.2
Materials Cost Escalation

In its original submissions, Envestra proposed materials cost escalation based on forecasts of the real increase in the cost of PE Pipe supplied by BIS.

In its Draft Decisions, the AER did not allow materials cost escalation as it said that:

“Envestra's proposed materials real cost escalators were not arrived at on a reasonable basis because Envestra did not provide quantifiable evidence to demonstrate PE pipeline costs will escalate in real terms. The AER also considers Envestra's proposed materials real cost escalators do not represent the best forecast or estimate possible in the circumstances, because expected inflation produces superior forecasts for PE pipeline inflation.”

Envestra accepts the AER decision that materials costs will increase by no more than inflation over the 2013 to 2017 Access Arrangement period. 
4.
Network Development 
Envestra proposed expenditure of $17.2 million ($2011) in Network Development (ND) in respect of its Victoria network and $0.6 million ($2011) for its Albury network. Envestra’s forecasts were derived from a “zero based” approach of the entire marketing program.

The AER did not accept Envestra’s proposed ND forecasts on the grounds that the operation of the efficiency carryover mechanism (ECM) requires that the base year opex be consistent with the opex used to determine any carryover amounts under the ECM. It approved expenditure as reported in the 2011 base year of $2.4 million per annum ($2011) for ND for Victoria and $0.1 million per annum ($2011) for Albury.

Having adopted this framework and determined the 2011 base year expenditure, the AER examined whether a step change above that expenditure was consistent with Rules 74 and 91 in the NGR.  The AER did not consider that Envestra’s forecast was reasonable or likely to be incurred by a prudent service provider acting efficiently in accordance with accepted good industry practice because:

· ND expenditure is discretionary.  Envestra had the opportunity to undertake a prudent level of expenditure in 2008-12 and was incentivised to do so through the ECM.  Therefore it was not clear why forecast expenditure in the next period would need to be higher than that incurred in the base year; and

· the forecasts are highly dependent on assumptions on the take-up rate of incentive arrangements.  The AER stated that Envestra was unable to provide data to support these forecasts.

The AER concluded that due to the discretionary nature of the spend, and uncertainty regarding the take-up rate, Envestra’s forecast did not comply with Rule 74.  Accordingly it determined that a step change would not comply with Rule 91. The AER noted that if additional expenditure on ND was required, Envestra could use some of the underspend from the previous period to fund such an expansion.

Envestra agrees with the AER that the base year opex should be consistent with the opex used to determine carryover amounts under the ECM.  In attachment 6.3A, Envestra has revised its approach to forecasting ND expenditure to distinguish between base year expenditure and step change expenditure.  The analysis concludes that:

· operations support costs and advertising costs are included in the 2011 base year and should be approved by the AER as consistent with Rule 91 in accordance with its standard revealed costs methodology; and
· web-site costs and the increase in incentive payments were not included in Envestra’s 2011 base year expenditure, and as such, are new costs that need to be assessed against the criteria in Rules 74 and 91.
The reformulation of the forecast in this manner is also useful in addressing the AER’s concern around the discretionary nature of ND expenditure.  It requires any increase in expenditure relative to 2011 (step changes) to be specfically identified and evaluated against the relevant Rules.
Attachment 6.3A provides a detailed analysis of the incremental costs proposed, being web-site costs and the increase in incentive payments.  This analysis demonstrates that an increase in ND expenditure relative to the 2011 base year is prudent and efficient. The key arguments are summarised below.
4.1
Web-site Costs

Envestra forecasts that it will cost $0.1 million to build, test and install the Victorian/Albury web-site, after which ongoing operating costs will be $0.1 million per year (the web-site will be dynamic and require continuous updating). The website project will reduce connection times and increase customer service levels. It is essential to have the functionality of the web-site to meet gas consumers’ needs into the future. Market research revealed that 57% of people interviewed preferred to obtain information on gas and the connection process from the internet (see attachment 6.3, Network Development Plan 2013-17, attachment 1, p 53).
While the costs were not incurred in 2011, Envestra submits that these costs are consistent with consumer needs, and as such, would be incurred by a prudent service provider acting efficiently in accordance with accepted good industry practice to achieve the lowest sustainable cost of delivering pipeline services. The detailed costing of the website provided in attachment 6.3A demonstrates that the forecast:

· is consistent with Rule 74 in that it reflects a best estimate arrived at on a reasonable basis; and 
· has been developed taking into account Envestra’s experience in developing websites such that it represents the best possible estimate in the circumstances.
4.2
Incentive Payments
Envestra proposed in its 30 March submission that incentive payments increase from $1.5 million in 2013 to $2.2 million in 2017.  These costs are higher than those incurred in 2011.  In order to determine if a step change in incentive payments is justified, it is necessary to demonstrate that the activity undertaken will assist to achieve the lowest sustainable cost of delivering reference services as required by Rule 91.
It was shown in the 30 March submission that the net present value (NPV) of the benefit received through gaining the incremental load from offering the incentive program exceeded the cost of the incentive/rebate (table 6, page 26).  This analysis is reproduced below in table 3. 
Table 3:  Cost and Benefit Analysis of Incentive Payments
	
	Incremental Load

(GJ/customer)
	NPV @ 10%

(15 years)
	Proposed Incentive
($)

	Electric to gas HW conversion
	20
	$842
	$500

	CHU added
	35
	$1,371
	$750

	Heat Pump
	55
	$1,961
	$1,500


Attachment 6.3A quantifies the impact of the program on reference tariffs. This demonstrates that the incentive program proposed would be consistent with Rule 91 as it will reduce network tariffs by 7c per GJ across the entire Tariff V market segment at the commencement of the next Access Arrangement period.  As required by Rule 91, implementation of the incentive program will assist Envestra to achieve the lowest sustainable cost of delivering pipeline services in accordance with Rule 91.
The AER also expressed concern in the Draft Decision about the uncertainty of take-up rates of the program. Since Envestra’s original submission, additional information is available on the success of the winter 2012 program.  At the end of September 2012, 2,701 new appliances had been installed in Victoria as a result of the program relative to the 1,485 installations at September 2011. The 2012 program represents an 80% increase over 2011 outcomes, significantly greater than the increase forecast by Envestra (35%).  This outcome is consistent with the experience in South Australia where up-take rates have progressively increased over the three years the ND program has been operating. 
Envestra is not proposing to modify the forecast from that submitted on 30 March.  However, the new information that is now available does confirm Envestra’s proposition that uptake rates will increase over time as the ND program continues.  Given that there is now more certainty around uptake rates for the Victorian/Albury market, Envestra submits that the higher uptake rates proposed in its 30 March submission should be approved by the AER.

Finally, attachment 6.3A addresses the AER’s suggestion that some of the underspend from the 2008 to 2012 Access Arrangement period could be applied to fund an expanded ND program in the 2013 to 17 period. This approach by the AER, if it is put forward as a reason not to accept ND expenditure, is contrary to the requirements of:

· Rule 91 of the NGR - which requires expenditure to be included in the expenditure benchmarks if it is that which would be incurred by a prudent service provider acting efficiently to achieve the lowest sustainable costs; and

· Section 24(2) of the NGL – which required Envestra to be provided with a reasonable opportunity to recover at least the efficient costs of providing reference services. 

Envestra notes that the benefits of the marketing program extend beyond the five year regulatory period, and that without a direct allowance for ND in the operating cost benchmark, Envestra will only be able to realise part of the benefits but will incur the full cost of the program. The benefits to customers, which are reflected in the positive NPV shown in table 3, are realised by customers through lower tariffs to apply from the start of the next regulatory period. 
If the operating cost benchmark mark does not cover the cost of the incentive payments, the business will not implement the program as it will not receive a sufficient offsetting financial benefit (and indeed may be penalised through the ECM). The consequence is that gas consumers will be disadvantaged as they will be precluded from enjoying the benefits of the program from the next reset, at which time tariffs will be reset to take into account higher volumes of gas transported through the network.
Envestra therefore submits that the forecast costs proposed in the 30 March submission for ND be approved by the AER as consistent with Rules 74 and 91 (see table 4).  
Table 4:  Web-site and Incentive Payment Expenditure, 2013 to 2017

	 
	Year ($,000 2011 excl. of Escalation)

	Network
	2013
	2014
	2015
	2016
	2017
	Total

	Victoria
	3,172
	3,208
	3,596
	3,516
	3,692
	17,184

	Albury
	111
	112
	125
	121
	127
	596

	Total
	3,283
	3,320
	3,721
	3,637
	3,819
	17,779


5.
Step Changes & Opex Projects

In its Draft Decisions, the AER disallowed a number of the step changes and opex projects proposed by Envestra on the basis that the forecast expenditure was either:

· intended to address a regulatory requirement or industry standard that has not changed since the 2008 to 2012 Access Arrangement period; or
· intended to improve productivity; or

· sufficient funding is likely to already be provided for in the base year.
This section explains why Envestra does not consider that the above reasons provide a suitable framework for assessing proposed step changes and opex projects, or expenditure more generally, under the National Gas Law (NGL) and National Gas Rules (NGR). This section then resubmits those step changes and opex projects that Envestra maintains comply with the NGL and NGR. 
5.1
Relevant Regulatory Regime
Section 28(1) of the NGL provides that the AER must, in performing or exercising an economic regulatory function or power, perform or exercise that function or power in a manner that will, or is likely to, contribute to the achievement of the National Gas Objective (NGO), which is set out in section 23 of the NGL. The NGO states: 

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

Section 28(2) of the NGL provides that the AER must take into account the revenue and pricing principles set out in Section 24 of the NGL in exercising discretion in approving or making those parts of an access arrangement relating to a reference tariff. In the current context the revenue and pricing principle of most relevance is subsection 24(2), which states that a service provider should be provided with a reasonable opportunity to recover at least the efficient costs that the service provider incurs in providing reference services and complying with a regulatory obligation or requirement or making a regulatory payment. 

Also of relevance is section 24(3) which provides that a service provider should be provided with effective incentives in order to promote economic efficiency with respect to reference services that the service provider provides. 

The specific criterion in the NGR governing the recoverability of operating expenditure is set out in Rule 91, which states: 
“(1)
Operating expenditure must be such as would be incurred by a prudent service provider acting efficiently, in accordance with accepted good industry practice, to achieve the lowest sustainable cost of delivering pipeline services.
(2)
The AER's discretion under this rule is limited.


Note:


See rule 40(2).”

As Rule 91 notes the meaning of limited discretion is set out in Rule 40(2).  That rule states:

“If the Law states that the AER's discretion under a particular provision of the Law is limited, then the AER may not withhold its approval to an element of an access arrangement proposal that is governed by the relevant provision if the AER is satisfied that it:

(a) complies with applicable requirements of the Law; and
(b)
is consistent with applicable criteria (if any) prescribed by the Law.

Finally, Rule 74 requires that any forecast or estimate of expenditure must be arrived at on a reasonable basis and must represent the best forecast or estimate possible in the circumstances. The AER notes in its Draft Decision (Part 2, pg. 231) that where it considers that a step change is consistent with Rule 91, an incremental increase in opex that the AER considers complies with Rule 74 is included in the expenditure benchmarks.
5.2
Intended to Address Existing Regulatory Requirement or Industry Standard
In applying Rule 91, the AER states:

“In general the AER considers an increase in opex is not consistent with r. 91 of the NGR where the additional expenditure is intended to address a regulatory requirement or industry standard that has not changed since the 2008-12 access arrangement period.

The AER considers that an increase in opex to implement an existing regulatory requirement may provide an incentive for service providers to spend less than required in meeting such requirements or standards. The AER considers this practice is not consistent with a prudent service provider acting efficiently in accordance with accepted good industry practice to achieve the lowest sustainable cost of delivering pipeline services. ”

Envestra considers that the above reasoning is inconsistent with the requirements of the NGL and NGR, particularly in regards to: 

· section 24 of the NGL – which requires that a service provider “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” (emphasis added); and 

· rule 91 of the NGR – which provides for an item of opex to be recoverable if it would be incurred by a prudent service provider acting efficiently in accordance with accepted good industry practice to achieve the lowest sustainable cost of delivering pipeline services.

The above requires forecast expenditure to be sufficient for Envestra to recover the efficient costs of complying with its regulatory obligations, regardless of when those obligations arose. The NGL and NGR require the AER to: 

· identify whether a regulatory obligation exists;

· determine what costs would be incurred by a prudent service provider acting efficiently to address that regulatory obligation; and

· ensure forecast expenditure provides a reasonable opportunity for the service provider to recover at least the efficient costs of addressing the regulatory obligation.

The AER has not undertaken this process. That is, the AER has not considered, including through appropriate engineering analysis, whether the expenditure proposed by Envestra is sufficient to recover the efficient costs of addressing its regulatory obligations. 

The AER seems to be conflating its assessment of actual (historic) expenditure outcomes against Rule 91 with the requirement to ensure that benchmark (forecast) expenditure complies with Rule 91 over the 2013 to 2017 Access Arrangement period. Any concern that the AER might have with the efficiency/reasonableness of past expenditure is better addressed through other schemes (such as technical reviews and incentive mechanisms) rather than by setting forecast expenditure that does not comply with the NGL and NGR (by not allowing for the recovery of efficient costs). 

Envestra notes that there are a range of reasons as to why past expenditure might not be sufficient to address an existing regulatory obligation over subsequent years. For example:

· external drivers/circumstances could have changed to the extent that the risk associated with a regulatory obligation has increased relative to that experienced in the past;
· additional expenditure might be required in subsequent years to ensure ongoing compliance with an existing obligation; and
· a change in business risk outlook may mean that an acceptable risk at one point in time is not an acceptable level of risk at another point in time (for example, experience from bushfire outcomes may mean that a practice previously considered acceptable may no longer be considered to provide an acceptable level of risk).
The AER has not considered such matters in deciding to disallow proposed expenditure. 
Critically, the AER has not taken into account that many regulatory obligations do not have an identifiable threshold between compliance and non-compliance. There are various levels of compliance that can exist, ranging from minimal acceptable compliance to high level compliance. For example, the degree of compliance might start from a low base and improve over time as a service provider implements new systems and processes (e.g. training programs and/or new or improved software).

In some cases, the evolution of standards over time means that assets may not comply with the latest version of standards. While the application of standards is usually not retrospective, a prudent service provider would make an assessment of the cost and risk of compliance with a new standard and respond accordingly. The timing of any action would be commensurate with the assessed risk and take into account efficient costs and resources and be prioritised accordingly.

Envestra submits, contrary to the AER’s assertion, that this practice is consistent with a prudent service provider acting efficiently in accordance with accepted good industry practice to achieve the lowest sustainable cost of delivering pipeline services. This can be illustrated using the example whereby the AER has not accepted Envestra’s proposed expenditure for meter box rectification. On this matter, the AER in its Draft Decision (Part 2, pg. 234) found that: 

“Envestra is required to ensure meter boxes comply with the Australian gas installation Standard AS 5601. Therefore if Envestra needs to undertake a program to rectify holes in meter boxes it would imply that Envestra is not currently compliant with the Australian standard. The AER considers that if Envestra was acting in accordance with good industry practice, it would have already taken measures to address this issue. The AER does not consider it would promote accepted good industry practice to provide additional funding for Envestra to comply with an industry standard with which Envestra should already be compliant.”

As explained in Business Case V17, there are currently a number of installations that do not comply with the relevant industry standard (AS 5601), which standard states that a meter box in a cavity wall shall be completely sealed from any adjoining cavity. This reflects that certain meter boxes were installed prior to the development of the Standard, installed prior to the development of the current version of the standard or affected by third party actions outside of Envestra’s control. 

In any event, a risk has been identified by Envestra, appropriately assessed, with a resultant action plan developed to address the risk of gas leakage through holes in meter boxes (which risk could potentially be fatal). Such a plan is one that is consistent with a prudent operator, acting efficiently and in accordance with good industry practice. The plan is consistent with Envestra providing a safe and reliable supply of services that is consistent with the long term interests of consumers. 

In summary, the NGL and NGR require the AER to ensure that Envestra has a reasonable opportunity to recover at least the efficient cost of complying with all regulatory obligations over the 2013 to 2017 Access Arrangement period. Indeed in the specific example of gas leakage through holes in meter boxes the AER’s decision is inconsistent with the National Gas Objective because the decision is denying Envestra the funding required to adequately address an issue that affects the interests of consumers with respect to the safety of the supply of natural gas services.
5.2.1
Risk Management of Existing Regulatory Requirements and Industry Standards

Envestra applies a systematic approach to risk management in respect of both new and existing obligations, which approach is set out in section 2.8 of the Asset Management Plan (AMP). The aim of this approach is to eliminate risk where practicable, or alternatively, put in place processes and procedures to control and/or minimise the consequences of risk, recognising that there will always be some element of risk in operating distribution networks. 
As part of its approach, known network issues are ranked in terms of their priority. The table below, which has been extracted from the AMP, indicates the four priority levels assigned to network issues/risks. The four priority levels result in all known risks being classified as either “extreme”, “high”, “moderate” or “low”.
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Priority Description

Priority 1

Any project, where Risk Level of at least one risk area falls into Extreme must be included in
Priority 1. These projects should be regarded as non-discretionary, as their justification is to
mitigate the risk level that is not acceptable to APA.

Priority 2

Any project, where Risk Level of at least one risk area falls into High must be included in
Priority 2. The non inclusion of these projects may expose APA, or third party asset owner
to potential short and long-term business damage.

Any project, where Risk Level of at least one risk area falls into Moderate must be included

Priority 3 in Priority 3. The non inclusion of these projects may affect reliability of assets; as well it
may affect operating efficiency and compliance.
Any project, where Risk Level of at least one risk area falls into Low must be included in
Priority 4 Priority 4. The non inclusion of these projects may affect opportunity for overall company

risk reduction and operating efficiencies.





Issues deemed to have an “extreme” or “high” risk rating are actioned as a priority to either remove the cause of the risk and/or apply additional controls to reduce the risk rating to an acceptable level. Issues having a risk rating of “moderate” are documented and actioned in accordance with available resources and other priority actions, while items rated as “low” risk receive the lowest priority or may be accepted and monitored without further treatment.

Envestra has identified certain risks (e.g. pertaining to meter boxes, gas pipes in drains, pipe saddle supports and lightning integrity – Business Cases V17, V40, V37 and V35 respectively) and assessed them accordingly. This has resulted in a plan to address the risk over an appropriate time frame that allows the prudent and efficient use of resources, but subject to monitoring until such time as the risk is able to be eliminated or reduced.
Envestra submits that managing risk in this manner is consistent with a prudent service provider acting efficiently in accordance with accepted good industry practice to achieve the lowest sustainable cost of delivering pipeline services. The framework for assessing step changes applied by the AER does not provide Envestra with an ability to at least recover the efficient cost of addressing identified risks pursuant with its prudent risk management strategy. 

5.3
Intended to Improve Productivity

The AER also decided that, despite proposed expenditure being compliant with Rule 91, an incremental increase in opex might not be warranted in certain circumstances, such as where the expenditure is intended to achieve productivity gains. Specifically, the AER states in its Draft Decision (pg. 231):

“In some cases, the AER considers that expenditure may be consistent with the requirements governing opex under r. 91 of the NGR but it considers that an incremental increase in the total opex allowance would not be consistent with rr. 74 or 91 of the NGR. For instance, if expenditure is intended to improve productivity, the AER would generally consider, unless circumstances indicate otherwise, that there is sufficient expenditure in base year opex in order to fund the program.”

This principal is applied to several of Envestra’s step change proposals. For example, the AER in its Draft Decision (pp. 233-234) states in regard to proposed IT expenditure that:

“The AER accepts that at the project level Envestra will incur opex in implementing the IT–Road Map Initiative. However, by replacing or upgrading existing systems, the IT Road Map Initiative intends to improve Envestra's productivity. The AER expects that there will be both productivity gains and cost savings across Envestra from implementation of new IT systems. For this reason the AER does not consider an incremental increase in total opex above base year opex is consistent with rr. 74 or 91 of the NGR.”

The AER is therefore concluding that it does not need to incorporate expenditure that is aimed at improving productivity because there will be offsetting cost reductions over the regulatory period, despite that expenditure complying with Rule 91 of the NGR. 
Envestra submits that the NGL and NGR do not support the premise which clearly underpins the AER’s approach to assessing the costs of implementing productivity improvements. This premise is that service providers and not consumers should fund the cost of productivity improvements. However, as any reduction in costs is passed onto consumers this would mean that service providers fund the cost but the benefit of productivity improvements are passed through to consumers (subject to a short term retention by the service provider under the ECM).
 
It is difficult to see how this can be consistent with section 24(2) of the NGL. Nor is it consistent with section 24(3) of the NGL because it discourages investment which improves productivity. Finally it is inconsistent with the National Gas Objective because it discourages service providers taking steps which, in the long run, benefit the interests of consumers in respect of price, quality, safety, reliability and security of supply.

5.4
Sufficient Funding in the Base Year
The final reason given by the AER for not accepting expenditure that would otherwise comply with Rule 91 is that sufficient expenditure might already be provided for in the base year. On this matter, the AER notes in its Draft Decision (pp. 231-232) that: 

“The AER's assessment of proposed step changes also recognises that the opex carried out by a service provider will not be exactly the same from year to year. For instance actual opex in the base year reflects both recurrent expenditure and non-recurrent expenditure. However, when forecasting opex for the 2013–17 access arrangement period the AER has not sought to estimate all non-recurrent expenditure incurred in the base year. Therefore to ensure a forecast of total opex that is consistent with r. 74 of the NGR, the AER also does not automatically consider there should be an incremental [increase in] opex because the expenditure was not incurred in the base year but needs to be incurred in the 2013–17 access arrangement period. Instead the AER considers on case by case basis whether base year opex would be likely to be sufficient in order to fund the proposed program of opex or whether an incremental increase in opex is required.”
Envestra has concerns with adopting such a principle in setting forecast expenditure, particularly whether it would provide Envestra with a reasonable opportunity to recover at least the efficient cost of providing reference services and meeting a regulatory obligations (as required by Section 24(2) of the NGL).
5.5
Summary on Framework
Envestra considers that the framework applied by the AER in assessing Envestra’s proposed step change expenditure has led it to error. This is because the framework has been used by the AER to disallow proposed expenditure that would otherwise comply with the NGL (in particular Sections 28 and 24) and the NGR (in particular Rule 91). The remainder of this section identifies those projects that are being resubmitted because they were erroneously disallowed in full or in part by the AER. 
5.6
Non-Base Year Costs 

Envestra in its initial AAI submitted certain operating expenditure that was not included in the 2011 base year but required to be incurred over the 2013 to 2017 Access Arrangement period. Envestra has in sections 5.1 to 5.5 outlined its reasons as to why the framework (or reasons) applied by the AER are not suitable for determining forecast operating expenditure under the NGL and NGR. 
This section summarises the reasons as to why Envestra has not accepted the AER decisions to not approve certain non-base year costs in the operating expenditure benchmarks. The AER decisions made on costs not discussed in this section have been accepted by Envestra. The business cases attached to the revised AAI provide more detail on each respective cost. 
5.8.1
One-Off Projects to Address an Existing Regulatory Requirement or Industry Standard

This section discusses those one-off projects aimed at addressing existing regulatory requirements or industry standards for Victoria and Albury. As outlined earlier, the reasons for not accepting the AER Draft Decision on these matters include, for example, that assets were installed prior to the commencement of a standard and/or previous risk mitigation practices are no longer appropriate due to changing circumstances.  
(1) Holes in Meter Boxes (Business Case V17)

As outlined earlier, the AER did not accept expenditure in relation to rectifying holes in meter boxes on the basis that the expenditure is intended to address an existing industry standard. The AER went on to state that it would not “promote accepted good industry practice to provide additional funding for Envestra to comply with an industry standard with which Envestra should already be compliant.”

This expenditure is required to address those meter boxes that currently do not comply with the relevant industry standard because they were either installed prior to the development of the standard, installed prior to the development of the current version of the standard or affected by third party actions outside of Envestra’s control. 

Furthermore, as discussed in detail in section 5.1 and 5.2 above, the AER’s criterion that a forecast should not be approved if it provides funding for a service provider to comply with an industry standard with which the AER believes the service provider should already be compliant with, is not consistent with the NGR. Envestra has identified a risk and implemented an appropriate plan to significantly reduce the potential of a catastrophic event occurring. 
This expenditure is consistent with that incurred by a prudent service provider acting efficiently and in accordance with accepted industry standards (as required by Rule 91). This expenditure is required to address public safety concerns associated with leakage from gas meters through holes in meter boxes, which consequences could potentially be fatal. Envestra must be provided with a reasonable opportunity to recover the costs of complying with this industry standard (as required by Section 24(2) of the NGL). 
Table 5:  Resubmitted Holes in Meter Boxes Business Case V17 forecast (excl. Cost 
Escalation)

	Total ($M, real 2011)
	2013
	2014
	2015
	2016
	2017
	Total

	Victoria
	0.22
	0.44
	0.33
	0.0
	0.0
	0.99


Easement Vegetation Management (Business Case VA33A)

In its original submission, Envestra submitted this project as capex. The AER did not accept this classification as it “represents an expense incurred in maintaining its pipelines and does not represent an asset from which Envestra may receive a future economic benefit”. Envestra accepts this aspect of the decision and in this response has classified easement vegetation management as opex.

The AER did not accept the majority of the forecast expenditure in relation to easement vegetation management on the basis that:
“The AER does not consider that the expenditure required for Envestra to become compliant with its regulatory obligations complies with r. 91 of the NGR as it would not be incurred by a prudent service provider acting efficiently, in accordance with accepted good industry practice, to achieve the lowest sustainable cost of delivering pipeline services. The AER considers that a prudent and efficient service provider would have undertaken vegetation management programs from 2001 (when AS/NZS 2885.3-2001 was introduced) onwards to ensure compliance with its regulatory obligations. As such, a prudent and efficient service provider would not require a step change in its opex allowance in the 2013–17 access arrangement period to enable it to become compliant with its regulatory obligations.”

The AER went on to state that it:
“considers that a prudent and efficient service provider would have already instituted an annual vegetation management program to ensure ongoing and continued compliance with its regulatory obligations. As such, the AER considers that it is appropriate that Envestra receives a sufficient opex allowance to fund this expenditure.”

Based on this, the AER approved a step change of $0.7 million ($2011) per year, which was the amount proposed for the ongoing program for the maintenance of the cleared pipelines less Envestra's historical expenditure on vegetation management, which was already included in Envestra's base year allowance.

This expenditure is insufficient for Envestra to satisfy its obligations with respect to easement vegetation management. This primarily reflects that an allowance has not been provided to initially clear mature and over grown vegetation along transmission pipeline easements, implement vegetation off-set measures 
While vegetation management is not a new requirement, the risk associated with excessive vegetation has only become material over the last two years following significant rainfall that occurred from 2010 onwards (after the breaking of drought conditions in Victoria).

This has prompted Envestra to develop a suitable plan that takes into account an appropriate balance of risk and resources. This is consistent with the actions of a prudent service provider.
Envestra has not in previous periods sought or received funding in relation to this matter.
Envestra submits that this expenditure is consistent with that which would be incurred by a prudent service provider acting efficiently and in accordance with accepted industry standards to address an identified safety risk (as required by Rule 91). As discussed in sections 5.1 to 5.5, Envestra must be provided with a reasonable opportunity to recover the costs of providing reference standards and complying with industry standards (as required by Section 24(2) of the NGL). 

Table 5.2 sets out the prudent and efficient expenditure required by Envestra over the 2013 to 2017 Access Arrangement period. The revised business case VA33A provides more detail as to why this expenditure is prudent and efficient.
Table 6:  Resubmitted Easement Vegetation Management Business Case VA33A forecast 
(excl. Cost Escalation)

	Total ($M, real 2011)
	2013
	2014
	2015
	2016
	2017
	Total

	Victoria
	3.60
	3.57
	1.65
	0.67
	0.67
	10.14

	Albury
	0.15
	0.15
	0.07
	0.03
	0.03
	0.44


(2) Pipe Saddle Support Repairs (Business Case V37)

The AER did not accept expenditure in relation to pipe saddle support repairs on the basis that the expenditure is intended to address an existing industry standard (i.e. AS 2885.3) where a licensee is required to take appropriate remedial action after an inspection identifies pipeline coating integrity which has been affected. Specifically, the AER considered that:
“The AER expects that if issues with pipe saddle supports were significant, a prudent service provider acting efficiently in accordance with good industry practice to achieve the lowest sustainable cost of delivering pipeline services would address corrosion in pipelines accordingly after such an inspection.”

The AER’s inference that the repairs are urgent, and therefore required immediate repairs, is incorrect. That is, the AER’s assertion or “expectation” that a prudent service provider would immediately undertake a repair is not consistent with good industry practice nor is it supported by any engineering or risk analysis of the corrosion problems and required long term solution.

Furthermore, the implication of the AER decision (that repairs should have been immediately undertaken on those supports that had been inspected and found to require rectification) is that Envestra need take no action in respect of all the remaining pipe saddle supports in its network, since the AER allowed no funding at all in the forecast period to address risks arising from supports that have not been inspected. The AER’s decision would therefore infer that a risk in the network should remain unaddressed. 
This decision is not acceptable to Envestra and would be contrary to Envestra’s safety obligations and Asset Management Plan. Envestra, as a prudent service provider, has:

(a) undertaken a risk assessment of the problem, in accordance with the risk assessment process discussed in section 5.2.1 above;
(b) as discussed in the business case, undertaken a review and assessment of the best practice/method to rectify the identified problem to achieve lowest sustainable costs (as opposed to the AER approach of undertaking immediate ad-hoc repairs that may not lead to long term lowest sustainable cost); and

(c) scheduled repair work in a time frame that makes the most efficient use of resources, in consideration of the risk that is to be addressed.

As discussed in sections 5.1 and 5.2, Envestra believes the AER’s approach is therefore inconsistent with the requirements of the NGL and NGR. The proposed expenditure is consistent with that which would be incurred by a prudent service provider acting efficiently and in accordance with accepted industry standards (as required by Rule 91). Envestra must therefore be provided with a reasonable opportunity to recover the costs of complying with this industry standard (as required by Section 24(2) of the NGL). 

Table 5.3 sets out Envestra’s submission on the expenditure that is required to be included in the opex forecast for the 2013 to 2017 Access Arrangement period. Further information is provided in the business case attached to Envestra’s AAI.
Table 7:  Resubmitted Pipe Saddle Support Repairs Business Case V37 forecast (excl. Cost 
Escalation)

	Total ($M, real 2011)
	2013
	2014
	2015
	2016
	2017
	Total

	Victoria
	0.07
	0.04
	0.04
	0.04
	0.04
	0.23


(3) Gas Pipes in Drains (Business Case V40)

This project involves the training of operators in the use of new specialised equipment for internal pipe inspections and the targeted inspections of pipes, stormwater drains and sewers identified as a safety risk.
The AER noted in its Draft Decision
 that it “recognises that a prudent service provider would need to undertake opex to reduce safety risks to an acceptable level”. However the AER did not approve any of the forecast expenditure because:

“The AER considers that if the risks associated with gas pipes installed in drains are material, a prudent service provider acting in accordance with good industry practice to achieve the lowest sustainable cost of delivering pipeline services would have taken immediate action to address this risk. It does not consider an increase in opex to fund a program to address a risk that should have already been addressed prior to the 2013–17 access arrangement period would be in accordance with good industry practice.”

That is, the AER did not approve the expenditure in the forecast period essentially because Envestra has not undertaken expenditure on this item in the 2008 to 2012 period. As discussed in previous sections, Envestra submits that such an assessment ignores prudent risk management practice and is not consistent with the requirements of the NGL (particularly Section 24(2) and NGR (particularly Rule 91). 
Envestra is concerned that the AER “does not consider this expenditure necessary to maintain or improve the safety of Envestra's services”, yet the AER has not undertaken any risk analysis or presented any engineering advice to support its conclusion. It is also contrary to the view of Energy Safe Victoria and WorkSafe Australia. As discussed in the business case (p2):
“There have been a number of incidents whereby gas pipes have been ruptured during drain clearing resulting in quite hazardous situations arising.  WorkSafe and ESV raised concerns regarding these incidents and requested that the gas distributors undertake a proactive program to address this hazard.”
This was reflected in Energy Safe Victoria’s compliance audit report of Envestra’s safety case in October 2012:

“During the audit, Energy Safe Victoria had raised concerns on the risks associated with damages to drains during ‘pipe insertion for network upgrades’. Envestra APA is required to propose a mitigation plan on reducing the risks associated with damages to drains during these works”.

As discussed in section 5.2.1, Envestra applies a systematic approach to risk management in respect of both new and existing obligations, which approach is set out in section 2.8 of the Asset Management Plan (AMP). The aim of this approach is to eliminate risk where practicable, or alternatively, put in place processes and procedures to control and/or minimise the consequences of risk, recognising that there will always be some element of risk in operating distribution networks. 
Envestra submits that its forecast expenditure provides a plan to manage the risk of gas pipes in drains in a manner that is consistent with a prudent service provider acting efficiently in accordance with accepted good industry practice to achieve the lowest sustainable cost of delivering pipeline services (as required by Rule 79). Envestra is required to be provided with a reasonable opportunity to recover at least the efficient cost of addressing identified risks arising from its prudent risk management strategy. 

The forecast that Envestra resubmits (as per the original forecast) is set out in the following table. Further detail is provided in the relevant business case. 
Table 8:  Resubmitted Business Case V40 forecast (excl. Cost Escalation)

	Total ($m, real 2011)
	2013
	2014
	2015
	2016
	2017
	Total

	Victoria
	0.03
	0.07
	0.06
	0.05
	0.06
	0.26


5.8.2
Permanent Step Changes Proposed by Envestra 

This category relates to costs that Envestra will be required to incur on an ongoing (or permanent) basis. As explained in sections 5, the AER is required to approve operating expenditure if it complies with Rules 91 and 74. Envestra believes the following business cases comply with the NGL and NGR and should therefore be approved.
(1) Technical Training (Business Case VA23)

This project, which has an opex and capex component, was not accepted by the AER for principally two reasons. First the AER indicated that it:

“accepts at a project level, it may be prudent for Envestra to incur additional opex for technical training. However, similar to views expressed by the EUCV, the AER considers the purpose of technical training is to improve the skills of its staff. The AER considers that improving the skills of Envestra's staff would be likely to deliver productivity improvements.”

Envestra does not agree with the AER in this respect primarily because, as discussed in the business case, improved training delivery is required to offset declining productivity arising from an ageing workforce. This cost therefore complies with Rule 91, and as such, section 24(2) requires the AER to provide Envestra a reasonable opportunity to recover the efficient cost of training. 
Envestra notes that the underlying premise of the NGL and NGR is not for the distributor to fund the cost of productivity improvements, particularly given the expected costs will not be offset by the expected benefits within the regulatory period. 
The AER also argued that Envestra's current training regime must already be sufficient for the work currently undertaken, thereby implying that improvements in training methods are not necessary or prudent.  Envestra submits that a prudent service provider would seek to make continual improvements in systems and processes, including in the delivery of training to personnel. 
The above issues are discussed in detail in Business Case VA23A, together with reasons why Envestra believes the forecast complies with the NGL and NGR. The forecast that Envestra resubmits (as per the original forecast) is set out in the following table.

Table 9:  Resubmitted Technical Training Business Case VA23A forecast (excl. Cost 
Escalation)

	Total ($M, real 2011)
	2013
	2014
	2015
	2016
	2017
	Total

	Victoria
	0.12
	0.12
	0.12
	0.12
	0.12
	0.61

	Albury
	0.00
	0.00
	0.00
	0.00
	0.00
	0.02


Totals may not add due to rounding
(2) Meter Station Charges (Business Case V26)

The AER reduced Envestra’s proposed forecast by 41% on the basis that:

· the AER did not approve the capex for the augmentation of the Dandenong to Crib Point network. As a result the AER did not consider charges for a new CTM at Dandenong would be consistent with rule 91 of the NGR. Envestra accepts this amendment.
· APA GasNet's current expectations of the planned upgrades were outlined in its metering strategy plan. Based on information in that document, the AER was not satisfied that an upgrade of one meter station was consistent with APA GasNet's plans. Therefore the AER was not satisfied that an increase in CTM charges related to this upgrade is consistent with rule 91 of the NGR.
· Based on information provided by APA GasNet about the forecast capital cost of meter station upgrades, the AER was not satisfied with Envestra’s forecast increase in CTM charges associated with three meter station upgrades. The AER instead forecast the annual CTM charges to be paid by Envestra for these upgrades at 15% of APA GasNet's forecast capital cost of these upgrades.

Subsequent to the Draft Decision, Envestra has obtained quotes from APA GasNet for the cost of new/upgraded meter stations, which has negated the need to estimate such costs. Envestra has revised the business case based on the AER approach of using 15% of the capital cost as the on-going maintenance charge.

Revised business case V26A provides further information in response to various issues raised by the AER in its Draft Decision.
Table 10:  Resubmitted Meter Station Charges Business Case V26A forecast (excl. Cost 
Escalation)
	Total ($M, real 2011)
	2013
	2014
	2015
	2016
	2017
	Total

	Victoria
	0.33
	0.61
	0.74
	1.06
	1.06
	3.80


New Energy Safe Victoria (ESV) Levy

Subsequent to Envestra’s submission in March, ESV advised gas distributors and the AER that it intended to amend its cost recovery arrangements such that gas distributors would be charged amounts that were previously charged to retailers. This was acknowledged by the AER in its Draft Decision (Part 2, pg. 351):

“The AER understands that Energy Safe Victoria (ESV) has proposed to change the level of gas industry levies that it charges to the Victorian gas distribution businesses. The ESV is currently consulting with the pipeline and gas industry on its proposal. A decision on the matter is unlikely to be made before the AER's draft decision is published. If the proposed changes are adopted, the AER notes that there is likely to be a material increase in the ESV levy for the Victorian gas distribution businesses from 2013–14. To account for this potential increase in the ESV levy, the AER proposes that gas distribution businesses include an additional element in the annual tariff variation mechanism that will recover the incremental amount of the ESV levy – that is, the amount above their proposed ESV levy related opex forecasts. Envestra is to submit a revised annual tariff variation formula with an additional factor (similar to the licence fee). The AER will assess the revised tariff variation formula in making its final decision on the 2013–17 access arrangement.”

Envestra has been able to recently ascertain the amount of the ESV levy that will apply for 2013-14, this being $2,432,396 with the amount for 2014-15 being 5.5% higher in nominal terms. This compares with the levy of $295,834 invoiced in 2011. Accordingly, Envestra has included the additional cost in its forecasts on the basis that this levy will continue at a similar level for the remainder of the forecast period.
However, in order to account for a levy that may be substantially different, Envestra has also included a factor in its annual tariff variation formula, as suggested by the AER, that will allow for any difference between the actual and forecast levy to be reconciled.

The amount of the levy incorporated into Envestra’s forecast is as set out in the following table.

Table 11:  New ESV Levy

	Total ($M, real 2011)
	2013
	2014
	2015
	2016
	2017
	Total

	Victoria
	2.14
	2.21
	2.28
	2.36
	2.43
	11.41


5.8.3
Capex Related Opex
The AER’s Draft Decision did not approve Envestra’s proposed capex-related opex in relation to two business cases.  These business cases are discussed below and also in attachment 7.7. 
(1) Extensions to New Towns (Business Cases V100A, V103A)

The AER’s Draft Decision did not approve all of the capex-related opex Envestra proposed for extensions to new towns on the basis that it was not convinced that Envestra would submit development proposals for the new towns included in its proposal.  Envestra has taken into consideration the latest information, which information was not available to the AER at the time of the Draft Decision, and has revised the business cases accordingly.

Koo Wee Rup
As evidenced by recent correspondence from Regional Development Victoria (RDV) to the AER, the Victorian Government is seeking to extend natural gas across regional Victoria to encourage greater investment in the regions. The Government has made a commitment to invest $100 million over the next few years to support making reticulated natural gas available to homes and businesses in country Victoria. 
As Envestra is planning to submit a development proposal to RDV in November 2012, it is resubmitting its business case for one of the Victorian Government’s priority towns, Koo Wee Rup (Business Case V100A), in accordance with its forthcoming submission to RDV. Revised business case V100A now pertains to Koo Wee Rup only and also provides further information in response to various issues raised by the AER in its Draft Decision.

Envestra will provide a copy of its submission to the AER once it has been provided to the RDV. 
Merrifield

The AER did not approve the expenditure associated with the reticulation of Merrifield because it had concerns relating to:
(a) how the increase in the cost of the project (compared to the initial submission) was calculated; and
(b) the size of the capital contribution

These concerns are addressed in the revised business case V103A, which explains that in relation to:
(a) project cost – the costs have been based on responses from contractors regarding construction of the proposed gas supply main in the area, and as such, are reasonable; and
(b) capital contribution - Envestra has now executed two agreements with developers to reticulate Merrifield (MAB & Evolve). Copies of these agreements are included in Business Case V103A. Further development agreements are in the process of being finalised.

On this basis, Envestra has revised the economics of this project and is resubmitting its business case for Merrifield (Business Case V103A). 
Table 12:  Revised Gas Extension Projects V100A & V103A opex forecasts (excl. Cost 
Escalation)

	Total ($M, real 2011)
	2013
	2014
	2015
	2016
	2017
	Total

	V100A Koo Wee Rup
	0.00
	0.00
	0.00
	0.05
	0.06
	0.11

	V103A Merrifield
	0.00
	0.01
	0.02
	0.03
	0.05
	0.11

	Total
	0.00
	0.00
	0.02
	0.08
	0.11
	0.22


Totals may not add due to rounding
(2) Knowledge Management (Business Case VA201A)

In its Draft Decision for Victoria and Albury, the AER did not approve the forecast expenditure for knowledge management.

The changing environment in which Envestra operates necessitates a need to better document the business knowledge held by employees and to develop a more formal process to manage the documentation developed. This project will require the development of a document management system. The opex component of this project is for the on-going costs for the operation of the system.

The AER was not satisfied that Envestra presented sufficient information to demonstrate that the project was prudent. 

A key concern of the AER is that Envestra “did not adequately identify the specific regulatory change event that is driving the proposed expenditure for this project”
. Envestra submits that there are many types of expenditure by a service provider, notably in areas of IT (e.g. purchasing systems, graphical information systems) that are not linked directly to a specific regulatory obligation and that the AER has not appropriately applied the NGR in assessing the forecast expenditure.

Rather, this cost is one that a prudent service provider acting efficiently and in accordance with good industry practice to achieve the lowest sustainable cost would incur. This initiative is aimed at ensuring knowledge is both retained, better managed and disseminated within the organisation, leading to lower costs over the long term. The proposed expenditure is therefore consistent with Rule 91 of the NGR and also Sections 24(2) and 24(3) of the NGL. 
Envestra has provided further information and addressed each of the AER’s concerns in a resubmitted business case (Business Case VA201A).The opex as originally submitted, and which Envestra believes satisfies the relevant requirements of the NGL and NGR, is set out in the table below.

Table 13:  Resubmitted Information Technology Business Case VA201A opex forecast (excl. 
Cost Escalation)

	Total ($M, real 2011)
	2013
	2014
	2015
	2016
	2017
	Total

	Victoria
	0.00
	0.26
	0.26
	0.26
	0.26
	1.03

	Albury
	0.00
	0.01
	0.01
	0.01
	0.01
	0.04


Totals may not add due to rounding
5.8.4
Summary of Non-Base Year Costs

The following tables set out all of the non-base year costs disallowed by the AER in its Draft Decisions for Victoria and Albury that have been resubmitted by Envestra in response to the AER’s Draft Decisions for the 2013 to 2017 Access Arrangement period. 

Table 14:  Victoria - Disallowed and Resubmitted Non-Base-Year Costs Forecast (excl. Cost Escalation)

	Non Base-Year Costs

$M (real 2011)
	2013
	2014
	2015
	2016
	2017
	Total

	Opex Related to Capex
	0.00
	0.26
	0.28
	0.34
	0.37
	1.25

	One-off Opex Projects
	3.92
	4.11
	2.08
	0.75
	0.76
	11.62

	Permanent Step Changes
	2.59
	2.94
	3.14
	3.54
	3.61
	15.82

	Total
	6.51
	7.32
	5.49
	4.62
	4.75
	28.68


Table 15:  Albury - Disallowed and Resubmitted Non-Base-Year Costs Forecast (excl. Cost 
Escalation)

	Non Base-Year Costs

$M (real 2011)
	2013
	2014
	2015
	2016
	2017
	Total

	Opex Related to Capex
	0.00
	0.01
	0.01
	0.01
	0.01
	0.04

	One-off Opex Projects
	0.15
	0.15
	0.07
	0.03
	0.03
	0.44

	Permanent Step Changes
	0.00
	0.00
	0.00
	0.00
	0.00
	0.02

	Total
	0.16
	0.17
	0.08
	0.04
	0.04
	0.49


6.
Unaccounted For Gas (UAFG)

In section 6.3 of its AAI (pg. 94), Envestra stated:

“In relation to unaccounted for gas (UAFG), Envestra has assumed that the current arrangements for UAFG will continue. That is, a benchmark level of UAFG will be determined whereby retailers are responsible for the cost of supplying gas for UAFG up to that benchmark, with Envestra bearing the cost of any gas required where the level of UAFG exceeds the benchmark. Given this, there are no amounts included in the forecast opex benchmarks for UAFG.”

Attachment 6.2 to the AAI set out the proposed benchmark UAFG levels for the 2013 to 2017 Access Arrangement period, which was based on the actual level of UAFG for 2010 (this being the most recent reconciled UAFG data available at the time). Envestra has updated that attachment to reflect more recently available data and has proposed revised benchmarks accordingly. These are set out in the revised attachment 6.2A.

Envestra was first made aware of issues relating to the resetting of the UAFG benchmarks just prior to the release of the AER Draft Decision. Envestra is aware of ongoing discussions between the AER, Victorian Department of Primary Industries, the Essential Services Commission of Victoria and the Australian Energy Market Operator regarding the process for resetting the UAFG benchmarks for the 2013 to 2017 Access Arrangement period. 

Given the status of these discussions, there may be an interim period whereby the existing benchmarks will continue for a period of time. Envestra believes that neither service providers nor consumers should receive a windfall gain as a result of any interim arrangements, and as such, proposes a cost pass-through mechanism (see attachment 15-2 of the AAI) apply up until the UAFG benchmarks are appropriately revised. 
The purpose of the pass through mechanism is to ensure that where:

(a) the new benchmark is higher than the existing benchmark, and this results in a cost to Envestra that would otherwise have not been incurred, then Envestra is reimbursed that cost; or 
(b) the new benchmark is lower than the existing benchmark, and this results in a benefit to Envestra that would otherwise have not been accrued, then Envestra must reimburse affected parties accordingly.
The additional cost pass through event is included in section 4.5 of Envestra’s revised Access Arrangement and is as follows:

‘UAFG Benchmark Event’ means:

An event or events whereby UAFG benchmarks specifically assessed as being applicable to the 2013-17 regulatory period have not been set and incorporated into a regulatory instrument such as to make them effective for the purposes of making payments of Reconciliation Amounts, as defined in the Victorian Gas Distribution System Code. (That is, the event only occurs where interim or temporary arrangements have been implemented). The event shall occur at the time that such payments are made, and shall not be subject to any materiality threshold.
In accordance with the approach taken for cost pass through events generally, Envestra considers that this event is outside of its control, and without a Cost Pass Through Event being implemented, it is possible for Envestra or consumers to be subject to a windfall gain or loss. Envestra therefore believes the cost pass through event is appropriate and submits it in accordance with Rule 97(1)(c).

7.
Summary
Taking into account the AER Draft Decisions and the issues discussed in this attachment, the following tables set out Envestra’s revised opex forecasts for Victoria and Albury for the 2013 to 2017 Access Arrangement period. These forecasts are 10% and 12% lower than that initially proposed by Envestra for Victoria and Albury respectively. 
Envestra submits that the opex forecasts set out above are such as would be incurred by a prudent service provider acting efficiently, in accordance with accepted good industry practice, to achieve the lowest sustainable cost of delivering pipeline services (as required by Rule 91). Envestra submits that the opex forecasts are arrived at on a reasonable basis and represent the best opex forecast in the circumstances (as required by Rule 74). 

Given this, and for the reasons set out in this attachment, the opex forecasts are consistent with the National Gas Objective, which requires the promotion of the efficient operation natural gas services that is in the long term interests of consumers with respect to price, quality, safety, reliability and security of supply of natural gas. Section 24(2) of the NGL requires Envestra to be provided with a reasonable opportunity to recover at least the efficient costs of providing reference services. 

Table 16:  Victoria Revised Forecast Operating Expenditure

	Opex Summary

$M (real 2011)
	2013
	2014
	2015
	2016
	2017
	Total

	Operating Costs
	
	
	
	
	
	

	Network Operating Costs
	4.0
	4.0
	4.1
	4.1
	4.2
	20.3

	Billing and Revenue Collection
	0.4
	0.4
	0.4
	0.5
	0.5
	2.2

	Network Development
	3.2
	3.2
	3.7
	3.6
	3.8
	17.5

	Regulatory Costs
	1.2
	1.2
	1.2
	1.2
	1.2
	6.2

	Other Operating Costs
	33.1
	33.6
	33.9
	34.3
	34.6
	169.6

	Operating - Non Base Year Costs
	2.9
	3.8
	4.3
	5.0
	5.4
	21.4

	Total Operating Costs
	44.9
	46.3
	47.7
	48.7
	49.7
	237.3

	Maintenance Costs
	
	
	
	
	
	

	Distribution Pipelines
	2.3
	2.4
	2.4
	2.4
	2.5
	12.0

	Cathodic Protection
	0.6
	0.6
	0.6
	0.6
	0.6
	3.0

	Network Control
	0.6
	0.6
	0.6
	0.7
	0.7
	3.2

	Other Maintenance Costs (incl. Leak Repairs)
	9.1
	9.3
	9.4
	9.5
	9.7
	47.1

	Maintenance - Non Base Year Costs
	4.3
	4.6
	2.5
	1.2
	1.2
	13.8

	Total Maintenance Costs
	17.0
	17.4
	15.6
	14.4
	14.6
	79.1

	Total Ancillary Reference Services
	2.3
	2.3
	2.3
	2.4
	2.4
	11.7

	Total $m
	64.2
	66.1
	65.6
	65.5
	66.8
	328.1


Totals may not add due to rounding
Table 17:  Albury Revised Forecast Operating Expenditure

	Opex Summary

$M (real 2011)
	2013
	2014
	2015
	2016
	2017
	Total

	Operating Costs
	
	
	
	
	
	

	Network Operating Costs
	0.9
	0.9
	0.9
	0.9
	1.0
	4.6

	Billing and Revenue Collection
	0.0
	0.0
	0.0
	0.0
	0.0
	0.1

	Network Development
	0.1
	0.1
	0.1
	0.1
	0.1
	0.6

	Regulatory Costs
	0.1
	0.1
	0.1
	0.1
	0.1
	0.3

	Other Operating Costs
	0.6
	0.6
	0.6
	0.6
	0.6
	3.0

	Operating - Non Base Year Costs
	0.0
	0.0
	0.0
	0.0
	0.0
	0.2

	Total Operating Costs
	1.7
	1.7
	1.8
	1.8
	1.8
	8.8

	Maintenance Costs
	
	
	
	
	
	

	Distribution Pipelines
	0.0
	0.0
	0.0
	0.0
	0.0
	0.2

	Cathodic Protection
	0.0
	0.0
	0.0
	0.0
	0.0
	0.1

	Network Control
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	Other Maintenance Costs (incl. Leak Repairs)
	0.1
	0.1
	0.1
	0.1
	0.1
	0.5

	Maintenance - Non Base Year Costs
	0.2
	0.2
	0.1
	0.0
	0.1
	0.5

	Total Maintenance Costs
	0.3
	0.3
	0.3
	0.2
	0.2
	1.4

	Total Ancillary Reference Services
	0.1
	0.2
	0.2
	0.2
	0.2
	0.7

	Total $m
	2.2
	2.2
	2.2
	2.2
	2.2
	10.9


Totals may not add due to rounding

�	Envestra understands the AER made the adjustments to actual operating expenditure based on incorrect advice provided by Envestra in response to Information Requests 5 and 42, which advice indicated that movements in provisions are disclosed in operating expenditure in the Victorian audited Regulatory Accounts. This is in fact not the case for Victoria but it is for Albury.


�	It is worth noting that, unlike Albury, RAS 8 for Victoria has no change in provisions as these appear as 	“depreciation/impairment” for the reasons explained above).


�	Borland (November 2012)


�	Borland (November 2012)


�	Borland (November 2012)


�	Draft Decision, Part 3, page 106


�	Draft Decision Appendix C, page 108


�	As explained in section 4, given the long life assets employed by Envestra, the additional costs incurred might not sufficiently offset the benefits realised through improved productivity in the 2013 to 2017 Access Arrangement period, thereby limiting the scope for Envestra to incur expenditure that is in the long term interests of consumers.


�	Draft Decision, Part 2, page 253


�	Draft Decision, Part 2, page 253


�	Draft Decision, Part 2, page 236


�	Draft Decision, Part 2, p237


�	Energy Safe Victoria audit report, 17 November 2010


�	Draft Decision, Part 2, page 242


�	Draft Decision Part 4, p60
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