7.7
Response to Draft Decision:  Capital Expenditure
1.
Introduction
In the Draft Decisions, the AER approved many aspects of Envestra’s capital expenditure (capex) forecast. The amendments made by the AER, which Envestra does not accept, are in relation to: 
(a) mains replacement (Victoria only);
(b) unit rates for capital works;

(c) certain augmentation and gas extensions (Victoria only);

(d) information technology and other non demand costs; and
(e) labour cost escalators.

There was also one business case (VA33 Easement Vegetation Management) which the AER indicated should be transferred to opex. Envestra has accepted this amendment. 
The Draft Decision amendments, particularly in relation to (a) and (b) above, resulted in significant reductions to the capex forecast proposed by Envestra of around 58%% (or $455.1 million) over the 2013 to 2017 Access Arrangement period.  Envestra believes that the Draft Decisions result in forecast capex that is not consistent with Rule 79 of the National Gas Rules (NGR). Envestra’s reasons in support of its views are set out in this attachment. 

Unless noted otherwise, information in this attachment is expressed in 2011 dollar terms consistent with our initial proposal. Confidential items are highlighted in yellow and marked as“[c-i-c]”.
2.
Mains Replacement (Victoria only)
The AER has reduced the scope of Envestra’s proposed mains replacement program. The AER has determined that the average annual historical volumes of mains replacement undertaken by Envestra over the 2008 to 2011 period are sufficient to meet Envestra’s chosen level of risk, and as such, reflects prudent and efficient levels of mains replacement for the 2013 to 2017 Access Arrangement period. 

The AER has also reduced Envestra’s proposed unit rates to reflect the lower volume of mains replacement imposed by the AER, based on its assumption that such work would only be undertaken in the “easy” and “medium” suburbs. The AER has taken the lowest unit rates available from Envestra’s recent tender process to determine “medium” unit rates and an average of actual unit rates over the 2008 to 2011 period to determine the “easy” unit rates. 

Envestra considers that the approach taken by the AER to determine the volume and cost of the mains replacement program over the 2013 to 2017 Access Arrangement period is not compliant with the requirements of the National Gas Rules (NGR). These matters are discussed in more detail in this section. 

2.1
AER Draft Decision
The AER has set the volume of mains replacement for the 2013 to 2017 Access Arrangement period at 265 km, which is around 60 per cent less than the 635 km proposed by Envestra. The 265 km of mains replacement is based on the AER’s calculation of the historical annual average volumes of mains replacement undertaken by Envestra over the 2008 to 2011 period. In making its decision, the AER in its Draft Decision (Part 2, pg. 75) claimed that: 

· there is no mandated volume of mains replacement that Envestra is required to undertake to meet its safety obligations;
· the credit constraints associated with the GFC has revealed that the least cost mix of work required to meet Envestra’s safety and reliability obligations involves lower volumes of mains replacement than was proposed by Envestra for the 2008 to 2012 Access Arrangement period; and
· other proactive and reactive mains replacement measures can and have been used by Envestra to meet its safety obligations. 

The AER (Part 2, pg. 75) sets out its position as follows: 

“The AER does not consider that the volumes proposed by Envestra in excess of the annual average historical volumes are necessary or prudent and efficient. The historical volumes have been sufficient to meet Envestra’s chosen level of risk in the 2008–12 access arrangement period. The AER considers that, as it has done in the past, Envestra will be able to address any change in risk through the alternative programs available while still undertaking the rate of mains replacement which it has undertaken in 2008–11.  In arriving at this decision, the AER has taken into account the distributor’s safety obligations and the means available to it to comply with these obligations.  In particular, there is no fixed period for completion of the mains replacement program, a program which is currently under review by the ESV.  In addition, there are no mandatory volume requirements under the Gas Safety Act.  Instead, there are a variety of options available to distributors to address the existing safety obligations and a range of considerations under the Gas Safety Act which allow distributors to balance risk and cost.  Therefore, on the evidence before it, the AER does not consider that a prudent service provider acting efficiently, in accordance with accepted good industry practice, to achieve the lowest sustainable cost of providing services, would undertake mains replacement at the volumes Envestra has proposed.”

While the AER considers that Envestra’s proposal is not prudent or efficient, it has recognised that market circumstances could change over the 2013 to 2017 period such that it may be necessary to increase the volume of mains replacement. The AER has therefore allowed for a pass through event that is triggered once the approved volumes of mains replacement have been completed. The AER claims that the pass through approach will not materially change the level of certainty that Envestra currently has over future works.
2.2
Requirements of the National Gas Rules
Rule 79 sets the criteria governing the recovery of capex, which criteria provides:


“(1)
Conforming capital expenditure is capital expenditure that conforms with the 
following criteria:
(a) the capital 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 providing services;
(b)
the capital expenditure must be justifiable on a ground stated in subrule (2).”

The grounds stated in subrule (2) require that the capex is necessary to:

· maintain and improve the safety of services; or

· maintain the integrity of services; or

· comply with a regulatory obligation or requirement; or

· maintain the capacity to meet levels of demand for services existing at the time. 

These criteria are consistent with the National Gas Objective(NGO) that is set out in Section 23 of the National Gas Law (NGL), which is to promote efficient investment in natural gas services that is in the long term interests of consumers in respect to price, quality, safety, reliability and security of supply of natural gas services. 
Also of importance is Rule 74 of the NGR, which requires a forecast or estimate to be arrived at on a reasonable basis and to represent the best forecast or estimate possible in the circumstances. 

2.3 
Required Volume of Mains Replacement

The need to replace the entire low pressure mains system had its origins in the 2003 to 2007 Access Arrangement review process. In this review process the Essential Services Commission of Victoria (ESCV) noted in its Final Decision (pg. 117) that:

“While the distributors have not experienced any major incidents due to gas leaks, the Commission accepts that it is prudent for the distributors to develop and implement a long-term program to progressively replace the cast iron part of the network and thereby minimise the possibility of any major incidents.” 

Envestra had proposed a reactive program that was based on lower levels of mains replacement relative to the other two distributors in Victoria, in accordance with the information available at the time. In making its decision, the ESCV in its Final Decision (pg. 119) found that: 

“In relation to Envestra’s proposed replacements (140kms), OGS [Office of Gas Safety] has expressed the view that a reactive approach to renewing the low-pressure system is not appropriate. A more appropriate approach would be based on a systematic replacement of the low-pressure system giving priority to the most needed area. The Commission shares OGS’s views in relation to the Envestra proposal. However, for the purposes of this Final Decision, the Commission has adopted forecasts that are based on the replacements proposed by Envestra. In doing so, the Commission notes that it expects ongoing consultation to occur between OGS and Envestra, and that ultimately the optimal replacement strategy is a matter for them to decide.” [emphasis added]

Subsequently, and given the concerns raised by the ESCV and the OGS, Envestra undertook extensive analysis of the risks associated with the aging cast iron mains. This led to the Mains Replacement Plan (MRP) being developed, which was aimed at ensuring the ongoing safe and reliable operation of the distribution network. The MRP is based on extensive assessments of the condition and reliability of the network assets. The MRP (pg. 6) states:

“It is planned to replace all remaining Low and Medium Pressure Cast Iron (CI) and Unprotected Steel (UPS) mains within the Envestra Victoria Distribution Network by the end of 2020/21.  
The drivers for this replacement program are a combination of safety risk, inadequate capacity and deteriorating condition and integrity of the CI and UPS mains.”
The AER does not appear to have taken this information into account in making its decision on mains replacement. No analysis of network condition and performance or analysis of engineering asset management requirements was undertaken by the AER (unless that analysis was not included in its Draft Decision). 
For example, the MRP outlines the issue of water in mains and its impact on supply reliability (see section 4.4.1 of the MRP). Figure 1, which has been taken from the MRP and updated to include data for 2011, shows the significant increase in water in mains incidents. The increased level of network outages due to water ingress means that supply reliability and network safety is compromised on a more regular basis as the network ages. 

However, the AER in its Draft Decision (Part 2, pg. 75) implies that a continuation of the status quo is acceptable: 
“The AER considers that, as it has done in the past, Envestra will be able to address any change in risk through the alternative programs available while still undertaking the rate of mains replacement which it has undertaken in 2008–11.  In arriving at this decision, the AER has taken into account the distributor’s safety obligations and the means available to it to comply with these obligations.”

Envestra does not accept that it is prudent, efficient or consistent with good industry practice to allow increasing numbers of customers to suffer from loss of supply for long periods of time, particularly where each gas outage has the potential for a gas explosion to occur.  Envestra submits that the AER has therefore not taken into account both Envestra’s safety obligations (as discussed in this section 2) and the NGO, this being 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”.

Figure 1:  Water in Mains Incidents, 2005 to 2011
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As noted earlier, the AER’s decision is largely based on its view that there are no mandatory requirements to undertake a certain volume of mains replacement and that the credit constraints associated with the GFC led Envestra to reveal the efficient mix of mains replacement and other reactive risk mitigation measures. The reasons as to why this logic is not correct are explained in the remainder of this section. 

2.3.1
Implications of Safety Obligations

The requirement for Envestra to provide a safe and reliable supply of gas is a central part of the regulatory framework governing the provision of gas distribution services. Of most relevance is the Gas Safety Act 1997, the purpose of which is to “make provision for the safe conveyance, sale, supply, measurement, control and use of gas and to generally regulate gas safety” (see Part 1, Section 1 of the Act). 
Section 32 of Division 1 of the Gas Safety Act 1997 imposes the following obligations on Envestra:  

“32
A gas company must manage and operate each of its facilities to minimise as far as practicable — 
(a)
the hazards and risks to the safety of the public and customers arising from gas; and 

(b)
the hazards and risks of damage to property of the public and customers arising from gas; and 

(c)
the hazards and risks to the safety of the public and customers arising from: 
(i) interruptions to the conveyance or supply of gas; and
(ii) the reinstatement of an interrupted gas supply.

The Gas Safety Act 1997 also sets out the objectives and functions of Energy Safe Victoria (ESV) under the Act. The objectives of the ESV (previously the Office of Gas Safety), which are set out in Section 9 of Part 2 of the Act, include ensuring the safety of the conveyance of gas, to control safety standards and to maintain public and industry awareness of gas safety requirements. In achieving these objectives, Section 10 of Part 2 of the Act sets out the following functions of the ESV:

· to issue guidelines specifying minimum safety standards for the conveyance of gas;

· to issue guidelines in relation to the preparation of safety cases; 

· to monitor compliance with accepted safety cases; and

· to audit accepted safety cases to determine the adequacy and effectiveness of those safety cases. 

Division 2 of Part 3 of the Gas Safety Act 1997 requires Envestra to submit a safety case to the ESV that complies with the Gas Safety (Safety Case) Regulations 1999, which in turn requires Envestra to specify the safety management system being followed to ensure compliance with the Section 32 obligations (i.e. to ensure the safe and reliable supply of gas). Regulation 17 states that: 

“17
The safety management system for a facility must specify the means used or to be used by the gas company to ensure that the design, construction, installation, operation and maintenance of the facility and any modification of the facility —
(a)
are adequate for the safety and safe operation of the facility; and

(b)
provide adequate means of achieving isolation of the facility or any part of the facility and pressure control in the event of an emergency; and
(c)
provide adequate means of gaining access for servicing and maintenance of the facility and machinery and other equipment; and

(d)
provide adequate means of maintaining the structure and operation of the facility; and

(e)
take into account the results of the formal safety assessment for the facility.”
Pursuant to Section 40(2), Division 2 of Part 3 of the Gas Safety Act 1997, the ESV “must accept a safety case submitted under this Division if it is satisfied that the safety case is appropriate for the facility to which it applies and complies with this Act.” The Envestra Safety Case was most recently accepted by the ESV on 2 August 2010, where the ESV advised Envestra:

“Pursuant to Section 40 of the Gas Safety Act 1997, Energy Safe Victoria accepts Envestra Gas Safety Case, with respect to the operation and maintenance of gas transmission and distribution licensed pipelines and associated facilities.”

Envestra’s Gas Safety Case incorporates its Asset Management Plan (AMP), which as noted by the ESV, is a crucial part of its approval process:

“When ESV accepts a safety case, the asset management plan is also accepted as this is a subset of the safety case. ESV must therefore satisfy itself that the asset management plan is acceptable before acceptance and sign off is given to the safety case. In this case ESV will not issue acceptance until the asset management plan satisfies ESV’s requirements.”

The AMP provides a consolidated view of a number of technical and operational plans, including the MRP. The ESV approved the Envestra Safety Case on the basis that the mains replacement program is to be completed by 2020/21, which requires the replacement of 635 km of mains over the 2013 to 2017 Access Arrangement period. It was this program that formed the basis of Envestra’s revised Access Arrangement proposal to the AER on 30 March 2012. 

To this end, section 44(2) of the Gas Safety Act 1997 states:

“(2)
A gas company must comply with the accepted safety case for a facility in relation to the management and operation of the facility.”
That is, Envestra is required to comply with the Gas Safety Case approved by the ESV on 2 August 2010. 

Envestra therefore disagrees with the following view expressed by the AER in its Draft Decision (Part 2, pp. 75): 

“…In arriving at this decision, the AER has taken into account the distributor’s safety obligations and the means available to it to comply with these obligations.  In particular, there is no fixed period for completion of the mains replacement program, a program which is currently under review by the ESV.  In addition, there are no mandatory volume requirements under the Gas Safety Act….” [emphasis added]
As explained, the Gas Safety Act 1997 and Regulations describe specifically how safety matters are to be addressed by the ESV and the gas industry more generally, particularly through the development and approval of a Gas Safety Case. Envestra’s mains replacement program, which is a critical part of the Envestra Gas Safety Case, has been established and approved in accordance with the Act and Regulations. As noted above, the Gas Safety Act 1997 requires Envestra to comply with the approved mains replacement program. 

Envestra submits that the Gas Safety Case (including the Asset Management Plan) currently approved by the ESV does specify a “fixed period for completion of the mains replacement program” and “mandatory volume requirements” for mains replacement that Envestra is required to target for completion under the Gas Safety Act 1997. Furthermore, this volume can only be changed by modifying the Gas Safety Case (Asset Management Plan) and obtaining ESV approval of the modified plan.

2.3.2
Implications of the GFC

Envestra in its Victorian Access Arrangement Information (AAI, pg. 42) noted that:

“…the GFC led to significantly higher debt and equity finance costs and reduced the availability of finance to levels that were not anticipated when business plans underpinning the 2008 to 2012 Access Arrangement were put in place. The GFC prevented Envestra from completing its planned capital expenditure program, although expenditure levels are now returning to required levels.”

Envestra also explained in its AAI (pg. 22) that the decision to cut capex was necessary and prudent given the capital market environment, and accorded with Standard & Poor’s (S&P) expectations of how management should respond in such circumstances. S&P in its 2008 ratings report on Envestra commented that:
“...any environment where Envestra couldn't earn an adequate return on its capital may lead to reductions in forecasted capital expenditure”

The GFC therefore led Envestra to cut its mains replacement program below levels that are sustainable over the long term. As noted by the AER, the reduction in the mains replacement program was managed through a range of risk mitigation measures, which included an enhanced leak repair program. 

The AER in its Draft Decision (Part 2, pg. 75) has however interpreted the financial pressure brought on by the GFC as leading Envestra to reveal the optimal mix of mains replacement activity required to manage Envestra’s safety obligations:

“The credit constraints associated with the GFC has revealed that the least cost mix of work required to meet Envestra's safety and reliability obligations involves lower volumes of mains replacement than was proposed by Envestra for the 2008–12 access arrangement period.”
And:

“The AER does not consider that the volumes proposed by Envestra in excess of the annual average historical volumes are necessary or prudent and efficient. The historical volumes have been sufficient to meet Envestra’s chosen level of risk in the 2008–12 access arrangement period. The AER considers that, as it has done in the past, Envestra will be able to address any change in risk through the alternative programs available while still undertaking the rate of mains replacement which it has undertaken in 2008–11.”

Envestra submits that historical volumes over the 2008 to 2010 period do not in any way reflect Envestra’s “chosen level of risk in the 2008-12 access arrangement period” and/or a prudent and efficient level of mains replacement. Rather, the volumes over the 2008 to 2009 period reflect actions by Envestra to manage its way out of the worst financial crisis since the Great Depression of the 1930s. Envestra responded prudently to these conditions by reducing capital expenditure where it could. 

In line with this general approach, the volumes of mains replaced were artificially reduced due to the capital constraints impacting Envestra. This action resulted in the volume of mains replacement being lower than that set out in the MRP and lower than that considered necessary by the ESV. Envestra was not in a position to restore its program until 2010. 

On 4 May 2010, the ESV wrote to Envestra expressing concern at Envestra’s reduced levels of mains replacement:

“ESV was and remains significantly concerned …that Envestra were not fulfilling their obligations under the 2008 access arrangements and furthermore were not intending to replace the old cast iron mains as outlined in the asset management plan of 2006.”

And:

“Envestra have indicated that the deterioration of the network will be managed [during the GFC] through surveillance and repair rather than a replacement program and that the numbers of outstanding leaks has been considerably reduced. This strategy will not however detect or mitigate a catastrophic failure of cast iron which puts the public and Envestra at risk.”
 [emphasis added]
ESV advised that it would not approve Envestra’s AMP until it was amended to reflect that the mains replacement program would be completed by 2020/21. Envestra adjusted its AMP in line with ESV’s requirement. The revised plan was approved by the ESV on 2 August 2010, and as discussed earlier, Envestra is now required by the Gas Safety Act 1997 to deliver the mains replacement program. 
The AER is therefore incorrect to claim that the GFC has revealed the prudent and efficient volumes of mains replacement. 

As noted by the ESV, the consequences of gas leaks can have serious implications for public safety, and as such, Envestra is fully committed to completing its mains replacement program. The below figure shows actual and benchmark mains replacement volumes over the past 10 years. Over this period, average annual mains replacement has been 13% (or 17 km) below benchmark levels. However, if the 2008 to 2010 period is excluded, average annual volumes have been 8% (or 2 km) above benchmark levels. 
It is therefore clear that:

· actual mains replacement was increasing over the 2005 to 2007 period as Envestra “ramped-up” its program;
· actual mains replacement volumes over the 2008 to 2010 period dropped significantly, reflecting an aberration that was driven by the capital constraints bought on by the GFC;

· actual mains replacement volumes over the 2008 to 2010 period can not in anyway be inferred to reflect prudent levels of mains replacement for the 2013 to 2017 period; and

· actual mains replacement volumes have now been restored to ensure, as required by the ESV, that the mains replacement program is completed by 2020/21. 

Figure 2:  Actual and Access Arrangement Benchmark Mains Replacement Volumes (km)
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To this end, Envestra notes that in basing the 2013 to 2017 mains replacement program on an average of works undertaken over the 2008 to 2011 period, the AER has used volumes that range from 16 km in 2009 (coinciding with the depths of the GFC) to 117 km (coinciding with the passing of the GFC). That is, the AER has averaged values that are over 600% apart.  Envestra asserts that such a simple approach is not consistent with the Rule 74 requirement for a forecast to represent a best estimate arrived at on a reasonable basis.
2.3.3
Compliance with the National Gas Rules

Envestra therefore submits that the benchmark volumes of 265 km set by the AER does not comply with either Rule 79 or Rule 74. 

Contrary to the AER Draft Decision, the Gas Safety Act 1997 requires Envestra, through its currently approved Asset Management Plan, to undertake 635 km of mains replacement over the 2013 to 2017 period to ensure the “safety and safe operation of the facility” (as required by Regulation 17). It is this volume of mains replacement that ESV has decided is necessary to maintain and improve the safety of services (as required by Rule 79(2)(c)(i)). 

Envestra also submits that the tight credit conditions bought on by the GFC required Envestra to artificially reduce mains replacement volumes over the 2008 to 2010 period. Relying on the volume of mains replacement undertaken in 2008 to 2010 therefore results in forecasts volumes for the 2013 to 2017 period that are not reflective of a best estimate arrived at on a reasonable basis (as required by Rule 74), and as such, not reflective of prudent and efficient behaviour (as required by Rule 79). 

Hence, Envestra submits that its proposed 635 km of mains replacement is consistent with a prudent service provider, acting efficiently and in accordance with good industry practice to achieve the lowest sustainable cost of providing services (as required by Rule 79(1)).

2.3.4 
Proposed Approach to Mains Replacement
Envestra has invested significant resources to restore the mains replacement program from the abnormally low levels that existed over the 2008 to 2010 period. This has included restoring the contractor market, which was significantly reduced during the GFC, through the establishment of a contractor panel and associated long term tendering processes.

The processes implemented have provided contractors with greater certainty to make the necessary capital investments to ensure the efficient delivery of the mains replacement program by 2020/21.
Envestra is already at an advanced stage in planning the 2014/15 and 2015/16 mains replacement programs, reflecting a lead-in time of over three years in planning mains replacement. This approach is prudent and efficient as it:

· provides sufficient certainty to contractors to make necessary investments in the skilled labour and capital required to undertake mains replacement works;

· provides certainty over volumes of work over a long period of time to ensure economies of scale and scope benefits are captured;

· provides sufficient time to adequately plan and prepare for the increasingly difficult areas as the program moves towards the CBD; and

· provides sufficient time for Envestra to arrange for the necessary funding of the program. 

Appendix B sets out Envestra’s mains replacement planning schedule for the 2013 to 2017 period. This schedule shows that Envestra is planning to have tendered and awarded contracts for 475 km of mains replacement by the end of October 2013 for works to commence from July 2014. This process will however need to be delayed if the Draft Decision were to apply given the uncertainty over cost recovery (which certainty can only be provided under the AER proposed approach once Envestra has replaced 265 km of mains). 

This will, contrary to Envestra’s above intentions in managing its mains replacement program in a prudent and efficient manner, introduce uncertainty and higher pricing into the contractor market.  

As noted in the previous section, a prudent and efficient level of mains replacement that is consistent with Rules 79 and 74 is 635 km over the 2013 to 2017 period. Envestra however recognises that certain unexpected events could arise that could increase or decrease planned levels of investment, as has recently occurred with the unexpected occurrence of the GFC. This is a particularly important consideration given the size of the required mains replacement program. 

Envestra therefore considers that there are two feasible options available to allow the completion of the required mains replacement program:

1. provide for the full 635 km of mains replacement in the forecast capital expenditure allowance; or

2. provide for a lower volume of mains replacement in the forecast capital expenditure allowance, but allow for additional volumes to be undertaken through a pass through mechanism (similar to that proposed by the AER in its Draft Decision). 

The task of the AER in assessing Envestra’s proposal under Rule 79 of he NGR is to determine the expenditure that would be incurred by a 
”prudent service provider acting efficiently in accordance with accepted good industry practice, to achieve the lowest sustainable cost of providing services.”
Taking into account the discussion in section 2.3 of this submission, the prudent volume of mains to be replaced over the period, based on currently available information, would be the 635 km as submitted by Envestra.  
However, the second option addresses the AER concern that if it approved the higher volume, this will lead to consumers paying prices that reflect a higher volume of mains replacement than actually delivered over the period. The benefit of the second option is that it mitigates the risk to consumers that Envestra will be unable to complete the full mains replacement program due to changes in circumstances or due to an unexpected event, as occurred with the GFC over the 2008 to 2012 Access Arrangement period.  

While noting that 635 km of mains replacement is required pursuant to Rule 79, Envestra acknowledges that it did not deliver the volume of mains replacement anticipated over the 2008 to 2012 period. On this basis, Envestra supports a pass through approach so long as the volumes included in the forecast capex are set at levels conducive with both Envestra completing the required 635 km of mains replacement and maximising the economic efficiency of program delivery.  

This is an important consideration given the significant advance planning and long term contracts that Envestra has initiated. Such a level of mains replacement should therefore be informed by:
(a) the volume in Envestra’s Asset Management Plan (and MRP) and approved by the ESV under the Gas Safety Act 1997, rather than the volumes of mains replacement completed during the GFC; and

(b) the volume of mains replacement already scheduled and contracted, and the timing and volume of work to be tendered and contracted, as per Envestra’s mains replacement planning schedule (attached as appendix B).

Taking the above into consideration, Envestra considers that the appropriate volume of mains replacement to include in forecast capital expenditure is 475 km. This volume is based on the mains replacement planning schedule, which shows that Envestra is planning to have contracts awarded for an aggregate volume of 225 km in February 2013, close to the 265 km proposed by the AER in its Draft Decision, and 475 km in October 2013. 

Any approved volume less than 475km would therefore require Envestra to delay its planning processes and would therefore jeopardise:

· the ability for Envestra to complete the required 635 km of mains replacement over the 2013 to 2017 period; and

· the efficient delivery of the mains replacement program, by introducing significant delays and uncertainty into the contractor market. 

Importantly, the pass through application and approval process should not disrupt the efficiency/continuity of planning and contracting the mains replacement program. This can be achieved by setting the trigger as the point at which Envestra’s Board approves contracts for a volume that exceeds the 475 km of mains replacement. This would, based on the planning schedule, trigger the pass through event in around June 2014 for works to be completed in 2016/17.  
The proposed pass through event is set out as follows (and has been included in Envestra’s revised Access Arrangement):
“Mains Replacement Volume Event’ means: The approval, by the Envestra Board, of the letting of contracts to undertake mains replacement works such that the length of mains replaced in the 2013-17 regulatory period will exceed 475 km.”

The above approach satisfies the requirements for business and contractor certainty, maintains program continuity and efficiency, and as such, avoids the practical difficulties associated with the implementation of a pass through that is based on completed volumes (by avoiding delays to the planning/award of works). This is consistent with a prudent service provider acting efficiently to achieve the lowest sustainable cost of undertaking mains replacement (Rule 79(1)).

2.3.5
Summary
Envestra submits that a prudent and efficient level of mains replacement is that set out in Envestra’s approved Asset Management Plan, as that level takes into consideration the various safety, risk and operational factors that underpin sound asset management. ESV has endorsed the Asset Management Plan, and the AER had not presented any evidence to suggest that Envestra should alter its plan. Envestra is therefore committed to completing this volume of work to meet its safety obligations over the 2013 to 2017 Access Arrangement period (see table 1). 

Table 1:  Prudent and Efficient Mains Replacement Volumes, 2013 to 2017

	
	2013
	2014
	2015
	2016
	2017
	Total

	Mains Replacement Volumes (km)
	150
	140
	125
	116
	106
	635


Envestra however accepts that there is some risk, albeit low, that over a five-year period unexpected circumstances might prevent it from completing the required mains replacement program, as occurred with the GFC in the current period.  In order to mitigate this risk, Envestra is proposing to include only 475 km of mains replacement in its forecast capital expenditure rather than the required 635 km (as per table 2). 
Envestra accepts that a pass through mechanism be introduced, which is triggered once Envestra’s Board has approved works in excess of 475 km. This approach will ensure the continuity and efficient delivery of the mains replacement program over the 2013 to 2017 Access Arrangement period. 

Table 2:  Proposed Mains Replacement Volumes, 2013 to 2017

	
	2013
	2014
	2015
	2016
	2017
	Total

	Mains Replacement Volumes (km)
	146
	145
	125
	59
	0
	475


2.4
Forecast Cost of Mains Replacement

The AER has reduced Envestra’s proposed unit rates for mains replacement over the 2013 to 2017 Access Arrangement period by:
· applying an alternate approach to calculating unit rates;
· assuming that Envestra will focus its activities in the “easy” and “medium” suburbs when the volume of work is reduced; 
· for the ‘easy’ category, applying an average of actual unit rates over the 2008 to 2011 period; and
· for the ‘medium’ category, applying the weighted average of the lowest tender rates received.

Envestra broadly accepts the AER’s approach to calculating mains replacement unit rates. Envestra’s main concerns with the AER approach relates to applying the weighted average of the lowest tender rates received and with the assumption that Envestra would focus its activities in the “easy” and “medium” suburbs if the volume of work were to be reduced. These items are discussed in the following sections.
2.4.1
Approach for Calculating Mains Replacement Unit Rates

Envestra does not agree with the AER that the mains replacement unit rates determined by Envestra’s original “bottom up” model are not formed on a reasonable basis. Envestra considers that its model resulted in unit rates that were within the reasonable bounds determined by a predictive model.
Envestra recognises, however, that there exists more than one way to structure the unit rate forecasting model and accepts the AER’s approach of determining mains replacement unit rates, as described in the Draft Decision, in terms of:
· dividing the suburbs into three categories (easy, medium, hard) according to the congestion factor in the original Envestra model (note that work within the CBD is excluded from the “hard” category as it will not be undertaken during the 2013 to 17 Access Arrangement period); and
· calculating the weighted average of tendered rates in each category to determine the unit rate to be applied to all suburbs in that category. 

Envestra considers that the simplification introduced by the AER’s approach is appropriate given the recent availability of lump sum tender information for 2012/13 and 2013/14 (mains replacement works were contracted out on a schedule of rates basis prior to this time). Envestra has therefore revised its model in line with the AER’s approach, but included more recent tender information in respect of 2013/14 works that were not available at the time the AER released its Draft Decision. 

Recent developments include:
· the 2012/13 tenders have now been awarded;
· the 2013/14 tenders have been received and are currently under review; and
· an updated replacement schedule has been developed across all suburbs for 2013-2017 taking into account work now completed and more recent mains replacement planning/analysis.

The following section discusses the prioritisation of suburbs followed by an explanation of how Envestra has determined unit rates, taking into account the tender information received.
2.4.2 Prioritisation of Suburbs if Volume of Work Reduced

The AER’s Draft Decision assumes that Envestra will focus its activities in the “easy” and “medium” suburbs if the volume of mains replacement work is reduced. The AER (Part 4, pg. 14) sets out its position as follows:
“The AER notes that when Envestra reduced the volume of mains replacement works below the approved amount in the current period, it prioritised the areas with lower unit costs.
Given the reduction in approved volumes for the 2013–17 access arrangement period, the AER has adjusted the approved unit rate accordingly.”

Envestra recognises that the suburb prioritisation during the 2008-2012 period aligned with suburbs with the lowest unit rates, however the prioritisation was not driven by an attempt to focus on those areas with low unit rates. Rather, prioritisation was driven by the risks associated with previously identified breakage zones, and the largest breakage zones with the most significant impacts are located in the outer-lying suburbs where soil types that were more affected by ground moisture were more predominant. These outer-lying suburbs coincidentally also had relatively lower unit rates.
In the updated mains replacement schedule and revised model, risk prioritisation continues to be the major driver in respect to the order of the works. 
2.4.3
Methodology for Determining Mains Replacement Unit Rates - Based Upon Tenders Received

In calculating mains replacement unit rates, the AER has taken the lowest unit rates available from Envestra’s 2012/13 tender process to determine unit rates for “medium” suburbs and an average of actual unit rates over the 2008 to 2011 period to determine unit rates for “easy” suburbs. Unit rates for “hard” suburbs were also calculated in a similar way to the “medium” unit rates. The AER (Part 4, pg. 13) sets out its position as follows: 
“The AER considers that an appropriate alternative is to:
· Divide the suburbs into three categories (easy, medium, hard) according to the congestion factor in the Envestra model, making adjustments for inconsistencies (see Table a3)

· Apply the weighted average of the lowest 2012-13 tender rates for the medium category of mains replacement, with an adjustment to reduce Envestra's materials uplift component from $20 to $15 per metre, to align with the material costs proposed in its bottoms-up model.

· For the easy category of mains replacement, for which no 2012–13 tenders were submitted, apply the actual unit rates for work undertaken in 2008–12 in the same suburbs that Envestra is proposing to carry out its mains replacement program in 
2013–17.

· Due to the AER's adjustment to volumes, no mains in the hard category are forecast to be replaced during 2013–17. Thus, no alternative unit rate for the high category is proposed.”

With the additional tender information now available for the 2013-14 program, a consistent approach can now be applied across all three categories of suburbs (easy, medium and hard). The forecasting model has been modified so that within each category two approaches can be applied depending on whether tenders have been awarded or not, as described below:
	For suburbs (or stages
 within suburbs) where:
	Unit rate applied

	Contracts have been awarded
	Actual awarded rate has been applied.

	Tenders have been received and are currently being assessed
	Envestra has developed a method to calculate a unit rate that reflects a best estimate of the likely unit rate to be awarded, based on the range of tenders received and how contracts have been previously awarded within the range.


Envestra’s modified approach incorporates additional information from tenders that have now been received. The total distance of mains replacement included in the tenders and included as a basis for determining unit rates in the model is 320km, which is:

· around half of the 635 km of mains replacement required to be undertaken over the 2013 to 2017 period; and

· 70% of the mains replacement proposed to be undertaken prior to triggering the pass through mechanism. 
This 320 km of tendered work includes work across suburbs being undertaken during 2012 and expected for 2013 and 2014. (Envestra has supplied a copy of all tender documents for the 2013-14 works in Attachment 7.9).
The modified model is further discussed in the following sections.
2.4.4
Methodology for Determining Mains Replacement Unit Rates - Based Upon Tenders Received But Not Awarded
In determining the appropriate unit rate for a suburb where tenders have been received, but not yet awarded, the AER (Part 4, pg. 11) sets out its position as follows:
“The AER accepts that maintaining a panel of tenderers is an efficient approach. However, when awarding specific work, the AER considers that a prudent and efficient business operator would normally select a panel member offering the most competitive rate for the particular works. This practice would be consistent with a prudent service provider acting efficiently, in accordance with good industry practice, to achieve the lowest sustainable cost.  The AER considers that Envestra's use of the average of tendered rates is likely to upwardly bias its unit cost estimates. Therefore, the unit rates used in the model are not arrived at on a reasonable basis and do not represent the best forecast or estimate possible in the circumstances (as required by r. 74(2)(a) and (b) of the NGR).”

Envestra considers an approach that is based on always selecting the lowest tender is not consistent with a best estimate arrived at on a reasonable basis and not consistent with a prudent business seeking to achieve the lowest sustainable cost over the long term for the following reasons:
· Tenderers often don’t have the capacity to deliver on all tenders submitted due to organisational capacity constraints. For example, a small contractor may tender for all areas of work in the hope of winning one contract, but they would not have the capacity to be awarded all contracts, even though that contractor may be the lowest tenderer in all areas.

Envestra holds pre-award meetings with tenderers to confirm capacity to deliver tendered quantities. Envestra has often been unable to award all stages to the lowest tenderer due to these capacity constraints. A recent example involves Brunswick Stage 2, where Envestra is currently finalising its evaluation of tenders. Envestra can advise that in respect of this area the lowest tenderer will not be awarded the contract due to that contractor’s existing commitments, which preclude it from being able to complete the required volume of work in the timeframe required.

· When managing a panel of tenderers, a competitive market must be maintained. To maintain long term efficient costs Envestra must retain the interest of tenderers and hence contracts may not always be awarded to the lowest bidder for this reason. In particular, small contractors have advised that if they have more certainty of ongoing work they are prepared to recruit and expand, but will otherwise only accept the smaller and less complex projects. Developing a depth in the market for mains replacement services is fundamental to ensuring lowest sustainable costs over the long term.

· The tender price is not the installed price. The cost of supervision and contract management is an additional cost that must be taken into consideration. This cost can vary depending on the contractor and Envestra considers this when awarding work. For example, a contractor that has lower standards of work may be able to tender at a lower price, but Envestra would take into consideration that such a contractor would require a higher level of supervision. As in any industry or business that tenders for goods and services, “cheaper” is not always “better” or cheaper in the long run.  

· Tenderers with lowest bids sometimes lack experience to adequately understand and assess the scope of the project, have poorer performance records and possibly poorer safety compliance. While Envestra is keen to facilitate the newer panel contractors with additional field supervision support in the first instance, there is a balance between providing such support and awarding contracts to higher price contractors who have a proven track record in terms of skills and ability to complete the work efficiently and without adverse impact to the local community – intangible benefits.  It is also not helpful in the longer term if a contractor has priced so low that they are unable to complete the works, or they tend to look for cost cutting through reduced quality, safety and level of customer service. (Envestra has experienced this also).

Taking these matters into account, Envestra has developed an approach (for the forecast period) to determine an appropriate estimate of unit rates for suburbs where tenders have been received, but not yet awarded. The approach considers the depth of market for mains replacement services through examination of the range of tender prices received. It also considers information gained through past awarding of tenders for the same type of work. In essence, the approach recognises that, as evidenced by past practice, a contract is not always awarded to the lowest tenderer. That is, the winning contract price is somewhere between the lowest and highest tenderer (but generally below the average tendered price).
Specifically, the most appropriate position within the range from the lowest to highest tender price is determined by an analysis of contracts awarded from the 2012-13 tenders. The analysis, shown in table 3 below, considers each awarded contract for 2012-13 and precisely where the awarded amount lies, between the lowest and highest tenders received, as a percentage of the range. The average percentage across all contracts awarded has been calculated to be 21.4% of the range.  This percentage is then applied to contracts that have not currently been awarded. In circumstances when only one tender has been received, this approach is obviously not required and in that case the tender received is assumed to result in an awarded contract.
Table 3:  Calculation of adjustment to tender unit rates when contract has not yet been 
awarded
 [c-i-c]
Appendix C shows the suburb unit rates when the approach described above is applied for all suburbs where tenders have been received, both those that have been awarded and those that have not been awarded.
2.4.5
Revised Model

The revised model, as shown in Attachment 7-8, calculates the weighted average unit rate and cost for each category of suburb (easy, medium and hard), based on the suburb unit rates, as determined by the method described above, and the volume of work proposed in the revised replacement schedule. The model takes into account the 28 suburbs that are included within the replacement schedule (suburbs that have been completed are excluded from the model. 
Sixteen of the 28 suburbs have tenders to base the unit rates upon, 8 of these from awarded contracts and 8 of these from tenders received, but not yet awarded. A strong sample group is provided for each category, with the tenders distributed across all three categories and representing approximately 50% of the volume of the scheduled work and 70% of the proposed work prior to triggering the pass through for the 2013 to 2017 (see appendix D).
An additional improvement to the accuracy of the model over the AER’s approach is to weight the average unit rates calculated for each category according to the total expected volume of work for each suburb over 2013 to 2017, in place of the tendered volume of work. The updated replacement schedule enables this approach, which ensures the unit rate for each category more closely reflects the actual cost of planned work.
The unit rates are also adjusted to reflect the additional costs associated with delivering the replacement program, in a similar manner to the AER’s approach. The escalation includes:
· [c-i-c] allowance for unplanned variations;

· $20/m material cost allowance; and

· $5/m APA supervision/control cost. 

This adjustment is the same as that applied by the AER with the exception of the material cost adjustment of $20/m (AER used $15/m), which is based on historical cost information for 2011/12. An explanation of the material cost component is provided in section 2.4.6 below.
Envestra further examined the model to test the reasonableness of the outcomes. This review included assessing the highest and lowest unit costs within each suburb category and noted the following:

· The unit rate for the contract awarded in the area of Shepparton (      ) [c-i-c] is significantly higher than other suburbs in the ‘easy’ category. The reason for this is that this work represents the final mains replacement work to be completed in Shepparton, and is in a more complex area than the average for the town / suburb. However, this higher rate only has a small influence on the weighted average for the easy category because there is only 1,460m of work in Shepparton compared with 73,710m in the ‘easy’ category. (It also highlights that every “easy” area will also contain pockets of “harder” areas, such as commercial precincts/areas).

· The unit rate for Alphington (      ) [c-i-c] is significantly lower than other suburbs in the ‘hard’ category and has reduced the weighted average unit rate for the category. Tenders received from contractors for this suburb have been more favourable than expected.

In summary, the weighted average unit rate for the ‘easy’, ‘medium’ and ‘hard’ categories are
 [c-i-c].

2.4.6
Material Cost Adjustment

The AER has reduced the material cost adjustment from $20 to $15 per meter. The AER (Part 4, pg. 13) sets out its position as follows:
“The AER considers that an appropriate alternative is to:
· Apply the weighted average of the lowest 2012-13 tender rates for the medium category of mains replacement, with an adjustment to reduce Envestra's materials uplift component from $20 to $15 per metre, to align with the material costs proposed in its bottoms-up model.”

Envestra disagrees with AER’s assessment of material costs.  The table shown below is an extract from the Envestra Oracle financial system, which collects material costs and other classes of costs for the 2011/12 financial year. The unit cost of materials consumed within the mains replacement program for block replacement reveals a cost of $19.90 per meter. 

Table 4:  Direct material cost 2011/12

	Pressure Increase Financial year 2011/12
	 YTD Act $  
	 YTD Act Units  
	 YTD Act $/Unit  

	Direct Materials
	$2,405,921
	120,887
	$19.90


Given that the cost of $20 per metre is the actual material cost incurred by Envestra during the 2011/12 financial year, Envestra has adopted this value in the revised model.

2.4.7
High-level Benchmarking

To support its draft decision, the AER (Part 4, pg. 13) undertook high level benchmarking of unit rates across the three distribution businesses, stating:
“The AER notes that Envestra's forecast average unit costs at
” [c-i-c]
Due to the location of suburbs where Envestra is planning to undertake mains replacement works for the 2013 to 2017 Access Arrangement period, Envestra considers that benchmarking with other distribution businesses in this way is unlikely to provide a fair and reasonable comparison of unit rates.

The majority of mains replacement work proposed within Envestra’s 2013 to 2017 replacement schedule involves replacement within areas that are closer to the centre of the Melbourne CBD, where the proportion of medium and high density housing is significantly higher than most other areas of Melbourne. 
Accordingly, Envestra believes that the distributors are not all undertaking works in comparable suburbs. In particular, Envestra notes that the benchmarking does not appear to control for differences that could reasonably be expected to affect a comparison of unit costs, such as traffic management, soil types, asset location factors and customer density (affecting service density).
2.4.8 Summary

Envestra submits that the mains replacement unit rates for each category of suburb (easy, medium, hard) for the 2013 to 2017 Access Arrangement period should be modified to be based on tenders received for the 2012/13 and 2013/14 works and also the updated replacement schedule. The unit rates are determined based on the tenders received in a category and applied across all suburbs in the same category.
Envestra submits that the approach described above in calculating unit rates is the most appropriate approach to reflect mains replacement unit rates of a prudent service provider acting efficiently, in accordance with accepted good industry practice, to achieve the lowest sustainable cost of providing services (Rule 79(1)(a)). Envestra submits that the approach is one which provides a best estimate of the forecast cost of undertaking the works in the forecast period (Rule 74(2)).
Envestra also notes that the use of the additional information contained in the new tenders leads to a total cost of the proposed mains replacement work that is almost the same as the cost of works based on the unit rates contained within the AER’s approved model. These unit rates are set out in the following table.
Table 5:  Comparison of mains replacement unit rates and total cost for full 2013-17 
program ($ 2011) [c-i-c]
	Category
	Criterion based on congestion factor
	Examples of suburbs
	Average original proposed unit rate ($/m)
	AER Average adjusted unit rate ($/m)
	Envestra revised unit rate ($/m)

	Easy
	Less than 2
	
	
	
	

	Medium 
	Greater than or equal to 2; less than 4
	
	
	
	

	Hard
	Greater than or equal to 4
	
	
	
	

	
	Total (including additional $5/m material cost)
	-
	$223m
	$222m

	
	Total (including medium pressure replacement works)
	$280m
	$239m
	$237m


2.5
Medium Pressure Supply Mains

In respect of Envestra’s proposal to replace 26 km of medium pressure gas mains, the AER (Part 4, pg. 9) sets out its position as follows:
“Within the low pressure mains replacement program is a project line to replace 26 km of medium pressure cast iron mains over the 2013–17 access arrangement period worth $18.5 million ($2011, unescalated direct cost, excluding overheads).

From the RIN, the AER notes that there has not been any medium pressure cast iron mains replacement carried out in the current period.  Envestra has not provided any justification for this program for the 2013–17 access arrangement period.  Based on the information before it, the AER does not consider that this project is prudent and justified under r. 79(2)(c)(i)-(iii) of the NGR. On the basis that this project is not consistent with r. 79(1)(a) of the NGR, the AER does not approve the $18.5 million ($2011, unescalated direct cost, excluding overheads) expenditure.”

Envestra advises that the proposed medium pressure mains replacement program is required and notes that the AER did not have the necessary information about the importance of such mains (commonly known as Supply Mains) in network design at the time of making its Draft Decision. 
Supply Mains form the critical backbone of a gas distribution network, with their capacity and location subject to extensive network modelling and design.  Where they have reached the end of their useful life, they must be replaced with new Supply Mains as determined by engineering analysis. Once the new Supply Mains (i.e. new sources of high pressure gas) are operational, the low pressure pipes can be disconnected from the old medium pressure Supply Mains, replaced/upgraded and then connected to the new high pressure Supply Main.

It should be noted, however, that replacement of Supply Mains is not necessarily on a “one-for-one” basis, with the new Supply Main likely to be of a different size and possibly in a new (optimised) location, as determined by network analysis.  Envestra has grouped these works in the forecast period under the term “medium pressure cast iron replacement”. 

Supply Mains are an integral part of the mains replacement program and the replacement of low pressure mains cannot proceed without an assessment of the capacity and condition of the upstream assets. While the low pressure network represents the majority of the aging network, and is therefore commonly referred to in documentation, there are a number of associated infrastructure activities (interconnections, Supply Mains, etc.) necessary to enable the replacement program to be undertaken in a safe manner and to ensure security of supply and capacity requirements are maintained for the areas impacted.  
The extent of associated infrastructure works (including length of Supply Mains) are determined following extensive network modelling analysis of pressures and flows in the network, with the outcome representing the most efficient outcome for the specific networks involved.  Hence the works are not only prudent and efficient but they are an essential part of network design, without which low pressure mains replacement cannot proceed.

The AER states that “From the RIN, the AER notes that there has not been any medium pressure cast iron mains replacement carried out in the current period”.  It is unclear how the AER has concluded this, since the RIN supplied to the AER did not have a separate line item for medium pressure cast iron mains replacement.  Replacement of Supply Mains occurs in relatively small quantities on an “as needs basis”.  
As costs are not captured separately, any such replacement is contained within the Low Pressure replacement line item. While not obvious from the RIN, there has in fact been medium pressure cast iron mains replacement projects completed in the 2003 to 2007 and 2008 to 2012 Access Arrangement periods, but the quantity has not been high due to the location of mains replacement to date (relative to the location of Supply Mains) not requiring significant Supply Mains work.  
Examples of Supply Main works include:
· in Bundoora, where the 150mm Cast Iron (CI) medium pressure (MP) was replaced in 2008 as part of the low pressure replacement in that area;

· in Oriel Rd, Heidelberg, where a 225mm CI MP mains was progressively replaced by 2011;
· in various streets in Northcote, where works are being undertaken in order replace a 600mm CI MP supply main.
In any event, there is no correlation between any amount of Supply Main replaced historically and the amount that needs to be replaced in a forecast period, as those amounts are determined by the design of the specific networks in question and the specific mains to be replaced. It is therefore incorrect for the AER to assume that there is no need to undertake certain work in a forecast period simply because it may not have been undertaken, or undertaken to the same extent, in a previous period.
2.5.1
Proposed Works Relating to Medium Pressure

The Melbourne CI trunk main network primarily operates at medium pressure and is the principal source of gas supply to approximately 90,000 consumers.  The Mains Replacement Plan (Section 4.1) indicates that the medium pressure mains comprise 35km of cast iron, 2km of unprotected steel, 28km of coated steel and 12km of polyethylene, giving a total of 77km.    

As is usually the case, Envestra will not be replacing any medium pressure mains using like-for-like (size) or by insertion of medium pressure mains, but by installing new mains of the appropriate size.  To enable the low pressure replacement program, it is necessary to install high pressure Supply Mains into areas where there is no high pressure nearby, or where there may be high pressure but which is not of sufficient quantity. Once the new Supply Main is installed, it enables the low pressure mains in the area to be replaced / inserted. 

The attached map (appendix E) indicates the approximate location and length of Supply Mains to be replaced / installed in the forecast period. Due to the specialised role of Supply Mains as discussed above, it is not possible to establish a precise volume or location without the detailed network analysis that occurs closer to the time of installation. Hence the volume is based on Envestra’s best estimates from engineering personnel experienced in network design and analysis, which indicates an approximate requirement of 21 km. 
Envestra has however only included in its capital expenditure the requisite amount of medium pressure mains replacement to accommodate its proposed 465 km of low pressure mains replacement. Envestra will seek the additional 7 km of medium pressure mains replacement at the time it submits it pass through application. The associated cost is based on the unit cost of undertaking similar works in the current period.  
2.6
Mains Replacement - Summary
Envestra submits that the mains replacement volumes and unit rates in the Victorian Draft Decision have not been determined in a manner consistent with the NGR.  The analysis and discussion undertaken in this section 2 shows that the forecast volume as originally submitted by Envestra is consistent with the NGR.  
To accommodate the concerns raised by the AER however, Envestra proposes the volume and costs as shown in the following table, with a pass-through mechanism to allow Envestra to implement the full program over the 2013 to 2017 Access Arrangement period. 
Table 6:  Revised Forecast Mains Replacement ($m 2011, excl. Escalation &
Overheads)

Block Replacement
	
	2013
	2014
	2015
	2016
	2017
	Total

	Km
	141
	141
	121
	59
	-
	462

	$m 
	 38.58 
	  45.89 
	 48.19 
	 24.24 
	 -
	156.90 


Supply Mains
	
	2013
	2014
	2015
	2016
	2017
	Total

	MP CI km
	5
	4.5
	4
	-
	-
	14

	MP CI $m
	   3.74 
	 3.36 
	2.99 
	- 
	 -
	$   10.09 


Total
	
	2013
	2014
	2015
	2016
	2017
	Total*

	km
	146
	145
	125
	59
	-
	475

	$m
	42.31 
	 49.25 
	 51.18 
	 24.24 
	- 
	$ 166.99 


* numbers have been rounded
3 Unit Rates General

In its Draft Decision, the AER did not accept the methodology used by Envestra to derive forecast unit rates that underpin the majority of demand-driven capex. The AER in essence:

(a) did not accept that forecast unit costs should be different from those revealed by historical evidence; 

(b) decided that the use of a weighted average of historical unit rates (as opposed to a straight average) is appropriate “as it takes into account the influence of volume on unit rates”
; and

(c) generally concluded that the use of a weighted average of unit costs for the period 2008 to 2011 presented a forecast that was compliant with the Rules.

In preparing its initial proposal, Envestra used data from the 2009 and 2010 calendar years as the default basis for forecasting unit rates, which was the most recent information available at the time. Two years of the most recent data ensured that the data was of relevance to the forecast period. That is, data dating back to 2008 is not considered relevant to cost forecasting for a period that extends to 2017 (i.e. such old data is not considered to be a reliable basis for forecasting up to 9 years into the future).

Importantly, using data more than two years old in this instance is particularly erroneous because it does not incorporate outcomes of new mains and service laying contracts that were executed in November 2010, the impacts of which have only flowed through to historical data over the last two years. These new contracts will apply over the 2013 to 2017 period. Data prior to 2010 is therefore irrelevant as it reflects cost outcomes under the previous contracts. 
Furthermore, over time, changes in productivity, work methods and practices occur, in addition to changes in contractor mix and, as acknowledged by the AER, changes in work areas, such that the cost of undertaking work up to nine years prior to the forecast period has little relevance. Hence Envestra believes that the AER approach of relying on an average of data dating back to 2008 does not result in the best forecast or estimate possible in the circumstances, and that the AER should have used the most recent two years of data. 
Envestra now has data up to the end of the financial year 2011/12 and believes that the use of data for 2010/11 and 2011/12 would provide the best forecast or estimate possible in the circumstances, consistent with Rule 74(2).  Envestra considers that unit rates based on a weighted average over the past two financial years will lead to forecasts that comply with Rule 74(2). This is because the resultant unit rates: 

(a) reflect revealed efficient cost outcomes under the new/current contracts entered into by Envestra in November 2010 (and provided to the AER), which contracts (and costs) are reflective of the costs that will apply over the 2013 to 2017 Access Arrangement period;

(b) better reflect the scope of work to be undertaken over the 2013 to 2017 Access Arrangement period;
(c) have taken into account two years of relevant information to avoid potential errors when basing forecasts on a single year of information; and

(d) reflects good industry practice in forecasting unit rates for business planning purposes. 

Envestra has amended its forecast of unit rates accordingly, as discussed and set out in Attachment 7.1A.
4 Augmentation (Business Case V78) - Victoria Only
In its Draft Decision for Victoria, the AER did not approve the augmentation project V78, Dandenong to Crib Point Transmission Augmentation, on the basis that a large customer had signalled (after Envestra’s submission was compiled) that it would be substantially decreasing its gas load. Envestra has now taken this latest information into consideration and analysed network load over the forecast period with the decreased gas load from the customer concerned.  
Accordingly, this has negated the need to undertake the augmentation in the timeframe originally envisaged.  The lower network load means that the proposed network augmentation is not required to be completed until the winter of 2018.  This means that preparatory engineering design and procurement processes and regulatory approval and land acquisition processes must now commence in 2016.

Envestra has amended the business case accordingly, and resubmits the business case as V78A Dandenong to Crib Point Transmission Augmentation. The amended forecast is shown in the following table.

Table 7:  Revised Augmentation Project V78A capex forecast (excl. Cost Escalation and 
Overheads)

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

	Victoria
	-
	-
	-
	1,791
	8,968
	10,759


5 Gas Extensions (Business Cases V100A and V103A) – Victoria Only

In its Draft Decision for Victoria, the AER did not approve the gas extension projects proposed by Envestra. For reasons that are specific to each business case, Envestra resubmits the following projects:

· V100A Victorian Regional Towns – Koo Wee Rup; and

· V103A Merrifield.

The Victorian Government is seeking to extend natural gas across regional Victoria and encourage greater investment in the regions. The Government has made a commitment to invest $100 million over the next few years to make reticulated natural gas available to homes and businesses in country Victoria. Envestra is resubmitting its business case for one of the Victorian Government’s priority towns, Koo Wee Rup (Business Case V100A), following more recent information becoming available regarding this township.

Additionally, Envestra is resubmitting its business case for Merrifield (Business Case V103A). The Merrifield development is a large new estate located about 30 km north of Melbourne’s city centre. The AER did not approve the related capital expenditure because it had several concerns, which essentially related to:
(a) the lack of commitment from developers and concerns about whether the project would proceed;
(b) how the increase in cost of the project was calculated - subsequent to the initial March 2012 submission, the cost of the project was revised and resubmitted to the AER in response to AER Information Request 8; and

(c) the size of the capital contributions.
These concerns are addressed in the revised business case V103A, which explains that:

(a) developer commitment - since Envestra proposed the project in March 2012, two developers have executed agreements and paid up-front contributions, which provides conclusive evidence that they are committed to the project.  Envestra is also in advanced discussion with two other developers.  Further development agreements, covering the full extent of contributions required, are in the process of being negotiated and are expected to be finalised by the end of 2012.

(b) the cost of the project – the costs of the project increased as a consequence of  discussions with developers that revealed the full size and extent of the Merrifield reticulation.  The forecast costs proposed by Envestra are based either on quotations from contractors or on historical costs of undertaking similar activities; and

(c) the size of the capital contribution – the size of the capital contribution changed as Envestra gained a deeper understanding of the project.  The estimated shortfall of $1.7 million reflects the latest forecast of costs and will be recovered from 5 developers.  Two developers have executed agreements and paid their first instalment.  Copies of those agreements (with MAB & Evolve) are included in Business Case V103A. 

On this basis, Envestra submits that the project is proceeding and is consistent with the requirements of Rule 79. The tables in the original Merrifield business case have been updated to reflect the latest costs and capital contributions (see Business Case V103A). The revised costs for the projects are set out in the following table.

Table 8:  Revised Gas Extension Projects V100A & V103A capex forecasts (excl. Cost 
Escalation and Overheads)

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

	V100A Koo Wee Rup
	-
	-
	3.64
	0.71
	0.19
	4.53

	V103A Merrifield
	12.65
	-
	-
	-
	-
	12.65

	Total
	12.65
	-
	3.64
	0.71
	0.19
	17.18


6 Information Technology (Business Case VA201A)

In its Draft Decision for Victoria and Albury, the AER did not approve all of the information technology projects proposed by Envestra.

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 capex component of this project is for the capital investment in a document management system.

The AER was not satisfied that Envestra presented sufficient information to demonstrate the prudency of the project.
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 regulatory obligations and that the AER has not appropriately applied the NGR in assessing the forecast expenditure.

Envestra considers that the AER’s assessment 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”.
Envestra has provided further information and addressed each of the AER’s concerns in a resubmitted business case (Business Case VA201A).The capex as originally submitted, and which Envestra believes satisfies the NGR, is set out in the following table.

Table 9:  Resubmitted Information Technology Business Case VA201A capex forecast 
(excl. Cost Escalation and Overheads)

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

	Victoria
	1,803
	-
	-
	-
	-
	1,803

	Albury
	64
	-
	-
	-
	-
	64


7 Other Non Demand Projects
In its Draft Decision for Victoria and Albury, the AER did not approve the following “other” non demand projects proposed by Envestra:

· VA23 Technical Training;

· V35 City Gate Lightning Protection; and

· V40 Storm Water Drain Survey.

These projects are resubmitted because Envestra believes they are justified and satisfy the NGR, as discussed in each section further below.
(1) Technical Training (Business Case VA23)

This project, which has an opex and capex component, is for the development of interactive online computer based training packages and e-courses to enhance learning and skill development. The project will develop training solutions through interactive online computer based training, and e-courses that use 3D simulations to provide enhanced operator training.  

The project also provides for training resources currently held at fixed locations to be supplemented by a mobile training resource that will allow for the consistent delivery of a broad range of skills and competencies across a Envestra’s widespread geographic footprint.
The key reasons for the AER not approving the business case were that:

(a)  the AER believed there would be productivity benefits - Envestra submits that it is not consistent with section 24(3) of the NGL or the NGO that any project that has a productivity benefit is funded by the business, particularly given the benefits are not sufficient to offset costs within a regulatory period. Productivity considerations have also been factored into the decision on appropriate labour cost escalation to apply over the 2013 to 2017 period. Furthermore, as discussed in the business case, improved training delivery is required to offset declining productivity arising from an ageing workforce.
(b) that Envestra's current training regime must 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 NGR. The forecast that Envestra resubmits (as per the original forecast) is set out in the following table.

Table 10:  Resubmitted Technical Training Business Case VA23A capex forecast (excl. Cost 
Escalation and Overheads)

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

	Victoria
	97
	415
	97
	77
	77
	763

	Albury
	3
	15
	3
	3
	3
	27


(2) City Gate Lightning Protection (Business Case V35)

There are 55 city gate sites in the network that require design and installation of electrical surge protection to be compliant with the requirements of AS4835 Electrical Hazards on metallic pipelines and AS1768 lightning protection. The project involves each site being reviewed and the appropriate protection installed.
The AER did not approve this project for the following reason:
“The AER considers that if the risk posed by not having lightning and surge protection equipment was sufficiently serious that a prudent and efficient distributor would have undertaken this work immediately after the first lightning strike occurred. The AER considers that Envestra's lack of action over the previous three years indicates that Envestra does not consider this project capex would be incurred by a prudent service provider acting efficiently to achieve the lowest sustainable cost of providing services. Accordingly, the AER does not consider this capex complies with r. 79(1) of the NGR and would not be undertaken by a prudent and efficient business…
The AER considers that Envestra's actions demonstrate that it does not consider lightning poses a material threat to the safety and reliability of its network and accordingly the AER does not consider this expenditure necessary to maintains or improve the safety of Envestra's services; maintain the integrity of Envestra's services or comply with a regulatory obligation.”

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 current period. Envestra submits that such an assessment is not consistent with the NGR and that it is inconsistent with the requirements of 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”.

The AER “does not consider this expenditure necessary to maintains or improve the safety of Envestra's services”, yet the AER has not undertaken any risk analysis or presented any professional engineering advice in arriving at its conclusion.
In contrast, 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 risk being classified as either “extreme”, “high”, “moderate” or “low”. 
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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 on a priority basis 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, whilst items rated as “low” risk receive the lowest priority or may be accepted and monitored without further treatment.
Envestra has identified certain risks (including that arising from lightning) 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.
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 applied by the AER for assessing this particular project, and step changes more generally, 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. 

The forecast that Envestra resubmits (as per the original forecast) is set out in the following table.

Table 11:  Resubmitted Other Non-Demand Capex Project V35 capex forecast (excl. Cost 
Escalation and Overheads)

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

	Victoria
	129
	129
	118
	107
	107
	590


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

Following heavy rains in 2010/11, a number of hazardous incidents occurred during drain clearing operations arising from damage to gas pipes from the drain clearing equipment. Consequently, WorkSafe and ESV requested that the gas distributors undertake an active program to address this hazard. Accordingly, this project seeks to minimise the risk of further incidents by instigating a training program in conjunction with targeted internal inspections of drains and sewers using closed circuit TV technology.

The AER did not approve this project essentially because Envestra had not undertaken expenditure on this activity in the current period. Envestra submits that this reasoning is not consistent with the NGR. Envestra’s response on this issue is discussed in detail in section 5.8.1 of Attachment 6.7 (Draft Decision Response – Operating Expenditure). As discussed in that section, Envestra believes the forecast expenditure complies with the NGR, and it resubmits the expenditure (as per the original forecast), as set out in the following table.
Table 12:  Resubmitted Other Non-Demand Capex Project V40 forecast (excl. Cost Escalation 
and Overheads)

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

	Victoria
	200
	-
	-
	-
	-
	200


8 Input Labour Cost Escalators

The AER rejected Envestra’s forecast labour cost escalators (as supplied by BIS Shrapnel, “BIS”) for capex and also for operating expenditure (opex). This issue is discussed in detail in Attachment 6-7 (Draft Decision Response: Operating Expenditure). In the Final Decision, Envestra believes that the AER should use the labour cost escalators as set out in Attachment 6-7, which are reproduced in the following table.

Table 13:  Labour Escalators

	 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%


9 Gross Customer Connections
Gross customer connections for volume (residential and non-residential) customers are required to forecast capital expenditure in respect of new customer connections to the distribution network. The capital expenditure is calculated by applying unit rates for mains, inlets and meters by the number of new customer connections. 
The AER’s Draft Decision did not approve Envestra’s forecast residential and non-residential gross customer connections.  The AER felt there were inconsistencies in the data presented by Envestra and subsequently elected to use SP AusNet’s historic ratio of demolitions to additions (referred to as the demolition ratio) to forecast Envestra’s gross connections for the 2013 to 2017 Access Arrangement period
.  

Envestra does not accept the AER’s decision to use SP AusNet’s demolition ratio to determine Envestra’s gross connection forecast.  Envestra has instead applied the average of the 2008 to 2011 actual demolition ratio calculated by the AER in its capital expenditure models (refer “Attachment 7.6A Response to Draft Decision - Victoria Capex Forecast Model” and “Attachment 7.6A Response to Draft Decision - Albury Capex Forecast Model”).

9.1
Residential Gross Connections
Envestra has applied the average of the 2008 to 2011 actual demolition ratio as calculated by the AER, as this reflects Envestra’s actual information on demolitions. The determination of the demolition ratios for Victoria and Albury is set out in the below tables.  

Table 14:  Victorian and Albury Residential Demolition Ratio, 2008 to 2011

	Victoria
	2008
	2009
	2010
	2011
	Average

	Demolitions
	1,312
	1,459
	1,580
	1,518
	

	Additions
	14,003
	14,439
	15,385
	14,686
	

	Ratio
	9.4%
	10.1%
	10.3%
	10.3%
	10.0%


	Albury
	2008
	2009
	2010
	2011
	Average

	Demolitions
	48
	56
	49
	38
	

	Additions
	395
	337
	368
	344
	

	Ratio
	12.2%
	16.6%
	13.3%
	11.0%
	13.3%


Importantly, Envestra has compared the demolition ratio determined using 2008 to 2011 information to that using financial year data from 2001/02 to 2006/07.  While the data is on a financial year basis and utilises, by necessity, a slightly different definition of residential customers (based on meter size not retailer classification), the data show a long term average demolition ratio of 10% for Victoria.

Table 15:  Victorian Residential Demolition Ratio, 2002 to 2007
	30 June End
	2002
	2003
	2004
	2005
	2006
	2007
	Average

	Losses
	1,629
	1,617
	1,429
	1,474
	1,348
	1,300
	

	Gains
	13,261
	15,524
	14,565
	14,062
	13,460
	14,111
	

	Ratio
	12%
	10%
	10%
	10%
	10%
	10%
	10%


That is, using available data over the past 10 years confirms that the demolition ratio for Victoria has been stable at 10%. 

Envestra is not privy to information regarding SP AusNet’s network and can therefore only speculate as to why Envestra’s demolition ratio is higher than SP AusNet’s, although Envestra does not consider the two ratios of 10% and 7% significantly different.  Envestra feels a large part of the discrepancy can be put down to the strong growth in new dwellings in greenfield developments within SP AusNet’s distribution network relative to Envestra. 

9.2
Non-residential Gross Connections

Envestra has also applied the average of the 2008 to 2011 actual demolition ratio as calculated by the AER in its capital expenditure model.  Envestra notes that the demolition ratio is high, but confirms the 2008 to 2011 data is an accurate reflection of actual outcomes.  Envestra is aware that retailer practices towards non-residential connections changed from 2007, where post 2007 a retailer would, upon the customer vacating the premises, require Envestra to remove the meter. Retailers from 2007 manage vacant non-residential connections in this way as the retailer no longer is required to pay the supply charge for an unknown length of time.  

This retailer practice is not used for residential connections as the vacancy period for a residential dwelling is shorter, and once occupied, the new customer is most likely to continue to use natural gas.  Non-residential dwellings have longer vacancy periods and it is also unknown as to whether the new occupant will require a gas connection, which will ultimately depend on the nature of the business conducted from the premises.

The determination of the non-residential demolition ratios for Victoria and Albury utilising 2008 to 2011 actual data is set out in the below tables.  

Table 16:  Victorian and Albury Non-Residential Demolition Ratio, 2008 to 2011

	Victoria
	2008
	2009
	2010
	2011
	Average

	Demolitions
	229
	211
	320
	223
	

	Additions
	348
	305
	272
	375
	

	Ratio
	65.8%
	69.2%
	117.6%
	59.5%
	78.0%


	Albury
	2008
	2009
	2010
	2011
	Average

	Demolitions
	13
	17
	19
	7
	

	Additions
	22
	14
	16
	21
	

	Ratio
	59.1%
	121.4%
	118.8%
	33.3%
	83.2%


9.3
Gross Connection Forecasts
The following table presents the residential and non-residential gross connection forecasts for Victoria and Albury.

Table 17:  Victorian and Albury Gross Connection Forecast, 2013 to 2017
	Victoria
	2013
	2014
	2015
	2016
	2017

	Residential
	13,768
	13,585
	13,451
	13,193
	13,028

	Non Residential
	899
	866
	866
	662
	720


	Albury
	2013
	2014
	2015
	2016
	2017

	Residential
	314
	371
	377
	383
	389

	Non Residential
	16
	16
	16
	16
	16


10 Overheads

The AER in its Draft Decisions did not approve the methodology or level of overheads proposed by Envestra for its expanded capital expenditure program in Victoria and Albury. This in part reflected the AER’s view that Envestra’s proposed approach was not appropriate given the lower capital expenditure approved by the AER relative to that proposed by Envestra. The approach taken by the AER can be summarised as follows:

· derive a base overhead cost be taking the average overhead cost incurred over the 2008 to 2011 period; and

· adjust the base overhead cost by the variable change in overheads resulting from changes in net capital expenditure from year to year. 

Envestra accepts the AER methodology and underlying assumptions on the basis that it is consistent with the approach recently applied for Envestra’s South Australian and Queensland networks. Envestra has therefore applied this approach to its proposed direct capital expenditure in Victoria and Albury to derive the forecast overheads set out in table 18. The actual derivation of the overheads is set out in Envestra’s capex forecast model (see Attachment 7.1A).
Table 18:  Forecast Overheads

	Overheads ($m, 2011)
	2013
	2014
	2015
	2016
	2017

	Victoria
	12.3
	10.5
	9.1
	8.3
	7.1

	Albury
	0.2
	0.2
	0.2
	0.2
	0.3


11 Summary
In accordance with the matters discussed in this attachment, Envestra submits revised capex forecasts of $533.6 million and $6.7 million for Victoria and Albury respectively, as per the following tables. 
Table 19:  Victoria – Revised Forecast Capital expenditure, 2013 to 2017

	Capital Expenditure

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

	Mains Replacement
	50.5
	58.1
	60.6
	30.2
	1.4
	200.7

	Residential Meter Replacement
	3.1
	6.7
	4.3
	11.4
	3.4
	28.9

	I & C Meter Replacement
	1.6
	1.9
	2.7
	2.1
	1.9
	10.2

	Augmentation
	4.7
	8.7
	2.3
	14.8
	13.4
	43.8

	Information Technology
	6.3
	8.3
	3.3
	0.2
	0.8
	18.9

	SCADA
	0.2
	0.2
	0.2
	0.2
	0.2
	1.1

	Residential Connections
	25.1
	24.6
	24.6
	24.7
	26.0
	125.0

	I & C Connections
	13.8
	13.2
	13.3
	10.4
	12.1
	62.9

	Gas Extensions
	14.3
	0.0
	4.0
	0.8
	0.2
	19.4

	Other Non Demand
	4.9
	6.5
	5.1
	3.2
	3.0
	22.7

	Total Capex
	124.6
	128.2
	120.5
	98.0
	62.4
	533.6


Totals may not add due to rounding
Table 20:  Albury – Revised Forecast Capital expenditure, 2013 to 2017

	Capital Expenditure

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

	Ad Hoc Service Renewal
	0.01
	0.01
	0.01
	0.01
	0.01
	0.05

	Residential Meter Replacement
	0.08
	0.07
	0.11
	0.07
	0.05
	0.38

	I & C Meter Replacement
	0.07
	0.07
	0.08
	0.06
	0.06
	0.33

	Augmentation
	0.01
	0.00
	0.00
	0.00
	0.55
	0.56

	Information Technology
	0.25
	0.33
	0.13
	0.01
	0.03
	0.76

	SCADA
	0.02
	0.02
	0.02
	0.03
	0.02
	0.12

	Residential Connections
	0.64
	0.75
	0.78
	0.82
	0.78
	3.77

	I & C Connections
	0.13
	0.13
	0.13
	0.14
	0.13
	0.67

	Other Non Demand
	0.01
	0.02
	0.01
	0.01
	0.01
	0.05

	Total Capex
	1.22
	1.40
	1.27
	1.13
	1.65
	6.68


Totals may not add due to rounding
These revised capex forecasts are:

· for Victoria, 66% (or $211.7 million) above the AER Draft Decision forecast capex of $321.9m and 31% (or $240.8 million) below Envestra’s initial proposal; and
· for Albury, 20% (or $1.1 million) above the AER Draft Decision forecast capex of $5.6m and 18% (or $1.5 million) below Envestra’s initial proposal.

For the reasons set out in this attachment, Envestra submits that its revised capex forecasts are compliant with the NGL and NGR. In particular, the capex forecast set out in tables 19 and 20 reflect that which 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 (as required by Rule 79).

APPENDIX A
[c-i-c]
[image: image4.png]ESV welcomes the Envestra position to increase the mains replacement program to 120km
for the 2010/2011 financial year and to complete the entire programme by 2020.

However, ESV will not accept the current revised Envestra Safety Case untl Envestra
reviews its assat management plan to reflect the mains replacement program being achieved
completely by 2020, including 570 km in the current five year access arrangement period.
Going forward ESV willreview Envestra's actual performance against planned replacement
rates.

Yours sincerely

DIRECTOR OF ENERGY SAFETY




APPENDIX B
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APPENDIX C
[c-i-c]
Unit rates for suburbs where tenders have been received
APPENDIX D

Calculation of weighted average unit costs for categories [c-i-c]
APPENDIX E

SUPPLY MAINS REPLACEMENT
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� 	Letter from ESV to Envestra dated 4 May 2010, which has been provided in Appendix A. 


�	ESV letter to Envestra dated 4 May 2010


�	Most suburbs are tendered in stages, or geographic sections of suburbs; often several stages are tendered at the one time.


�	AER Draft Decision, Part 4, p29


�	Draft Decision Part 4, p60


�	AER 2012, “Access Arrangement Draft Decision, Envestra Ltd, 2013-17”, Part 2 Attachments, 24 September 2012, page 87
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