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1. Introduction

1.1 Purpose of this Document

Envestra Limited (ACN 078 551 685) is a publicly listed company that owns natural gas distribution
networks across Australia. Envestra owns around 23,000 kilometres of natural gas distribution
networks serving over 1,100,000 customers in Victoria, South Australia, Queensland, New South
Wales and the Northern Territory. Envestra’s current Access Arrangement period for Victoria ends
on 31 December 2012.

Section 7 of the National Gas (Victoria) Act 2008 (the Act) applies the National Gas Law (NGL),
which is set out in the Schedule to the Act, as a law of Victoria. Section 26 of the NGL gives the
National Gas Rules (NGR) the force of law in Victoria. Part 9 of the NGR makes the Australian
Energy Regulator (AER) responsible for making a decision in relation to a revised Access
Arrangement proposal submitted by Envestra.

Rule 52 of the NGR requires that Envestra submit by 30 March 2012 a revised Access Arrangement
proposal for the period from 1 January 2013 to 31 December 2017. Rule 43 requires Envestra, when
submitting a revised Access Arrangement proposal, to submit an Access Arrangement Information
(AAI) for the Access Arrangement. Rule 42 states that an AAl is to contain information that is
reasonably necessary for users and prospective users to:

= understand the background to the Access Arrangement or the Access Arrangement proposal;
and

= understand the basis and derivation of the various elements of the Access Arrangement or the
Access Arrangement proposal.

Envestra Limited submits this AAl to the AER for its Victorian network (the “Network”) on behalf of its
subsidiary Vic Gas Distribution Pty Ltd (ACN 085 899 001), which is the licensed distributor in
respect of the Network.

1.2 The Victorian Network

The Network includes the distribution mains, inlets, meters, regulators and ancillary equipment that
are used to provide pipeline services in that state. The Network serves the northern, outer eastern
and southern areas of Melbourne, Mornington Peninsula, rural communities in northern, eastern and
north-eastern Victoria and south-eastern rural townships in Gippsland.!

The Network comprises around 9,900 kilometres of mains delivering gas to around 575,000
customers. The Network has been constructed over a period of more than 100 years and
consequently consists of a variety of pipe materials. The predominant pipe material used for gas
mains up until the 1970s was cast iron and unprotected steel. Subsequent to this, polyethylene (PE)
has been used as the predominant pipe material.

The type of pipe material dictates the maximum allowable operating pressure of the constituent parts
of the Network. Since cast iron can only be operated at relatively low pressures compared to PE, the
continual replacement of cast iron pipe with PE pipe means that the capacity of the Network is
improving over time in many areas. Table 1.1 sets out the composition of the Network by pipe
material.

1 The Network is divided into the following four zones; North, Central, Murray Valley and Bairnsdale. Maps outlining
the zones covered by the Network are available from Envestra’s website, which is found at: www.envestra.com.au.
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Table 1.1: Network Composition by Pipe Material, 30 June 2011

Cast Iron / Steel PE Protected Steel PVC Other  Total

Length (km) 695 5620 3064 538 0.3 9917

Table 1.2 shows the pressure tiers at which the Network operates. The transmission mains form the
backbone of the Network and generally transport gas to urban areas, where lower pressure tiers are
then used to deliver gas to customers. Where possible, high pressure pipes are used as this
provides the highest capacity of gas per unit of length, and therefore provides the best ability to
service customers during periods of peak demand.

Table 1.2: Network Pressure Tiers

Pressure Tier Pressure Range (kPa)

Transmission 1,050 to 10,000
High Pressure HP2 51510 1,050
High Pressure HP1 140 to 515
Medium Pressure 710 140
Low Pressure 14107

1.3 Relevant Regulatory Regime

Section 27 of the NGL prescribes the functions and powers of the AER, which includes economic
regulatory functions. Section 28 of the NGL provides that the AER must, in performing or exercising
an economic regulatory function or power, perform or exercise that function or power in a manner
that will or is likely to contribute to the achievement of the National Gas Objective (NGO), which is
set out in section 23 of the NGL. The NGO states:

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

Section 28 also provides that the AER must take into account the revenue and pricing principles
when exercising discretion in approving or making a decision in respect of an Access Arrangement
proposal. Section 24 of the NGL sets out the revenue and pricing principles, which are as follows:

= under subsection 24(2), a service provider should be provided with a reasonable opportunity to
recover at least the efficient costs the service provider incurs in providing reference services and
complying with a regulatory obligation or requirement or making a regulatory payment;

= under subsection 24(3), a service provider should be provided with effective incentives in order to
promote economic efficiency with respect to reference services the service provider provides,
including:

- efficient investment in, or in connection with, a pipeline with which the service provider
provides reference services;
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- the efficient provision of pipeline services; and
- the efficient use of the pipeline.

under subsection 24(5), a reference tariff should allow for a return commensurate with the
regulatory and commercial risks involved in providing the reference service to which that tariff
relates;

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

under subsection 24(7), regard should be had to the economic costs and risks of the potential for
under and over utilisation of a pipeline with which a service provider provides pipeline services.

This AAI demonstrates and explains how Envestra’s revised Access Arrangement proposal satisfies
both the NGO and the revenue and pricing principles.

The exercise of the AER’s discretion in its decision making process regarding an Access
Arrangement proposal, including in deciding whether Envestra has satisfied the NGO and the
revenue and pricing principles, is governed by rule 40 of the NGR, which relevantly provides that:

under subrule 40(1), if the NGL states that the AER has no discretion under a particular provision
of the NGL, then the AER’s discretion is entirely excluded in regard to an element of an Access
Arrangement proposal that is governed by the relevant provision;

under subrule 2, if the NGL states that the AER’s discretion under a particular provision of the
NGL is limited, then the AER may not withhold its approval to an element of an Access
Arrangement proposal that is governed by the relevant provision if the AER is satisfied that it:

- complies with the applicable requirements of the NGL; and

- is consistent with applicable criteria (if any) prescribed by the NGL.

under subrule 40(3), in all other cases the AER has full discretion to withhold its approval to an
element of an Access Arrangement proposal if, in the AER’s opinion, a preferable alternative
exists that:

- complies with the applicable requirements of the NGL; and

- is consistent with applicable criteria (if any) prescribed by the NGL.

1.4 Requirements of an Access Arrangement Information

Rule 72 of the NGR states that an AAl in respect of an Access Arrangement proposal must include:

capital expenditure (by asset class), operating expenditure (by category) and usage of the
pipeline over the previous Access Arrangement period;

the derivation of the change in the capital base over the previous Access Arrangement period;
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= the projected capital base over the Access Arrangement period, including a forecast of
conforming capital expenditure and depreciation and the basis for the forecast;

= to the extent it is practicable, a forecast of pipeline capacity and utilisation of pipeline capacity
over the Access Arrangement period and the basis for the forecast;

= a forecast of operating expenditure over the Access Arrangement period and the basis for the
forecast;

= the key performance indicators to be used to support expenditure to be incurred over the Access
Arrangement period;

= the proposed rate of return, the assumptions on which the rate of return is calculated and a
demonstration of how it is calculated;

= the proposed method for dealing with taxation, and a demonstration of how the allowance for
taxation is calculated;

= a demonstration of how an allowance is to be made for any increments or decrements made
under any incentive mechanism that applied in the previous Access Arrangement period;

= the proposed approach to the setting of reference tariffs, including the method used to allocate
costs and a demonstration of the relationship between costs and tariffs;

= the rationale for any proposed reference tariff variation mechanism;
= the rationale for any proposed incentive mechanism;

= the total revenue to be derived from pipeline services for each regulatory year of the Access
Arrangement period.

Related to the above, the AER has issued a Regulatory Information Notice (RIN) to Envestra that
specifies the information that it requires for its decision making process. This information requirement
must be consistent with the requirements of rule 72 as set out above. Attachment 1-1 of this AAI
explains where in Envestra’s proposal the information required by the RIN can be found. All
information required by the RIN and the NGR has been provided by Envestra in this AAl. Attachment
1-2 is a completed template containing specific information requested by the AER.

1.5 Verification of Forecast Information

Rule 74 of the NGR requires that a forecast or estimate used in an Access Arrangement proposal
must:

= be arrived at on a reasonable basis; and
= represent the best forecast or estimate possible in the circumstances.

The forecasts and estimates used in this AAl satisfy the above criteria. This reflects the rigorous
process followed by Envestra to develop its forecasts, which process is summarised as follows:

= forecasts are based on the considerable expertise of Envestra and its contractor, APA Asset
Management;
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= forecasts for projects have been based on robust business plans that have been subject to
thorough review as to their compliance with the relevant obligations of the NGL and NGR;

= where possible, forecasts have been based on the most recent actual information available,
which information reflects revealed efficient expenditure/outcomes;

= all relevant drivers of a particular forecast have been taken into account and explained in this AAl,
including by providing any data used to derive a particular forecast;

= reliance has been made on independent and expert advice in the preparation of forecast
information, which advice has been attached to this AAI;

= adherence to strict business processes in developing and approving forecasts has been followed,
including final approval of forecast information by Envestra’s Board; and

= relevant industry stakeholders have been consulted, where appropriate, in deriving a forecast.
With regard to the last point, Envestra has liaised closely with Energy Safe Victoria to ensure that

expenditure plans in respect of the forecast mains replacement program are consistent with the long
term safety, reliability and security of the network.

1.6 Interpretation

Terms used in this AAl have the same meaning as they have in the Access Arrangement (see clause
2 of the Access Arrangement).

In this AAI:
= monetary values are expressed in 2011 dollar terms, unless indicated otherwise;
= certain numerical values may not precisely equate due to rounding;

= a reference to opex is a reference to operating expenditure, and a reference to capex is a
reference to capital expenditure

= areference to a ‘rule” is a reference to a National Gas Rule.

In this AAI, unless the context otherwise requires, where a word or meaning is capitalised it has:

= the meaning given to that word or phrase in the National Gas Rules; or

= the meaning given to that word or phrase in the glossary contained in the Access Arrangement.
1.7 Structure of the Access Arrangement Information

This AAl is structured as follows:

= Part A - Chapters 1 to 4 provide background information on the relevant regulatory framework, an

overview of Envestra’s operations, services and key business drivers and our past performance
over the 2008 to 2012 Access Arrangement period;
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= Part B - Chapters 5 to 12 cover the key components (or building blocks) that are used to derive
total revenue for each year of the Access Arrangement period, including the return on capital,
depreciation, operating expenditure, taxation and the outcomes of the incentive mechanism that
applied in the previous Access Arrangement period; and

= Part C - Chapters 13 to 16 cover factors relevant to the derivation of reference tariffs, including
demand forecasts, the tariff variation mechanism and non-tariff components of the Access
Arrangement proposal.

1.8 Contact Details

The contact person for further details in relation to this AAl and the Access Arrangement to which it
relates is:

Andrew Staniford

Group Manager - Commercial
Envestra Limited

Level 10, 81 Flinders Street
Adelaide SA 5000

Phone: (08) 8227 1500
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2. Business Overview

2.1 Introduction

Envestra is the leading gas distribution company in Australia, serving over 1,100,000 domestic and
industrial/commercial customers. The Company owns around 23,000 kilometres of natural gas
distribution networks and 1,100 kilometres of transmission pipelines in South Australia, Victoria,
Queensland, New South Wales and the Northern Territory. Envestra’s operating areas are shown in
Figure 2.1.

Envestra is a publicly listed company on the Australian Stock Exchange (ASX) with over 18,000
shareholders as at 30 June 2011. The largest shareholder is the APA Group who holds 33% of the
total shares in Envestra. The CKI Group holds 20% of total shares with the remainder split between
institutional investors (22%) and retail investors (25%). Envestra had an enterprise value of $3.2
billion as at 30 June 2011.

As shown in Figure 2.1, the majority of Envestra’s networks are located in Victoria and South
Australia, with the former accounting for 45% of Envestra’s total revenue in 2010/11. The domestic
customer segment accounts for around 70% of total revenue and 96% of total customer numbers.

Figure 2.1: Envestra’s Operating Territory
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2.2 About Envestra
The history of Envestra can be broken down into the following five key stages:

= formation (1997) — the period when Envestra was formed as a business focussed on gas
distribution networks;

= Establishment (1997 to 2002) - the early years of the business where key business plans and
processes were developed;

= Contestability (2002 to 2005) - the period when Government's introduced gas retail competition,
which transformed the way the business operates as a result of the significant investments in IT
infrastructure made during this time;

= Consolidation (2005 to 2007) — the period whereby Envestra positioned the business to
successfully deliver on the long term interests of its stakeholders; and

= Global Financial Instability (2007 to ongoing) — the period of global financial market turmoil, which
resulted in significant increases in the cost of capital.

2.21 Formation of Envestra (1997)

Envestra was formed as a specialised natural gas distribution company in September 1997 when it
acquired the Boral Group’s natural gas distribution networks in South Australia, Queensland and the
Northern Territory.2 Envestra was the first publicly listed company to be established focusing on
owning energy network infrastructure. Other companies that owned network assets at this time
tended to be large and vertically integrated with retail and/or generation activities.

Envestra was established as a dedicated asset owner with the operations outsourced to Boral
Energy Asset Management (BEAM), a subsidiary of the Boral Group. The key motivation for this
structure was to ensure that Envestra would continue to be a low cost operator following its split from
the Boral Group through accessing the economies of scale, scope and know-how of a significantly
larger organisation.3

The outsourcing structure was therefore a fundamental part of Envestra’s business strategy when it
was formed. This structure was considered by the Board to be the most effective way in which to
create a viable, cost efficient new business that could:

= satisfy the requirements of the pending national regulatory framework;

= achieve cost outcomes at or better than that achieved by the often much larger and more diverse
energy industry peers; and

= successfully acquire assets in the deregulated energy market, which did occur with the purchase
of the Victorian business in 1999 and the Wagga Wagga business in 2010.

2 The Boral Group had purchased the Brisbane Gas Company in 1971 and later purchased the South Australian Gas
Company in 1993.

3 In 1998, Envestra reported an operating revenue of $117.4m compared to Boral's revenue of $4.7b, demonstrating
the potential for scale economies from this arrangement (see Envestra and Boral Annual Reports, 1998)
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222  The Establishment Phase (1997 to 2002)

Following its formation, the Envestra Board developed and implemented its own business plans to
deliver on its objectives, which included:

= increasing its national footprint through the acquisition of the Palm Valley pipeline in 1998 and the
Stratus network from the Victorian Government in 1999;

» increasing organic growth through a more targeted network development strategy than had
existed previously;

= improving the integrity of the network by commencing a significant mains replacement program
(around half of the networks acquired from the Boral Group were comprised of cast iron or
unprotected steel);

= implementing long term and diversified financing arrangements;

= enhancing managerial skills by employing additional regulatory, financial and asset management
resources; and

= rationalising regulatory arrangements through successful applications made to the National
Competition Council to have a number of its smaller networks “uncovered”.

The above actions were vital in positioning Envestra as a large, sustainable and efficient owner of
natural gas distribution assets.

During this period, Boral divested its energy assets to create an independent company called Origin
Energy. Origin Energy was established as a business focussed on the competitive retail and
generation parts of the energy sector (as opposed to Envestra who was established to focus on the
non-competitive parts). Network operations were transferred from BEAM to Origin Energy Asset
Management (OEAM), which was part of a specialised energy company rather than part of a
diversified industrial corporate.

2.2.3  Retail Contestability (2002 to 2005)

Consistent with the Government’s energy reform agenda, gas retail markets were progressively
opened to competition throughout the 2002 to 2005 period.

The introduction of full retail contestability (FRC) had significant implications for network businesses
across Australia. This primarily reflected the new role given to distributors in providing meter reading
and associated data management services (including facilitating customer transfers between
retailers). This required Envestra to invest over $100 million to update its IT systems.

The new IT systems included asset management, billing and geographic information systems. These
new systems not only allowed Envestra to perform its obligations under the retail market rules, but to
also improve service levels to customers. For example, the increased automation of the business
assisted Envestra in improving network control and management, metering and billing accuracy, leak
management and repairs and to reduce transaction costs.
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2.24  Consolidation (2005 to 2007)

With FRC systems bedded down, Envestra’s attention moved to consolidating the business. Detailed
business plans were developed through the Access Arrangement reviews in South Australia and
Queensland in 2006 and Victoria and New South Wales in 2007 to increase network growth, replace
aging assets and more generally to improve network performance. This included:

= upgrading asset management planning to guide investment decision making across the business;

= improving network performance and safety through the continuation of the mains replacement
program;

= identifying opportunities to grow the network and expand the availability of natural gas supply;
= developing network development strategies to increase natural gas connections and usage; and

= working with governments to optimise the opportunity for natural gas to contribute to economic
development and improved environmental outcomes.

In 2007 Origin Energy divested its networks business, including OEAM, to the APA Group (APA).
Envestra negotiated a new outsourcing agreement governing how the APA Group would operate
Envestra’s networks. The APA Group is Australia’s largest natural gas infrastructure group, owning
and/or operating in excess of $8 billion in assets. This allowed Envestra to continue to achieve
efficient costs by accessing the considerable expertise and scale of the APA Group.

2.2.5  Global Financial Instability (2007 to ongoing)

There has been considerable turmoil in global financial markets since mid 2007. This instability was
initially triggered in the economies of northern America and the United Kingdom. More recently,
financial instability in European economies has continued to affect financial markets across the
world.

2.25.1 Global Financial Crises (2007 to 2009)

The crisis in northern America and the United Kingdom was triggered by the collapse of prices in the
housing market and the related high default rates on sub-prime mortgages. The deterioration in
financial markets and loss of investor confidence resulted in the bankruptcy of Lehman Brothers on
15 September 2008. This date is commonly acknowledged as the beginning of the global financial
crisis (GFC).

The GFC is commonly considered to be the worst financial crisis since the Great Depression of the
1930s. The GFC resulted in the dislocation of credit markets, collapse of financial institutions, the
government bailout of banks and downturns in stock markets around the world. This led to
reductions in consumer wealth, declines in credit availability and significant downturns in economic
activity, which in turn led to a severe economic recession in many economies.

Governments, particularly in the United States and United Kingdom, were forced to support financial
institutions and large corporations and loosen monetary policy to prevent further on-going economic
instability. This caused government debt levels to increase significantly. In August 2011, Standard &
Poor's (S&P) downgraded the credit rating of the United States Government in response to concerns
over its substantial budget deficit and rising debt burden, which heightened concerns over the
potential for sovereign default risk in that country.

4 Envestra’s total assets as at 30 June 2011 was $2.9 billion.

m Envestra Limited | Victoria Access Arrangement Information March 2012



While the GFC is commonly thought to have passed, financial markets have not returned to the
levels that existed prior to the onset of the GFC in mid-2007. Furthermore, the United States and
United Kingdom economies remain depressed, driven by historically high debt levels, which has led
to flow on impacts for other economies. This has resulted in investor risk aversion remaining
elevated, as evidenced (for example) by the volatility in global stock markets.

2.2.5.2 European Crisis (2009 to ongoing)

The interconnectedness of global capital markets means that the financial stress and recessions
experienced in the United States and the United Kingdom from 2007 put pressure on the financial
systems of other economies (referred to as financial contagion). This has led to the European
sovereign debt crisis, where governments with large debt levels and substantial budget deficits faced
sharp rises in interest rates, which in turn made it difficult for them to service existing debt.

The European debt crisis was most strongly felt in Greece, Ireland, Spain and Portugal. The
sovereign debt defaults have reduced the capital adequacy levels of many European banks, which
has reduced their ability to lend. The debt crisis has also led to certain Eurozone countries
introducing austerity measures aimed at reducing public debt levels. This in-turn has led to further
weakening in both private and public sector spending. While most strongly felt in only a few
Eurozone countries, it has become a perceived problem for the region as a whole.

On 5 December 2011, S&P placed its long-term sovereign rating on 15 members of the Eurozone on
credit watch with negative implications, stating that this was due to:

“systemic stresses from five interrelated factors: 1) Tightening credit conditions across
the eurozone; 2) Markedly higher risk premiums on a growing number of eurozone
sovereigns including some that are currently rated 'AAA"; 3) Continuing disagreements
among European policy makers on how to tackle the immediate market confidence
crisis and, longer term, how to ensure greater economic, financial, and fiscal
convergence among eurozone members; 4) High levels of government and household
indebtedness across a large area of the eurozone; and 5) The rising risk of economic
recession in the eurozone as a whole in 2012.7

In August 2011, Glenn Stevens in commenting on the ongoing uncertainty in global markets noted
that:

“People will understandably want to draw comparisons with the [northern American and
United Kingdom] financial crisis of 2008. We cannot know, of course, what will transpire
in the months ahead, but I think that what we have witnessed is best seen not so much
as a new crisis, as part of the long aftermath of the 2008 crisis. Among countries at the
heart of that crisis it was to be expected that, after serious problems in private-sector
balance sheets, economic recovery would be a drawn out affair.™

These global developments have had the effect of increasing the cost of funds for Australian banks,
which has flowed through to the broader economy. Like the crisis in northern America and the United
Kingdom, the European debt crisis is expected to result in a prolonged economic recession in the
region, as noted by the Reserve Bank of Australia in its February 2012 Statement on Monetary
Policy:

5 Standard & Poor's 2011, ‘Standard & Poor’s Puts Ratings on Eurozone Sovereigns on CreditWatch with Negative
Implications, 5 December 2011.

6 Glenn Stevens 2011, Opening Statement to the House of Representatives Standing Committee on Economics, 26
August 2011.
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“Sovereign debt problems in a number of advanced economies continue to be a major
factor influencing developments in the global economy. The economic data in Europe
have deteriorated significantly since mid 2011 and a feedback loop between sovereign
debt problems and deteriorating economic conditions has developed in some countries.
The problems in Europe are having spillover effects to the rest of the world through
trade, financial channels and an increase in broader economic uncertainty. Growth in
Asia has slowed, although the region continues to expand at a faster pace than many
other parts of the world. In the United States, economic indicators have picked up in
recent months following a soft patch in mid 2011, although the fiscal position there also
poses medium-term challenges. In line with these developments, the International
Monetary Fund’s (IMF) January World Economic Outlook Update made downward
revisions to the forecasts in the September 2011 Qutlook........ A further intensification
of sovereign debt problems in Europe is still seen as the biggest risk to global growth.””

The clear message from the Reserve Bank of Australia is that market instability caused by the
prospect of sovereign debt defaults and a constrained banking system in Europe will continue to
have a negative impact on global economic growth, investor risk appetite and the cost of capital for
some time to come.

In Australia, the government has maintained its ‘AAA’ credit rating due to relatively modest
government debt levels. In a world where the number of ‘AAA’ rated corporate and sovereign entities
is declining, Australian government bonds have been seen as a more attractive ‘safe haven’ asset.
Consequently, as global uncertainty has increased so has the demand for Australian government
bonds, which has resulted in a fall in bond yields to historically low levels.

One of the outcomes of global instability has therefore been to create a clear disconnect between
investor return requirements (which are elevated) and government bond yields (which are
depressed).

2.25.3 Implications for Envestra

The GFC along with the European debt crisis has had significant consequences on Envestra. As
shown in figure 2.2, Envestra’s share price fell from $1.15 on 1 July 2007 to a low of $0.29 on 26
February 2009 (the share price has since partially recovered to be at $0.69 as at 30 June 2011).

Following the unfavourable regulatory decision for the South Australian network in 2006, S&P chose
to reduce Envestra’s credit rating one notch from ‘BBB’ to ‘BBB-’ with a “stable” outlook:

“‘Envestra's tight capital structure means the company cannot maintain the 'BBB' rating
in the face of a requlatory decision by ESCOSA that is harsher than the company's
expectations. Envestra's cash flows will weaken in the medium term, going against
Standard & Poor's expectations of a gradually and consistently improving trend.8

7 Reserve Bank of Australia, Statement on Monetary Policy, February 2012.
8 Standard & Poor's 2006, “Research Update: Ratings on Envestra and EnVic Lowered to 'BBB-/A-3' Following
ESCOSA Decision, 31 July 2006.
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Figure 2.2: Envestra’s Share Price Movement
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‘BBB-’ is the lowest investment grade credit rating available from S&P. The task of raising debt with

a ‘BBB-’ credit rating is difficult and costly as risk appetite falls exponentially as credit quality
declines. Indeed, some debt investors are not able or willing to lend to entities with a ‘BBB-’ credit
rating.

The GFC dramatically increased investors’ aversion to risk and restricted the availability of debt and
equity capital to 1 in 100 year levels that were not anticipated at the time business plans and Access
Arrangements were approved. This limited Envestra’s ability to refinance debt and raise new capital
to fund investment. Where capital was made available, it was at a significant premium to that allowed
for in existing Access Arrangements, all of which were finalised before the onset of the GFC.

As S&P understood the gravity of events in the capital markets during 2008 it took the step of placing
Envestra’s ‘BBB-’ credit rating on a “negative” outlook.® A “negative” outlook attached to a ‘BBB-’
credit rating indicates the potential for a downgrade to non-investment level. The rating ‘outlook’
indicates the potential direction of a rating over the intermediate term, typically six months to two
years, with consideration to changes in the economic and/or fundamental business conditions.

S&P noted that the major factor in its decision for the downgrade was Envestra’s exposure to capital
markets and its inability to raise debt and equity finance in an efficient manner:

‘Envestra's highly leveraged capital structure, in conjunction with EnVic's
underperformance, means the group is increasingly exposed to capital market
sentiment at a time when conditions are particularly challenging.”9

Envestra responded to these financial pressures by deferring expenditure where this would not
unreasonably compromise safety and service performance. Total capital expenditure was around
40% below benchmark levels over the 2008 to 2010 period, which was largely driven by a 70%
reduction in mains replacement expenditure. There were also significant reductions in augmentation,
IT and marketing expenditure over this period.

9 Standard & Poor's 2008, “Ratings Direct, Envestra Ltd”, 18 August 2008.
10 Standard & Poor's 2008, “Ratings Direct, Envestra Ltd”, 18 August 2008.
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These actions were necessary and prudent given the capital market environment, and accorded with
S&P’s expectations of how management should respond in such circumstances:

“...any environment where Envestra couldn't earn an adequate return on its capital may
lead to reductions in forecasted capital expenditure™.

Envestra’s credit rating was restored to “stable” in 2009 and access to capital improved in 2010. This
allowed capital expenditure to be significantly increased in an attempt to meet Access Arrangement
benchmarks.

In addition to temporarily cutting expenditure, Envestra also managed the impact of the GFC by:

= rearranging financing arrangements to reflect the closure of bond markets, the departure of
foreign banks from the domestic market and the capital limitations imposed by the major
Australian banks;

= restructuring the balance sheet by raising equity and through consolidating financing
arrangements; and

= implementing general business improvement initiatives through the budget process to improve
efficiency.

As a result of these initiatives, Envestra is now better placed to grow and expand its natural gas
networks into the future.

2.3 Envestra’s Vision

Envestra’s vision is to own and reliably operate natural gas networks, pipelines and related services
that generate attractive returns to its shareholders (see figure 2.3). The objectives that guide
Envestra in achieving its vision include:

= achieving a long term (pre-tax) return to shareholders (including distributions and capital gains) of
at least 12.5%;

= operating networks safely and efficiently, complying with all laws and relevant industry standards,
and enhancing their value by adding connections and augmenting capacity;

= promoting the use of natural gas as the most environmentally friendly fossil fuel and a cost
competitive, convenient and readily available energy source for many consumers; and

= providing outstanding service to customers to ensure a continuing growth in customer
connections to our networks and increasing gas deliveries each year.

Envestra is therefore focussed on facilitating improved economic and environmental outcomes
through promoting efficient network growth and strong customer service (providing that rates of
return on capital are sufficient to attract the required capital). Envestra’s vision is consistent with the
National Gas Objective (NGO), which states:

1 Standard & Poor's 2008, “Ratings Direct, Envestra Ltd”, 18 August 2008.
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“The objective of this Law is to promote efficient investment in, and efficient operation
and use of, natural gas services for the long term interests of consumers of natural gas
with respect to price, quality, safety, reliability and security of supply of natural gas.”

Central to Envestra achieving its vision (and the NGO) is its operating structure. Envestra, since its
inception, has outsourced operations to a large and specialised contractor. This has provided
Envestra with access to superior know-how and scale than would otherwise have been the case,
which in-turn has delivered Envestra with cost outcomes that are consistent with good industry
practice (see section 2.4).

With appropriate funding and marketing, Envestra is confident natural gas will continue to play an
important role in achieving improved customer and environment outcomes.
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Figure 2.3: Envestra’s Vision and Objectives
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2.4 Productivity Performance

Envestra has achieved strong gains in the efficiency of its operations since it acquired the Victorian
network in 1999. The improvements achieved over this period have been demonstrated through
several independent and expert reports commissioned by Envestra as part of this review. In
particular, these experts have found that:

= Envestra’s overall productivity level is higher than its peers across Australia; and

= Envestra’s total cost performance lies within the lower to middle range for most key indicators of
performance relative to its peers in Australia and New Zealand.

With regard to the first point, the Victorian distributors engaged Economic Insights to undertake a
comparison of their relative productivity levels with three other distributors. The analysis showed that
Envestra has considerably higher productivity levels relative to all the distributors included in the
sample. That is, Envestra was found to be the most efficient Victorian distributor and had productivity
levels superior to all other distributors included in the sample.

These efficiency gains have been passed through to customers through lower prices. For example,
operating expenditure (opex) per customer in 2010 is around 43% lower than the equivalent estimate
used to set tariffs in 1998 (see figure 2.4). This reduction has been directly passed through to
consumers.

Figure 2.4: Operating Cost Per Customer in Victoria, 1998 to 2011
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The major factor contributing to Envestra’s superior productivity performance is its outsourcing
arrangement, which as noted earlier allows Envestra to access the expertise and economies of scale
and scope of a significantly larger business. This strategy has led to Envestra achieving efficient cost
outcomes and explains why the network has continually set industry best practice levels of
performance.

2.5 Key Issues

The Victorian network is an important part of Envestra’s business, accounting for 45% of total
revenue in 2010/11. It is vital that the key issues currently affecting the business are addressed in
the upcoming review process so that Envestra can continue to deliver on its vision and the NGO of
growing its business in a sustainable manner.
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These key issues are outlined in the remainder of this chapter and explored in more detail
throughout this AA

251  Transitioning to a Low Carbon Economy

On 10 July 2011 the Federal Government announced that it would be putting a price on carbon
emissions to apply from 1 July 2012, with the associated legislative changes due to be proclaimed
on 2 April 2012. The price of $23 for each tonne of carbon emissions is to be escalated by 2.5% a
year in real terms up until 1 July 2015, after which time the carbon price will transition to an
emissions trading scheme where the price will be determined by the market.

The introduction of a carbon price reflects the Government’s desire to move to what it describes as a
‘clean energy future” by reducing greenhouse gas emissions. Envestra considers that there is a
considerable role for suppliers of natural gas to assist the community achieve its objectives of
reducing carbon emissions given that natural gas is more greenhouse efficient than either coal or oil.
For example:

= gas hot water systems produce about one third of the emissions of electric systems;2
= gas heaters produce less than half of the emissions of the equivalent electric models;'3
= gas cook tops produce less than half of the emissions of standard electric units;'* and
= gas air conditioners produce around two thirds of the emissions of electric units.15

There now exists a unique opportunity to increase the utilisation of Envestra’s networks by promoting
natural gas as a readily available and low cost way to improve environmental outcomes.

This will assist Envestra to address environmental objectives and the observed long term decline in
average consumption, particularly among domestic consumers (see section 2.4.4 and chapter 13).
To achieve these outcomes, it will be necessary to invest in network expansions and extensions to
make gas readily available to consumers and to increase investment in network development to
increase the use of natural gas.

The network development initiatives proposed by Envestra to capitalise on the transition to a low
carbon economy and to promote the greater use of natural gas are explained in more detail in
chapter 6 of this AAI

252  Managing the Uncertainty in Global Financial Markets
As noted earlier, the GFC had significant impacts on the availability and cost of both debt and equity.

Those effects are continuing with significant volatility/uncertainty remaining in global capital markets,
particularly among the Eurozone.

12 George Wilkenfeld and Associates (2009), “Regulation Impact Study for Phasing out Greenhouse Intensive Water
Heaters in Australian Homes”.

13 WA Office of Energy (2010), “Running costs and greenhouse gas emissions”.

14 Commonwealth Government (2008), Energy use — Technical Manual.

15 Origin Energy (undated), “Benefits of Natural Gas Powered Air Conditioning”.
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Like most businesses, Envestra responded to the GFC by deferring expenditure where this would
not, at least in the short term, compromise network safety and reliability. The lower expenditure
levels are however not sustainable over the long term, and as such, Envestra has already
commenced restoring expenditure to required levels (particularly in regard to our mains replacement
program).

A critical part of repairing the damage caused by the GFC will be to ensure that the regulated rate of
return is sufficient to encourage the necessary increase in investment that is now required. As shown
by the GFC, differences in regulated rates of return and prevailing market conditions can lead to
significant reductions in expenditure that are not, if sustained, consistent with the long term interests
of consumers.

In setting the rate of return it is important for the AER to recognise that the repercussions of the GFC
continue to be experienced around the world with ongoing subdued economic growth in the United
States (US) and Europe, instability in the United Kingdom and European banking systems and
unprecedented levels of default risk from sovereign governments in the developed world (e.g.
Greece, Italy, Spain, Ireland and the US)'8,

Systemic risk is significantly higher since the commencement of the GFC relative to the decades
preceding it. Shareholders, businesses and banks now place a much higher value on access to
capital and liquidity. To this end, Moody’s noted that:

“Today’s spreads are much wider than what otherwise might be inferred from the now
low and declining default rate not only because the current economic recovery is the
weakest upturn since the 1930s, but also because of the heightened default risk of
sovereign governments from the developed world. A perceived reduction in the ability of
sovereign governments and central banks to prevent or remedy economic downturns
has boosted financial systemic risk.”7

The uncertainty in financial markets has flowed through to the Australian economy. This is illustrated
by Moody’s downgrading the credit ratings of all four of the major Australian banks in May 2011.
Likewise, S&P downgraded most of the world’s largest banks, including the major Australian banks,
in December 2011.18 The credit downgrades indicate higher credit costs due to the higher systematic
risk associated with the global banking system.

There is little doubt that systemic risk in global financial markets remains elevated. The availability of
capital, uncertainty and volatility in financial markets have increased risk premia. These impacts
need to be reflected by the AER in the regulatory rate of return in order to promote efficient
investment that is in the long term interests of consumers.

253  Changing Customer Relationships

The 2013 to 2017 Access Arrangement period will be the first under the new National Energy
Customer Framework (NECF). The NECF will mean that distributors will have direct contractual
arrangements with consumers (mostly in the form of deemed contracts) for the delivery of certain
network services. Envestra will therefore need to increasingly interact directly with customers on their
requests for network services rather than with retailers on behalf of that customer.

16 Envestra notes that the extent and magnitude of these events was not foreseen by financial markets regulators (i.e.
RBA, APRA), financial and economic forecasting bodies (i.e. OECD, IMF), or by Governments. Governments and
regulators are required to deal with the consequences and restore investor confidence.

17" Moody’s 2011, “If the Default Rate is so Low, Why are Credit Spreads So High?”, Market Outlook, 30 June 2011.

18 The credit downgrades resulted from the implementation by Standard & Poor's of its revised credit ratings
methodology for banks made in response to the many bank failures associated with the GFC.
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The above changes will however increase costs, particularly in respect of the information technology
systems required by Envestra to comply with its new obligations. The benefit of this investment is
expected to further improve customer service by having Envestra focus on those customer
requests/issues relating to network services while retailers focus on those areas for which they have
direct control.

The NECF will require Envestra to establish call centre capabilities and related customer support
systems. In addition, material changes will need to be made to the systems used by Envestra to
communicate with retailers and the Australian Energy Market Operator. Such changes to IT systems
are costly and account for a significant part of the increase in IT expenditure over the 2013 to 2017
Access Arrangement period (see chapter 7 for more information on these costs).

Envestra is required to incur this cost to comply with the new laws that underpin the NECF. Where
possible, Envestra is planning to introduce changes over time in order to lessen the cost impact on
customers. However, the timetable is largely driven by external factors, particularly the desire of
State and Federal governments to synchronise customer arrangements on a national basis to the
greatest extent possible.

254  Ensuring Demand Forecasts are Achievable

Envestra has consistently been unable to achieve the benchmark volumes set by regulators across
all of its networks over the past 12 year period where regulation has applied.

Figure 2.4 compares actual and benchmark volumes for Envestra’s “Tariff V" customers over the
past 12 years. Tariff V customers are those customers who use less than 10 terajoules per year and
account for the majority of Envestra’s total revenue recovery. Figure 2.4 shows that actual volumes
have been consistently below benchmark volumes across all of Envestra’s networks. In Victoria,
actual volumes have on average been 2.5% lower than benchmark levels over the 12 year period.

Figure 2.5 shows the annual and cumulative difference between actual and benchmark volumes for
Tariff V customers in Victoria. Figure 2.5 shows that actual volumes have been 10,000 terajoules
below the benchmarks set by the regulator since 1998. This issue has persisted over the entire
period where regulatory benchmarks have been set and has been the main factor preventing
Envestra from recovering benchmark revenue.

The persistent difference between actual and benchmark volumes primarily reflects that previous
regulatory decisions have consistently underestimated the long term decline in average gas
consumption (see figure 2.6). This trend decline reflects a range of factors, including warmer
weather, increasing penetration of electric reverse cycle air-conditioners and certain government
policy aimed at directing consumer behaviour (for example, by encouraging the uptake of solar water
heaters in Victoria).

The pressure on average consumption is likely to be exacerbated from 1 July 2012 due to the
introduction of the price on carbon. The introduction of the carbon price, along with the emergence of
export parity pricing resulting from the development of Australia’s LNG industry, is also expected to
significantly increase the wholesale price of gas over the next 10 years. 9

19 The introduction of the carbon tax has seen many experts refer to gas as a “transition” fuel. It is expected that a
significant increase in gas-fired electricity generation will be required in the medium term to replace the expected
closure of certain coal-fired electricity generation. The resultant increased demand for gas (along with increased
international demand) is expected to result in wholesale gas prices increasing threefold over the next five to 10
years.
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To this end, the Australian Energy Market Operator (AEMO) recently released its latest Gas
Statement of Opportunities (GSOQO). The GSOO, among other things, provides projections of annual
and peak day demand for Eastern and South Eastern Australia (including Victoria). AEMO notes in
the GSOO that:

“The energy industry is currently experiencing uncertainty about future domestic gas
prices. Gas prices in Eastern and South Eastern Australia have historically been low
compared with prices in other developed economies. However, the construction of an
export LNG industry in Eastern Australia could result in domestic gas prices rising
toward parity with international prices. For instance, the Queensland Government’s
2011 Gas Market Review suggests that current market price expectations and
behaviour indicate a high price scenario is likely, with prices rising from current prices of
approximately 3 $/GJ to 5 $/GJ, to over 8 $/GJ.”0

Declining average consumption is of particular concern to Envestra whose sole focus is on gas
distribution, relative to those businesses that are also electricity distributors (and as such, are likely
to be indifferent to any substitution away from gas towards electricity). As noted earlier, Envestra has
proposed for the 2013 to 2017 Access Arrangement period several network development initiatives
aimed at increasing network utilisation (see chapter 6).

The demand benchmarks set by the AER need to provide Envestra with a reasonable opportunity to
recover the efficient costs of operating the network, which will in-turn promote efficient investment in
the network, as required by the NGO. It is also vital that network development expenditure increase
to improve gas usage in order to arrest the long term decline in average consumption (and hence
reduce long term network prices to customers).

20 See: AEMO 2011, “2011 Gas Statement of Opportunities for Eastern and South Eastern Australia”, pg. xxxii. This
document can be accessed at: http://www.aemo.com.au/planning/GS002011/documents/GSO002011.pdf.
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Figure 2.5: Actual less Benchmark Tariff V Volumes, All Networks
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Figure 2.6: Actual less Benchmark Tariff V Volumes, Victoria (1998 to 2010)

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
2,000

-2,000

-4,000

-6,000

Demand TJ

-8,000

-10,000

-12,000

B Annual Variance B Cumulative Variance

Figure 2.7: Actual and Benchmark Tariff V Average Consumption, Victoria (1998 to 2010)
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255 Managing Input Price Pressures

Significant investment is required to be undertaken on the Victorian network over the 2013 to 2017
Access Arrangement period (see Chapter 7). This reflects the current industry investment cycle
where assets installed some 60 years ago now need to be replaced. As discussed earlier, the
increased expenditure is also required to repair the damage caused by the GFC and restore
expenditure to sustainable levels.

There are a number of factors that will see an environment of increasing cost pressures persist over
the 2013 to 2017 Access Arrangement period and beyond, including the:
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= Mining and Resources Boom - significant global demand for minerals has led to unprecedented
levels of investment in mining and exploration, which investment was around $62 billion in
2010/11 (reflecting the highest expenditure on record and a 50% increase from 2009/10). This
level of investment is expected to increase to over $70 billion in 2011/12 and continue at these
levels given the positive outlook for commodity prices over the medium term?!;

= Nation Building Program - the Federal Government has committed $37 billion to fund critical
infrastructure in the transport, communications, water and energy sectors of the economy;

= National Broadband Network (NBN) - in addition to the Nation Building Program, the Federal
Government has committed a further $37 billion to build a superfast NBN, which is the single
largest infrastructure project in Australia’s history;

» Energy Network Renewal — electricity and gas networks across Australia have embarked on
major network refurbishment, extension and augmentation programs that are directed at
improving reliability levels and addressing ageing asset profiles;

= Coal Seam Gas - several significant investment decisions have recently been confirmed to
process coal seam gas into liquefied natural gas (LNG), which will require more than $100 billion
in infrastructure investment over the next five years for extensive drilling of gas wells and the
development of significant gas networks to transport gas??,

= ntroduction of a Carbon Price — which is expected to trigger significant investment in gas-fired
power stations along with new renewable generation facilities over the next decade; and

= Recent Natural Disasters - the Queensland and Victorian floods in early 2011 and the more
recent flood events in New South Wales requires significant investment to restore the
infrastructure and building damage in those states.

The above are provided as examples only and do not fully capture the unprecedented level of
investment in Australian infrastructure projected to occur over the next decade. The labour and
materials required to support this investment will be of the type used by Envestra, and as such, will
put significant upward pressure on labour and materials costs over the 2013 to 2017 Access
Arrangement period.

256  Mains Replacement Program

In recent years Envestra has embarked on a significant long term program of replacing all of its aged
mains. These aged mains are now at the end of their useful lives and under certain circumstances
their failure can pose significant safety risks to gas customers, the public and operating personnel.
As already noted, the impact of the GFC was to temporarily reduce Envestra’s expenditure program
over the 2008 to 2010 period, particularly mains replacement expenditure.

21 See New, R, Ball, A, Copeland, A et al. 2011, “Minerals and energy, major development projects — April 2011 listing”,
ABARES, Canberra, May.

22 This includes the Australia Pacific LNG project (joint venture between Origin Energy and ConocoPhillips), Gladstone
LNG (joint venture between Santos and Petronas), Queensland Curtis LNG project (British Gas Group), the Arrow
Energy LNG project (Royal Dutch Shell) and the Wheatstone LNG project (joint venture between Chevron, Apache,
Kuwait Foreign Petroleum Exploration Company and Shell).

m Envestra Limited | Victoria Access Arrangement Information March 2012



Energy Safe Victoria (ESV) expressed its concerns to Envestra regarding the delay in the mains
replacement program. The ESV noted that it was “significantly concerned” that the delay could
potentially lead to “catastrophic failure of cast iron which puts the public and Envestra at risk.”
Envestra has since agreed with the ESV to restore its mains replacement program so that it is
completed by 2020/21.

In line with this target, Envestra has significantly increased its mains replacement from 2010,
replacing around 100 km in 2011 with plans to replace 150 km in 2012. A high level of mains
replacement will continue over the 2013 to 2017 Access Arrangement period. The mains
replacement program is resource intensive and will therefore comprise a significant portion of the
forecast capital expenditure program (Envestra notes that it will also be restoring augmentation and
IT expenditure).

Apart from providing a safer and more reliable supply of gas, the mains replacement program will
provide the ancillary benefit of enhancing network capacity. This is because the new mains will be
able to operate at higher pressures than those (cast iron) mains being replaced. This will enable
Envestra to cater for higher peak demands than previously, including meeting the increasing
capacity demands being placed on the network driven by consumer preferences for high gas
consuming appliances (such as instantaneous hot water systems).

The mains replacement program is therefore a key feature and strategic component of Envestra’s
expenditure program over the 2013 to 2017 Access Arrangement period.

2.5.7  Australian Competition Tribunal Decisions

The Australian Competition Tribunal has recently handed down several decisions that provide
clarification over the proper interpretation and application of the National Gas Law and National Gas
Rules. Envestra has taken this guidance into consideration in preparing its revised Access
Arrangement for the 2013 to 2017 period, particularly in respect of:

= the inclusion in the expenditure benchmarks of the margin and incentive payments paid to APA
under the 2007 Operating and Management Agreement (see chapter 5);

= determining the appropriate rate of return on capital invested by Envestra (see chapter 9); and

= determining the benchmark cost of tax (see chapter 10).

2.6 Summary

Envestra’s vision is to own and reliably operate natural gas networks, pipelines and related services
that generate attractive returns to its shareholders. Achievement of this vision requires efficient
network growth, strong customer service and improved environmental outcomes. A key strategy to
achieve this vision is Envestra’s outsourcing structure, which allows Envestra to achieve efficient
cost outcomes that are consistent with good industry practice.

Envestra’s outsourcing strategy is supported by the expert evidence prepared as part of this Access
Arrangement review. This evidence demonstrates that Envestra is a highly efficient distributor, with
overall productivity levels higher than its industry peers. These efficient cost outcomes have been
continually passed through to customers over the past 10 years of Envestra network ownership in
Victoria.
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A primary focus over the 2013 to 2017 Access Arrangement period is to restore capital expenditure,
particularly mains replacement, augmentation and IT expenditure, to required levels that will ensure
the efficient and reliable provision of network services to consumers over the long term. Envestra is
also focussed on improving the utilisation of the network through the successful implementation of
network development programs aimed at promoting the greater use of natural gas.

The implementation of these business strategies will provide long term benefits for customers by
improving the robustness of the distribution network (including its reliability), improving customer
service and providing a greater number of Victorians with access to the natural gas distribution
network. As the carbon intensity of natural gas is the lowest of all fossil fuels, the increased use of
gas will also improve environment outcomes.

Realisation of Envestra’s business strategies, including assisting Australia move to a low carbon
economy, will require increased investment that will lead to higher costs over the short term.
However, many of the drivers of higher costs reflect either necessary one-off adjustments (e.g. the
carbon price) or are reflective of current industry and economic circumstances (e.g. the replacement
of ageing assets and the introduction of NECF). These are well known and accepted factors
impacting on Envestra’s business (and others) at this point in time.

Importantly, while the coincidence of these factors will result in higher prices over the 2013 to 2017
Access Arrangement period, Envestra expects prices over the long term to moderate as these cost
drivers dissipate (for example, following completion of the mains replacement program). This AAl
provides extensive information and explanation demonstrating the need for and efficiency of the
costs expected to be incurred by Envestra over the 2013 to 2017 Access Arrangement period.
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3. Past Performance

3.1 Introduction

The National Gas Rules (NGR) sets out the specific requirements that an Access Arrangement
Information (AAI) must contain. This chapter provides the information required by the NGR of an AAl
as it relates to Envestra’s operating and capital expenditure over the 2008 to 2012 Access
Arrangement period.

In particular, this chapter outlines Envestra’s actual operating and capital expenditure relative to the
benchmarks set by the then regulator, the Essential Services Commission of Victoria (ESCV), for the
2008 to 2012 Access Arrangement period, including an outline of key variances. Also discussed is
Envestra’s demand and revenue past performance compared to the benchmarks that were set by
the ESCV.

This chapter also discusses Envestra’s productivity performance over the past 10 year period. This
includes a discussion of the rate of change in productivity over this period and also Envestra’s
absolute (or overall) productivity levels. These productivity comparisons are made relative to
Envestra’s industry peers.

3.2 Data

The information used in this chapter, and Envestra’s AAl more generally, is based on Envestra’s
audited accounts for the 2008 to 2010 period and the best available actual/forecast information for
the 2011 and 2012 years.

Given the timing of preparation of this AAl it was not possible to include actual information for 2011
and 2012. Therefore, 2011 expenditure, demand and revenue estimates are based on 9 months of
actual and 3 months of forecast information, while 2012 is based on the best available forecast
information. For ease of reference, the AAl in some cases refers to 2011 and 2012 information as
“actual information” over the 2008 to 2012 Access Arrangement period.

The 2011 information will be updated in response to the Draft Decision using actual audited costs. At
that time Envestra will also update the 2012 information using the most recent forecast information
available.

3.3 Operating Expenditure

This section addresses the requirement of rule 72(1)(a)(ii) of the NGR for the AAI to include
‘operating expenditure (by category) over the earlier access arrangement period”. This section
compares actual and benchmark operating expenditure over the 2008 to 2012 Access Arrangement
period.

3.31 Actual and Benchmark Operating Expenditure

Tables 3.1 and 3.2 show that Envestra’s actual operating expenditure is expected to be around
$7 million (or 3%) below that allowed for by the ESCV. This positive outcome highlights the efficient
cost outcomes that Envestra has continued to achieve over the 2008 to 2012 Access Arrangement
period. The cost efficiencies are attributable to our operating structure (see chapter 5) and strict cost
management during difficult economic conditions (see chapter 2).
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Table 3.1: Envestra’s Actual Operating Expenditure, 2008 to 2012

2008 2009 2010 2011 2012
LD () actual actual actual forecast forecast et

Operating Costs

Network Operating Costs 3.8 3.8 3.8 3.8 3.9 191
Billing and Revenue Collection | 1.0 1.0 0.3 0.4 0.4 31
Network Development 1.2 0.5 1.3 24 2.9 8.3
Regulatory Costs 0.9 0.6 04 1.2 1.2 4.4
Other Operating Costs 31.0 31.8 33.0 32.1 31.9 159.8
Total Operating Costs 37.8 37.7 38.7 40.0 404 194.7
Maintenance Costs

Distribution Pipelines 1.7 1.9 2.3 2.3 2.3 10.5
Cathodic Protection 0.5 0.6 0.5 0.6 0.6 2.8
Network Control 04 0.2 0.5 0.6 0.6 24
Other Maintenance Costs 7.8 8.6 8.0 8.9 9.0 42.2
Total Maintenance Costs 10.4 11.3 11.3 12.3 12.5 57.8
Total Actual / Forecast 482 | 490 | 500 = 524 | 529 | 2525
Operating Expenditure

Note: Totals may not add due to rounding.

Table 3.2: ESCV Benchmark Operating Expenditure, 2008 to 2012

$m (2011) 2008 2009 2010 2011 2012 Total ‘
Operating Costs

Network Operating Costs 3.5 3.6 3.7 3.7 3.8 18.3
Billing and Revenue Collection 0.1 0.1 0.1 0.1 0.1 0.6
Network Development 2.8 2.8 2.9 2.9 2.9 14.3
Regulatory Costs 0.9 0.9 1.0 1.0 1.0 4.8
Other Operating Costs 32.7 33.3 34.0 34.6 35.3 169.8
Total Operating Costs 40.0 40.8 41.6 42.3 43.1 207.8
Maintenance Costs

Distribution Pipelines 2.9 4.0 2.6 2.1 2.1 13.7
Cathodic Protection 0.5 0.5 0.5 0.6 0.6 2.7
Network Control 0.4 0.4 0.4 0.4 0.4 1.8
Other Maintenance Costs 6.5 6.6 6.7 6.9 7.0 33.7
Total Maintenance Costs 10.3 11.5 10.2 9.9 10.0 52.0
E:’(La; Ig‘i’t‘:l’r‘;"ed Operating 593 ' 523 | 518 | 523 532 | 2598

Note: Totals may not add due to rounding
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3.3.2  Variations from Regulatory Benchmarks

This section outlines the key variations between actual and benchmark total operating costs and total
maintenance costs over the 2008 to 2012 Access Arrangement period.

3.3.21 Total Operating Costs

Figure 3.1 compares actual and benchmark total operating costs for the 2008 to 2012 Access
Arrangement period. Actual total operating costs are expected to be around $13 million (or 6%) less
than that allowed for by the ESCV.

Figure 3.1: Actual and Benchmark Total Operating Costs, 2008 to 2012
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Table 3.3 compares actual and benchmark expenditure for each category of total operating costs.
The key driver of the reduction in total operating costs reflects the curtailment of network
development expenditure during the global financial crisis (GFC).23 As noted in chapter 2, network
development was reduced during the GFC as it was identified as one of the few operating activities
that could be reduced without compromising network safety and reliability.

Envestra has since restored network development expenditure to required levels as the worst of the
GFC has passed.

Table 3.3: Actual and Benchmark Total Operating Costs by Category

$m (2011) 5year Actual 5 year Benchmark Variance
$

Network Operating Costs 19.1 18.3 0.8
Billing and Revenue Collection 3.1 0.6 2.5
Network Development 8.3 14.3 6.0
Regulatory Costs 4.4 4.8 04
Other Operating Costs 159.8 169.8 -10.0
Total Operating Costs 194.7 207.8 -13.2

2 The variance in billing and revenue collection reflects that FRC costs are now integrated across the business rather
than accounted for separately as was the case in setting the billing and revenue benchmark. The variance in other
operating costs reflects a number of minor variances across the costs included in this category.
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3.3.2.2 Total Maintenance Costs

Figure 3.2 compares actual and benchmark total maintenance costs for the 2008 to 2012 Access
Arrangement period. Actual total maintenance costs are expected to be around $6 million (or 11%)
above the benchmarks set by the ESCV.

Figure 3.2: Actual and Benchmark Total Maintenance Costs, 2008 to 2012
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Table 3.4 compares the actual and benchmark expenditure for each category of total maintenance
costs. The higher than benchmark total maintenance costs primarily reflects increases in:

Table 3.4: Actual and Benchmark Total Maintenance Costs by Category

leak repair costs (included in “other maintenance costs”) — the continued deterioration of old
mains led to an increase in the number of leaks that needed to be repaired. The challenging
environmental conditions also triggered a significant increase in the number of water-in-mains

incidents, with a commensurate increase in restoration and repair costs; and

Regulatory obligations (included in “other maintenance costs”) — increasing environmental control
obligations and traffic management costs driven by changes to State and Local Government laws

has had a material impact on the cost of maintenance activities over the period.

$m (2011)

5 year Actual

5 year Benchmark

Variance

Distribution Pipelines 10.5 13.7 -3.3
Cathodic Protection 2.8 2.7 0.1
Network Control 24 1.8 0.5
Other Maintenance Costs 42.2 33.7 8.5
Total Maintenance Costs 57.8 52.0 5.8
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3.4 Capital Expenditure

This section addresses the requirement of Rule 72(1)(a)(i) of the NGR for the AAI to include “capital
expenditure (by category) over the earlier access arrangement period”. This section compares actual
and benchmark capital expenditure over the 2008 to 2012 Access Arrangement period.

3.41 Actual and Benchmark Capital Expenditure

Tables 3.5 and 3.6 shows that actual capital expenditure will be around $127 million (or 29%) below
that allowed for by the ESCV. Most of the reductions in expenditure during the GFC were made to
capital expenditure, which primarily explains the larger reductions in capital expenditure relative to
operating expenditure.

Table 3.5: Envestra’s Actual Capital Expenditure, 2008 to 2012

$m (2011) 2008 2009 2010 2011 2012

actual actual actual forecast forecast fotal
Mains Replacement 7.3 2.8 6.5 22.8 33.0 724
Ad hoc Mains Replacement 24 16 18 14 2.1 9.2
Residential Connections 28.9 259 26.4 30.4 26.5 138.1
commercial [ Industial 36 30 25 | 26 | 51 | 169
Augmentations 2.5 6.7 7.7 3.7 16.3 36.8
T 0.3 0.1 1.4 3.4 0.5 5.7
Residential Meter Replacement | 2.8 2.0 2.7 2.9 3.1 13.4
Commercial / Industrial Meter 10 0.6 0.6 0.7 14 4.2
Replacement
Other 3.2 0.3 2.5 1.0 1.6 8.6
Gas Extensions - NGEP 1.6 04 0.1 0.1 0.8 3.0
Gas Extensions - Other 15 1.7 3.4 55 3.8 15.8
Customer Contributions -0.4 -0.7 -1.8 -3.4 -1.9 -8.1
Government Contributions -1.5 0.0 0.0 0.0 0.0 1.5
Total 53.1 44.4 53.5 71.2 92.2 314.3

Note: Totals may not add due to rounding
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Table 3.6: ESCV Benchmark Capital Expenditure, 2008 to 2012

$m (2011) 2008 2009 2010 2011 2012 Total
Mains Replacement 17.3 19.9 22.9 25.9 33.0 118.9
Ad hoc Mains Replacement 1.9 1.9 2.0 2.0 2.1 9.9
Residential Connections 22.8 24.9 26.0 26.6 24.8 125.1
Commer.cial / Industrial 38 38 46 51 51 995
Connections

Augmentations 10.6 27.5 15.4 8.3 16.3 78.0
IT 12.9 6.6 7.6 0.4 0.5 27.9
Eg;il‘;‘zg&ae'xeter 48 | 56 | 55 | 35 | 31 | 225
Commercial / Industrial Meter 15 13 12 13 14 6.7
Replacement

Other 2.5 2.1 2.0 1.9 1.6 10.0
Gas Extensions - NGEP 2.4 1.3 0.9 0.8 0.8 6.2
Gas Extensions - Other 2.1 1.8 3.5 4.3 3.8 15.5
Customer Contributions -0.2 -0.2 -0.2 -0.2 -0.2 -1.0
Government Contributions -0.6 0.0 0.0 0.0 0.0 -0.6
Total $81.7 $96.5 $91.4 $80.0 $92.2 | $441.7

Note: Allowed Capital Overheads have been allocated across expenditure categories on a pro-rata basis. Totals may
not add due to rounding.

Figure 3.3 compares actual and benchmark capital expenditure, which illustrates that the reductions
in capital expenditure were highest over the 2008 to 2010 period, corresponding with the worst
period of the GFC. Envestra notes that while global uncertainty remains, particularly due to ongoing
economic issues in Europe, the constraints on raising capital are not as severe as they were during
the GFC. This explains the increase in expenditure to towards benchmark levels in 2011 and 2012.
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Figure 3.3: Actual and Benchmark Capital Expenditure, 2008 to 2012
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3.42  Material Variations in Capital Expenditure

Table 3.7 compares actual and benchmark expenditure for each category of capital expenditure over
the 2008 to 2012 Access Arrangement period.

Table 3.7: Actual and Benchmark Capital Expenditure by Category

$m (2011) 5year Actual 5 year Benchmark variance
Mains Replacement 72.4 118.9 -46.5
Ad hoc Mains Replacement 9.2 9.9 0.7
Residential Connections 138.1 125.1 13.0
Commercial / Industrial Connections 16.9 22.5 -5.6
Augmentations 36.8 78.0 -41.3
IT 5.7 27.9 -22.2
Residential Meter Replacement 134 22.5 9.1
Commercial / Industrial Meter Replacement 4.2 6.7 2.5
Other 8.6 10.0 -14
Gas Extensions - NGEP 3.0 6.2 -3.2
Gas Extensions - Other 15.8 15.5 04
Customer Contributions -8.1 -1.0 -1.1
Government Contributions -1.5 0.6 0.9
Total 314.3 441.7 -$127.4
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As previously noted, 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 (as shown in figure 3.3).

One of the key areas of our capital expenditure program that was deferred related to the mains
replacement program. Figure 3.4 compares actual and benchmark mains replacement expenditure,
which shows that actual expenditure is expected to be around $47 million (or 39%) less than the
regulatory benchmark.

While prudent during the GFC, the deferral of the mains replacement program is not sustainable over
the long term. Indeed, Energy Safe Victoria raised its concerns with the deferral of Envestra’s mains
replacement program and its potential implications for public safety and ongoing network reliability.
Envestra has since committed to a mains replacement program that addresses the concerns of
Energy Safe Victoria.

Figure 3.4: Actual and Benchmark Mains Replacement, 2008 to 2012
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Another key variance in capital expenditure relates to expenditure on commercial and industrial
connections, which is expected to be almost $6 million (or 25%) lower than benchmark levels. This
reflects a significant drop in the number of commercial customer connections driven by the
significant slow down in economic activity during the GFC (particularly when compared with the
strong economic activity prior to the GFC, which growth underpinned the connection forecasts).

Like mains replacement, certain network augmentation and information technology (IT) projects were
also delayed as a result of the GFC, as this was feasible in the short term without compromising
network safety and reliability. Actual expenditure on network augmentation and IT is expected to be
$41 million (or 53%) and $22 million (or 80%) respectively below that allowed for by the ESCV.

In respect of IT expenditure, there was also considerable uncertainty regarding the IT requirements
stemming from the introduction of the new National Energy Customer Framework (NECF) during the
regulatory period (see section 2.4.3). The intention of NECF is to improve customer service by
having distributors directly liaise with gas consumers regarding the provision of network services.
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The greater clarity now provided around NECF will ensure that prudent and efficient IT expenditure is
now incurred.

Finally, the reductions in residential and commercial meter replacements was mostly driven by a
change in the relevant Australian Standard, which required meters to be changed every 15 years
rather than every 10 years. The benchmark was based on the previous standard of replacing meters
every 10 years, such that the benchmark was based on a higher forecast of meter replacements
over the 2008 to 2012 Access Arrangement period.

3.5 Demand

Figure 3.5 compares actual and benchmark volumes for Envestra’s Victorian “Tariff V" customers for
the 2008 to 2012 Access Arrangement period. Tariff V customers include residential and commercial
customers who consume less than 10 terrajoules (TJ) per year. Figure 3.5 shows that Envestra has
not achieved the benchmark volumes in any year of the regulatory period, consistent with the
general trend that has been observed over the past 10 years (see chapters 2 and 13).

Figure 3.5: Actual less Benchmark Tariff V Volumes, 2008 to 2012
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The key reason for the ongoing gap between actual and benchmark volumes reflect higher declines
in actual average consumption relative to the benchmark assumptions. Declining average
consumption is due to a range of factors, including the trend towards warmer weather and the shift
towards electric reverse cycle air-conditioning. The rate of decline is expected to accelerate with the
introduction of the carbon tax from 1 July 2012.

Figure 3.6 compares actual and benchmark Tariff V customer numbers. This shows that actual
customer numbers are also expected to be lower than benchmark levels. As explained earlier, this in
part reflects a slow down in economic activity brought on by the GFC, but also a shift to greater high
rise apartment living, which dwellings tend not to be supplied with natural gas.
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Figure 3.6: Actual less Benchmark Tariff V Customers Numbers, 2008 to 2012
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3.6 Revenue

Tables 3.8 and 3.9 shows that, consistent with previous periods, Envestra has not been able to
recover the benchmark revenue set by the regulator. In the current period, actual revenue recovery
will be $31 million (or 4%) lower than the regulatory benchmarks that were set by the ESCV. This
primarily reflects the inability of Envestra to achieve the volume and customer number forecasts set
by the regulator.

Table 3.8: Envestra Actual Revenue Recovery, 2008 to 2012

2008 2009 2010 2011 2012

$m (2011) actual actual actual  forecast forecast fotal
Haulage Revenue 153.0 160.9 165.1 164 .4 168.6 812.0
Ancillary Services 1.9 2.1 2.2 2.5 2.5 11.2
Total Revenue 154.9 163.0 167.3 166.9 1711 823.2

Note: Totals may not add due to rounding

Table 3.9: ESCV Benchmark Revenue Recovery, 2008 to 2012

$m (2011) 2008 2009 20010 2011 2012 Total
Haulage Revenue 157.9 167.0 171.9 171.0 177.6 845.3
Ancillary Services 1.6 1.7 1.7 1.8 1.8 8.7

Total Revenue 159.5 168.6 173.6 172.8 179.4 854.0

Note: Totals may not add due to rounding

Figure 3.7 shows the comparison between actual and benchmark haulage revenue. Actual haulage
revenue is expected to be $33 million (or 4%) lower than benchmark levels. The gap between actual
and benchmark revenue has widened as the access arrangement period has progressed, consistent
with the trends in benchmark volumes and customer numbers shown in figures 3.5 and 3.6.
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Figure 3.7: Actual and Benchmark Haulage Revenue, 2008 to 2012
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3.7 Past Productivity Performance

So far this chapter has discussed Envestra’s performance relative to the expenditure, demand and
revenue benchmarks set by the ESCV for the 2008 to 2012 Access Arrangement period. While this is
useful in understanding how Envestra has performed (and is required to be reported by the NGR), it
does not provide insight into whether Envestra is achieving efficient cost outcomes that are
consistent with good industry practice.

Envestra, Multinet and SP AusNet engaged Dr Denis Lawrence of Economic Insights to undertake
an analysis of the past productivity performance of the Victorian gas distributors. This analysis is set
out in the report “The Total Factor Productivity Performance of Victoria’s Gas Distribution Industry”
(set out in attachment 3.1 to this AAl and referred to as the Economic Insights Productivity Report).

The report looks at the following three key measures of productivity:

= Total Factor Productivity (TFP) — which measures the rate of change in the ratio of total output
relative to all inputs used;

= Partial Factor Productivity (PFP) — which measures the rate of change in the ratio of one or more
outputs relative to one particular input (such as operating or capital expenditure); and

= Multilateral TFP (MTFP) — which measures the absolute (or overall) productivity levels of different
businesses.

The TFP and MTFP measures provide a comprehensive view of overall productivity performance.
This is because these measures take into account all the factors that influence productivity
performance. Dr Lawrence has measured TFP across three outputs (throughput, customer numbers
and system capacity) and 8 inputs (opex, lengths of transmission pipelines, high pressure pipelines,
medium pressure pipelines, low pressure pipelines and services, meters and other capital).
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The analysis compared the productivity performance of the three Victorian gas distributors (including
Envestra) with Jemena’'s New South Wales gas distribution business (JGN) and Envestra’s
Queensland and South Australian gas distribution businesses. The comparative analysis was
undertaken for the 1999 to 2009 period, which reflects the period for which data were available for all
five businesses included in the sample.

Dr Lawrence was required to “normalise” the data to ensure comparability between the five
distributors included in the sample. The primary adjustment made was to remove transmission mains
from the data. This is because both Envestra and JGN have relatively high amounts of transmission
mains given that the geographic area served by both networks is large. Government levies and
unaccounted for gas has also been excluded to ensure comparability.

In regard to TFP, Dr Lawrence found that Envestra’s Victorian network had the fastest rate of TFP
growth over the 1999 to 2009 period:

“Comparing the three Victorian GDBs’, JGN’s and Envestra SA’s TFP indexes,
Envestra Victoria and SP Ausnet has the highest TFP growth for the period up to 2009
(the latest year for which data are available for all the included GDBS) with average
annual growth rates of 2.4% and 2.3%, respectively. They were followed by JGN and
Multinet with average annual TFP growth rates of 1.9% and 1.8%, respectively. The
smaller Envestra SA had the lowest TFP growth rate at a still very reasonable 1.4%."*

Most importantly, Dr Lawrence’s analysis showed that Envestra has considerably higher overall
productivity levels than all of the distributors included in the sample. Specifically, Dr Lawrence found
Envestra Victoria's MTFP to be around 13% higher than SP Ausnet, Multinet and JGN (those
networks in the sample not owned by Envestra). Specifically, Dr Lawrence noted that:

“The MTFP results indicate that the three Victorian GDBs had the highest overall
productivity levels in 2009, the latest year for which data are available for all the
included GDBs. When transmission-equivalent inputs are excluded, Envestra Victoria
has had the highest TFP level of the five included GDBs by a 12.6% margin in 2009. It
also had the highest TFP level for all of the 13 year period. In 2009 Multinet and SP
AusNet were second and third placed and were followed closely by the much larger
JGN. By 2011 SP AusNet's TFP level had moved ahead of Multinet’s by 4%. Envestra
SA achieved good productivity levels in 2009 despite having the lowest overall energy
density and a domestic energy density that is comparable to JGN’s but less than 40%
those of the three Victorian GDBs. 2%

The MTFP results are shown in figure 3.8 (which figure is taken from figure 6.2 in the Economic
Insights Productivity Report). The results are presented relative to Envestra’s Victorian network
having a value of one. Figure 3.8 shows that not only has Envestra had higher productivity levels
than its peers over the entire 1999 to 2011 period, but the productivity gap has continued to widen
over the period.

24 Economic Insights Productivity Report, page 49.
% Economic Insights Productivity Report, pages 44-45.
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Figure 3.8: Australian GDB multilateral TFP indexes, 1999-2011
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The results of the productivity analysis over the 1999 to 2009 period provides compelling support for
Envestra’s outsourcing structure, which allows Envestra to achieve efficient cost outcomes by
leverage off the economies of scale, scope and know-how of a considerably larger business (see
chapter 5). Overall, Envestra achieves efficient actual cost performance that is consistent with good
industry practice and the requirements of the NGR.

3.8 Summary

Envestra’s actual operating and capital expenditure is expected to be below benchmark levels over
the 2008 to 2012 Access Arrangement period, particularly in the case of capital expenditure.

The reduction in capital expenditure was a necessary and prudent response by Envestra to manage
the significant impacts of the GFC on the levels and availability of finance, particularly over the 2008
to 2010 period. Envestra has started to increase its capital expenditure to levels commensurate with
long term business requirements (see chapter 7).

A potential benefit to Envestra from deferring capex is that financing costs are lower than anticipated
by the Regulator. However, Envestra’s actual volumes over the Access Arrangement period were
below regulatory benchmark, a trend that has persisted over the past 10 years where volumes have
been around 2.5% (on average) below benchmarks levels. This volume outcome reflects the fact that
actual average consumption, particularly for residential customers, has fallen at faster rates than that
assumed by the Regulator in the current, and previous regulatory periods (see chapter 13).

These lower volume outcomes have resulted in actual haulage revenue being around $33 million
lower than benchmark haulage revenue. This reduction in revenue recovery has offset any benefit
that Envestra might have received as a result of actual capital expenditure being below benchmark
levels, which amount Envestra has estimated to be around $26 million over the 2008 to 2012 Access
Arrangement period.
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While benchmark comparisons are useful, it does not provide insight as to whether Envestra is
achieving efficient cost outcomes. To test this, Envestra engaged Dr Lawrence of Economic Insights
to determine Envestra’s productivity levels relative to its industry peers. Dr Lawrence has
considerable expertise in analysing productivity levels, having advised government bodies,
regulators and industry over a number of years.

The analysis undertaken by Dr Lawrence found in respect of Envestra that it has:
= the highest overall productivity levels relative to its industry peers;

= had the highest productivity levels over the entire 1999 to 2008 period (the period where actual
data are available for all businesses in the sample); and

= the highest rate of growth in productivity over the 1999 to 2009 period.

In short, the analysis by Dr Lawrence found that Envestra achieves efficient cost outcomes that are
consistent with good industry practice.
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4. Pipeline Services

4.1 Introduction

The National Gas Rules (NGR) require Envestra to define in its Access Arrangement proposal the
type and nature of pipeline services to be provided. Pipeline services include Reference Services
and Non-Reference Services, where the former reflects those services that are likely to be sought by
a significant part of the market. Reference services comprise Haulage Reference Services and
Ancillary Reference Services.

This chapter describes the pipeline services to be provided by Envestra over the 2013 to 2017
Access Arrangement period.

4.2 Requirements of the National Gas Rules

Rule 48(1) of the NGR provides that a full Access Arrangement must describe the pipeline services
that the distributor proposes to offer. Similarly, Rule 101 of the NGR states that a full access
arrangement must specify all reference services, where a reference service is likely to be sought by
a significant part of the market.

These requirements of the NGR are set out in sections 2.2 and 2.3 of the proposed Access
Arrangement and explained in the remainder of this chapter.

4.3 Haulage Reference Services

Envestra has historically provided, and currently provides, the following two Haulage Reference
Services in Victoria:

» Tariff D Haulage Reference Service — which provides for the firm haulage of gas to a Delivery
Supply Point (DSP) with a consumption that exceeds 10 terrajoules per year or 10 gigajoules per
hour; and

= Tariff V Haulage Reference Service - this service applies to all other DSPs.

The Haulage Reference Services include:

= receiving gas injected from a different transmission/distribution pipeline (referred to as a Transfer
Point);

= odorisation of gas where required;

= haulage (or transport) of gas from a Transfer Point to a DSP;

= allowing the withdrawal of gas at a DSP; and

= for Tariff V Haulage Reference Services, meter reading and associated data services every two
months, and the provision and maintenance of a standard metering installation (this being the
least overall cost, technically acceptable meter and associated equipment that is able to measure

and record the quantity of gas that is reasonably expected to be consumed by the customer at
the DSP).
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Envestra believes that the above Haulage Reference Services will continue to be sought by a
significant part of the market during the 2013 to 2017 Access Arrangement period, and as such,
propose that they continue to be provided from 1 January 2013, but with a slight change in
terminology.

Envestra is proposing to introduce a residential and non-residential Reference Tariff as part of the
Tariff V Haulage Reference Service (see section 14.4). In order to remove any potential confusion
that might arise, Envestra is proposing for the 2013 to 2017 Access Arrangement period to refer to
the above Haulage Reference Services as follows:

= Demand Haulage Service — which provides for the firm haulage of gas to a Delivery Point (DP)
with a consumption that exceeds 10 terrajoules per year or 10 gigajoules per hour. The
associated tariff will still be referred to as Tariff D; and

= Volume Haulage Service — this service applies to all other DPs. This service will have two
associated tariffs - one for Residential Delivery Points and one for non-Residential Delivery
Points.

The RIN requires Envestra to provide the annual volume (in GJ) and number of Users that sought a
pipeline service that is not specified as a reference service in the access arrangement proposal.
Envestra advises that there are no such services.

4.4 Ancillary Reference Services

In addition to the Haulage Reference Services, there are specific services that may be requested by
a significant part of the market. Envestra is proposing to continue with the same Ancillary Reference
Services that applied in the 2008 to 2012 Access Arrangement period, which are:

= Meter and Gas Installation Test — on-site testing to check the accuracy of a Metering Installation
and the soundness of the gas installation downstream of the meter in order to determine whether
the Metering Installation is accurately measuring the Quantity of Gas delivered;

= Disconnection — disconnection by the carrying out of work using locks or plugs at a Metering
Installation in order to prevent the withdrawal of gas at the DP;

= Reconnection - reconnection by turning on supply by the removal of any locks or plugs used to
isolate supply, performance of a safety check and the lighting of appliances where necessary;

= Meter Removal — removal of a meter at a Metering Installation in order to prevent the withdrawal
of gas at the DP;

= Meter Reinstallation — reinstallation of a meter at a Metering Installation, performance of a safety
check and the lighting of appliances where necessary; and

= Special Meter Read — meter reading for a DP that is in addition to the scheduled meter reading
that forms part of the Haulage Reference Service (Special Meter Reads will be charged in
accordance with location as either metropolitan or non-metropolitan).
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4.5 Non-Reference Services

In certain cases a customer may require services that are different from the Reference Services,
which are referred to as Non-Reference Services. Envestra will negotiate a price for each service on
a case-by-case basis, where the price will depend on the specific conditions attached to the
provision of the service as requested by the User or customer. Envestra will not discriminate where
the same Non-Reference Service is provided to more than one User or customer.

m Envestra Limited | Victoria Access Arrangement Information March 2012



ﬂ Envestra Limited | Victoria Access Arrangement Information March 2012



Part B - Derivation of Total Revenue
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5. Outsourcing Arrangement

5.1 Introduction

Since 2007 Envestra has outsourced the operation and management of the Victorian (and Albury)
distribution network to the APA Group. Envestra does so to access the APA Group’s economies of
scale, scope and know-how arising from its significant operations of energy assets. By utilising APA,
Envestra is able to access cost efficiencies that would not otherwise be available to Envestra,
reflecting that APA owns and/or operates assets with a value three times that of Envestra’s assets.

The terms of the outsourcing arrangement are set out in the 2007 Operating and Management
Agreement (the 2007 OMA). The 2007 OMA represents the novation (with amendments) of an
agreement originally entered into in 1999 (the 1999 OMA) between Envestra and Boral Energy Asset
Management (BEAM), which entity was then part of the Boral Limited Group. At the time of its entry
into the 1999 OMA, Envestra was an entity independent from the Boral Limited Group.

The terms of the 1999 OMA were based on the terms of an operating agreement between Envestra
and BEAM relating to the operation of Envestra’s South Australian and Queensland networks (the
1997 OMA). In 1999 Envestra’s management considered that the 1997 OMA was operating
efficiently, that its terms and pricing structure remained appropriate and that applying that
outsourcing arrangement would be consistent with Envestra seeking to achieve the lowest
sustainable costs in respect of its Victorian network.

The 1999 OMA needed to reflect an efficient cost outcome as Envestra was participating in a
competitive bid process for the Victorian network on the basis of the cost structure under the 1999
OMA. Because of Envestra’s experience with outsourcing since 1997, when bidding for the Victorian
‘Stratus’ business, Envestra was confident that the outsourcing arrangement would result in efficient
cost by capturing the advantages of economies of scale, scope and know how of the Boral Group.

Under the 2007 OMA, Envestra reimburses APA its reasonable costs and expenses of operating and
managing Envestra’s network (subject to those costs being within approved budgets), pays a
network management fee (NMF) equal to 3% of Envestra’s revenue in Victoria and makes incentive
payments that allow APA to retain for 12 months one third of the benefit of certain operating and
capital cost reductions achieved by APA.

The NMF and incentive payments have been approved as efficient costs across all of Envestra’s
networks. In all cases, the NMF and incentive payments have been subject to considerable
regulatory scrutiny. This chapter demonstrates that, consistent with the findings of previous
regulatory reviews, Envestra’s outsourcing arrangement continues to deliver efficient cost outcomes
that are consistent with Envestra seeking to achieve the lowest sustainable cost.

The payments made by Envestra to APA to access cost efficiencies, being the NMF and incentive
payments, are accordingly consistent with the relevant statutory regime applying to the assessment
of Envestra’s outsourcing arrangement. This chapter sets out the relevant statutory regime, the
commercial logic for outsourcing and the evidence supporting the recovery of the NMF and incentive
payments in the expenditure benchmarks over the 2013 to 2017 Access Arrangement period.
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5.2 Requirements of the National Gas Rules

Chapter 1 of this Access Arrangement Information (AAl) explains the overarching principles set out
in the National Gas Law (NGL) that the AER must have regard to in assessing Envestra’s
outsourcing arrangement. The specific matters governing the assessment of the costs incurred by
Envestra under the 2007 OMA are set out in the National Gas Rules (NGR). The NMF and incentive
payments are allocated by Envestra equally to operating expenditure (opex) and capital expenditure
(capex).

The recoverability of the NMF and incentive payments (and all other costs incurred under the 2007
OMA) therefore needs to be assessed having regard to the criteria in rule 91 (opex) and rule 79
(capex) of the NGR. Rule 91 sets the criteria governing the recovery of opex and states:

‘(1) Operating expenditure must be such as would be incurred by a prudent service
provider acting efficiently, in accordance with accepted good industry practice, to
achieve the lowest sustainable cost of delivering pipeline services.

(2) The AER's discretion under this rule is limited.
Note:
See rule 40(2).”
As rule 91 notes the meaning of limited discretion is set out in rule 40(2). That rule provides:

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

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

The AER has limited discretion under rule 89. (See rule 89(3).) This rule governs the design of
a depreciation schedule. In dealing with a full access arrangement submitted for its approval,
the AER cannot, in its draft decision, insist on change to an aspect of a depreciation schedule
governed by rule 89 unless the AER considers change necessary to correct non-compliance
with a provision of the Law or an inconsistency between the schedule and the applicable
criteria. Even though the AER might consider change desirable to achieve more complete
conformity between the schedule and the principles and objectives of the Law, it would not be
entitled to give effect to that view in the decision making process.”

If an item of opex is 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 delivering pipeline services, then it satisfies the applicable requirements and criteria of rule
91. Pursuant to rule 40(2), the AER must approve an item of expenditure if it satisfies the
requirements of rule 91.
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Rule 91(1) does not state that opex must be the lowest sustainable cost of delivering pipeline
services. Expenditure falls within the rule if it is incurred by a prudent service provider acting
efficiently to achieve the lowest sustainable cost of delivering pipeline services. The use of the word
‘achieve” is significant. If a service provider has undertaken expenditure which is consistent with
what would be undertaken by a prudent service provider acting efficiently to achieve lowest
sustainable cost then the expenditure is recoverable. The service provider does not have to show
that the expenditure is in fact the lowest sustainable cost achievable.

Rule 79 sets the criteria governing the recovery of capex, which criteria is similar to that in rule 91.
Rule 79 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) include that the capital expenditure is necessary to maintain the
safety and integrity of services, to meet levels of demand and to comply with regulatory obligations.
These criteria are consistent with the obligations placed on APA under the 2007 OMA. Rule 79 is
therefore consistent with rule 91. Rule 79 also provides that the AER has a limited discretion in
assessing whether expenditure complies with rule 79. As with rule 91 (see above), the AER must
approve an item of expenditure if it satisfies the requirements of rule 79.

5.3 History of the Outsourcing Arrangement

In 1997, Envestra was floated on the Australian Securities Exchange (ASX). It purchased the gas
distribution business operations of the Boral Group in South Australia (SA), Queensland (Qld) and
the Northern Territory (NT). Envestra entered into an outsourcing arrangement with the Boral Group,
under which Boral would provide operating, maintenance and asset construction services to the
Envestra networks in SA, Qld and the NT (the 1997 OMA).

In 1999, Envestra purchased the Victorian gas distribution business, Stratus, from the Victorian
Government. Envestra entered into an outsourcing arrangement with the Boral Group for the
operation of the Victorian network (the 1999 OMA).

In 2007, Origin Energy (previously Boral Energy) decided to sell various assets and operations,
including its operating functions under the 1997 OMA and 1999 OMA.

The APA Group was the successful acquirer of the Origin Energy assets. The acquisition included
the novation of the 1997 OMA (for SA, QId, and NT) and the 1999 OMA (for Victoria and Albury) to
APA. This was done by restating each of the 1997 OMA and the 1999 OMA as two new agreements
with negotiated variations (the 2007 OMA for SA, Qld and NT and the 2007 OMA for Victoria and
Albury) and then novating them to APA. Since this time Envestra has entered into another OMA with
APA in respect of its recently acquired Country Energy gas distribution network in southern New
South Wales (the 2011 OMA).
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This section describes in more detail the history of the 2007 OMA, with a focus on the 1999 OMA
and the 2007 OMA for Victoria (being the relevant OMAs for the purposes of this review).

5.3.1  The 1997 OMA - SA, Qld and the NT

Since its inception Envestra has been a dedicated asset owner with operations outsourced to a third
party. The key motivation for this structure was to ensure that Envestra would act as a low cost
operator by accessing the economies of a larger organisation. The outsourcing structure was
therefore a fundamental part of Envestra’s business strategy.

There were a number of possible options that could have been adopted in determining the
appropriate manner in which to structure Envestra in 1997, including establishing:

(a) separate entities, one to own and operate the SA network and one to own and operate the Qld
network; or

(b) asingle entity with the internal resources to operate the SA and Qld networks; or

(c) a single entity that owned the SA and Qld networks but with the operation of those networks
outsourced to an external provider.

The third option was adopted and BEAM (later changing its name to Origin Energy Asset
Management (OEAM)), a Boral subsidiary, was selected as the external service provider. Envestra
and BEAM entered into the 1997 OMA, which set out the terms of the outsourcing arrangement.

There were no other service providers at the time who could offer the experience or economies of
scale and scope of Boral.26 Boral was a much larger entity than Envestra and far better able to
access economies of scale and scope than Envestra.2” This was considered the most effective way
in which to create a viable, cost-efficient new business that could successfully acquire assets in the
deregulated energy market (which did occur).

If the second option was taken, whereby all operational staff for the two networks (plus the NT) had
been transferred to Envestra, the effect of this would have been to deny Envestra access to the
economies of scale, scope and “know-how” (or intangible assets) of the significantly larger and more
experienced Boral Group.

The operating structure has also allowed the asset management arm to grow its intangible assets
above that which would be available from servicing only Envestra’s networks. This was the case with
Boral (and later Origin Energy), which both had substantial operations well beyond the scale of the
networks managed and operated by BEAM/OEAM for Envestra. This is also now the case with APA,
who provides significant asset management services across a range of infrastructure.

5.3.2  The 1999 OMA - Victoria and Albury

The 1999 OMA was entered into in the context of the bid by Envestra for the gas network assets
being privatised by the Victorian government.

% | jttle affidavit, paragraph 26.
27 |n 1998, Boral's revenue was $4.7 billion compared with Envestra’s revenue of $0.1 billion. See Boral and Envestra
1997/98 Annual Reports.
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The history of the 1999 OMA is described in the affidavit of Peter Cain, which affidavit forms
attachment 5.1 to this AAl. This affidavit was originally prepared for the 2008 Gas Access
Arrangement Review (GAAR). As the affidavit deals primarily with events in 1999 it remains relevant
to the 2012 Victorian GAAR process.

Mr Cain was the executive primarily responsible for the negotiation of the 1999 OMA.28

As noted in Mr Cain’s affidavit, at the time the 1999 OMA was entered into Envestra and BEAM (and
Envestra and Boral) were not part of the same corporate group and were not related entities.2® While
Boral held 19.97% of the shares in Envestra3 the remainder were held by parties independent of the
Boral Group. Envestra’s Board consisted of six Directors, two of whom were appointed by Boral and
the remaining four of whom were independent Directors.

In short, in 1999 Envestra had an independent Board responsible to the shareholders of Envestra
and not responsible to the Boral Group.

The sale of the Stratus Network was structured by the Victorian Government as a bundled
distribution and retail business. Therefore a bidder, such as Envestra, who wished to acquire only
the distribution business, was required to bid jointly with an entity willing to acquire the retail
business. Envestra and Boral formed a consortium to bid for the bundled Stratus distribution and
retail assets.

The bid price submitted by Envestra and Boral included various components, including an amount
for the retail component of the business (contributed by Boral) and an amount for the distribution
component of the business (contributed by Envestra). In determining the amount it could bid for the
Stratus Network, Envestra gave consideration to, amongst other matters, the following:

(@) the most efficient and cost effective way of operating and managing the network;

(b) the estimated revenue and forecast growth of the network business;

(c) forecast cash flow of the network business; and

(d) having regard to the above, Envestra’s ability to finance the acquisition.3!

There were, in effect, only two options for the operation of the network: Envestra could operate the
network itself or could outsource operations.32 In-house operation of the network would have
resulted in the network being operated by a stand-alone operator with no or minimal economies of
scale. For the same reasons underpinning the decision to enter into the 1997 OMA, this option was
not considered viable.

As noted in Mr Cain’s affidavit, having regard to the market conditions prevailing in 1999:

28 Peter Cain Affidavit, paragraph 5.
29 Peter Cain Affidavit, paragraph 6.
3022 July 1999 Prospectus, page 16.
31 Peter Cain Affidavit, paragraph 10.
32 Peter Cain Affidavit, paragraph 11.
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“12. Envestra considered that the only viable and in fact by far the most efficient way of

13.

structuring the tender was on the basis of outsourcing the operation and
management to BEAM by way of the Victorian O&M Agreement. The SA and
Queensland distribution assets owned by Envestra were already being operated
by BEAM. Envestra considered BEAM’s operation and management of those
networks, pursuant to agreements with largely the same terms as the Victorian
O&M Agreement, was working efficiently. The demonstrated efficiency of the
outsourcing structure to BEAM meant that the structure proposed for the Victorian
network was readily apparent and proven by experience to be the best structure
for Envestra.

Operating and managing the distribution arm of the Stratus Network in-house
would have resulted in the asset management services being performed by a
stand-alone operator with no, or very minimal, economies of scale. That is, a small
stand alone business would have to spread head office, IT, human resources and
overheads over a smaller revenue base, increasing operating costs. Further, large
scale businesses are able to take advantage of the purchasing power and reduced
costs they can achieve by purchasing goods and services in very large quantities,
compared to that of a small stand alone business. The costs which would have
been inherent in the services being provided by that stand-alone business, such as
support services, administrative functions, IT, accounts functions and absorbing
overheads over a small revenue base, would probably have meant that Envestra
and Boral’s bid would have been unsuccessful because the estimated cost of
running the network would have been higher than the outsourcing model. It was
the outsourcing structure which enabled the joint bid of Envestra and Boral for the
Stratus Network to be successful. This enabled Envestra to formulate a bid based
on higher cash flows than if the structure was a stand alone business, enabling it
to bid a competitive amount for the Victorian Network.”

Further, Mr Cain noted that both Envestra and Boral had a common interest in ensuring that the
costs of BEAM operating and managing the Victorian network were efficient and competitive so as to
maximise the probability of a successful bid.33

In negotiating the 1999 OMA, Envestra adopted, with some modifications, the terms of the existing
1997 OMA in place between BEAM and Envestra relating to the South Australian and Queensland
networks. Envestra considered this the prudent step because the:

“South Australian O&M Agreement was working efficiently and there was no need to
make significant changes to the terms contained in the South Australian O&M
Agreement.”34

Mr Cain’s evidence was reviewed by the ESCV as part of the 2008 GAAR. The ESCV found:

“The Commission is satisfied that, taking the position as it was in 1999, OEAM was
likely to incur the lowest operating costs in relation to the Envestra Victorian network
and that there were likely to be some savings and economies that OEAM was able to
achieve that Envestra was unable to achieve at that time, given that Envestra had
already outsourced the operation of its South Australian and Queensland networks to
OEAM at that time.

33 Peter Cain Affidavit, paragraphs 16-17.
3 Peter Cain Affidavit, paragraph 19.
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The Commission generally accepts the evidence of Mr Cain that in 1999 OEAM was
likely to be the lowest cost operator of the network and that together Boral and Envestra
had an incentive to achieve the lowest operating costs.”s

Further in respect of Mr Cain’s evidence, the Essential Services Commission Appeal Panel stated:

“While the contemporaneous evidence regarding the Applicant’s decision to enter into
the 1999 OMA is limited to the decision making process and views of management, the
Panel considers that the Applicant entered into the 1999 OMA with a view to achieving
the lowest sustainable cost of providing services.”s

The history of the 1999 OMA is also discussed in the affidavit of lan Little37, the Managing Director of
Envestra. As noted in that affidavit, Envestra’s purchase of the Stratus Network was in part funded
by a rights issue. Under this rights issue the CKI Group, a major Hong Kong based owner/operator of
energy assets, acquired a 19.97% shareholding in Envestra. The fact that a major investor was
prepared to take up a major shareholding in Envestra further supports the efficiency of Envestra’s
outsourcing arrangements.

Envestra notes the outsourcing assessment framework employed by the AER in the 2010 Victorian
Electricity Distribution Price Review and in the 2011 GAARs of Envestra’s South Australian and
Queensland networks. While Envestra maintains its position that the application of “Stage 2 of the
AER’s framework constitutes an error, Envestra notes that the 1999 OMA passes Stage 1 of the
framework.

In Stage 1 of the framework the AER considers whether an outsourcing contract passes or fails its
presumption threshold. It does this by considering whether the service provider had an incentive to
agree to non-arm’s length terms at the time the outsourcing contract was entered into — i.e. was the
contract entered into with a related party, or as part of a broader transaction, or was some other side
payment or benefit conferred on the service provider.

The 1999 OMA was not entered into with a related party. At the time of negotiation of the 1999 OMA
Envestra was majority owned (as to 80.03%) by independent shareholders and had a majority
independent Board. The 1999 OMA was entered into against the background of a joint bid by Boral
Limited and Envestra for the Stratus Network, but as explained in Mr Cain’s affidavit, which was
accepted by the ESCV and Appeal Panel, that bid drove Envestra and Boral to ensure that the 1999
OMA represented a cost efficient structure.

In summary:

(@) the 1999 OMA was entered into between two arm’s length parties — Envestra was majority
owned by independent shareholders from Boral and had a majority independent Board;

(b) the 1999 OMA was assessed by Envestra as the most efficient and cost effective structure to
employ to manage the Victorian network. Entry into the contract was the action of a prudent
service provider acting efficiently, in accordance with accepted good industry practice, to
achieve the lowest sustainable cost of delivering pipeline services;

% Essential Services Commission, “Gas Access Arrangement Review 2008-2012-Final Decision” page 80

% Essential Services Commission Appeal Panel, Vic Gas Distribution Pty Ltd v Essential Services Commission,
paragraph 113

37 Attachment 5.2 to this AAI
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(c) circumstances prevailing in 1999 required the 1999 OMA to represent an efficient structure in
order to maximise the probability of a successful bid;

(d) the ESCV during the 2008 GAAR accepted that OEAM was likely to be the lowest cost operator
and that Envestra had an incentive to achieve lowest operating costs in 1999; and

(e) the Essential Services Commission Appeal Panel found that Envestra had entered into the 1999
OMA with a view to achieving the lowest sustainable costs of providing services.

That is, the decision made by Envestra’'s management in 1999 to enter into the outsourcing
arrangement has been accepted as one that is consistent with Envestra seeking to achieve the
lowest sustainable costs.

5.3.3  The 2007 OMA - Outsourcing to APA

In February 2000 the Boral Group divested itself of its energy business (including BEAM), which led
to the creation of a new listed entity, Origin Energy Limited. BEAM changed its name to Origin
Energy Asset Management (OEAM). In 2007 Origin Energy sold its network operations business,
pipeline assets and related interests, including OEAM and its shareholding in Envestra, to the APA
Group.

In connection with that sale OEAM requested Envestra’s consent to the novation of the 1999 OMA to
the APA Group. Pursuant to the terms of the 1999 OMA, Envestra could not unreasonably withhold
its consent to the novation.

As outlined in Mr Little’s affidavit,®® Envestra undertook significant internal analysis and negotiations
with Origin and APA to determine whether it would consent to the novation. This included:

(a) establishment of a subcommittee of the Envestra Board to review the impact of the novation on
Envestra;

(b) meetings with Origin and its sale advisors and APA as to the terms upon which Envestra would
consent to the novation; and

(c) review of a business plan prepared by the APA Group as to the basis upon which APA would
operate Envestra’s networks.

The appointment of APA was conditional on Envestra being satisfied that the appointment would
result in the efficient operation of the Victorian network. As stated in Mr Little’s affidavit,3 Envestra
would not have given its consent to the novation of the 1999 OMA if there had been any real risk that
the operation of Envestra’s assets through the APA Group would have been at a higher cost or if the
APA Group had been less experienced than Origin or not able to access substantial economies of
scale and scope.

The APA Group had considerable infrastructure assets of its own as well as being the operator of
several third party assets (see section 5.4). Envestra therefore considered the APA Group would be
a cost efficient operator. Indeed the scope of APA’s operations (particularly gas pipelines) is more
aligned to Envestra’s business of gas distribution, providing an opportunity for more targeted
efficiency gains through the use of APA.

38 Paragraphs 109 to 115.
39 Paragraph 113.
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As stated in Mr Little’s affidavit:40

‘APA’s acquisition of the very substantial Origin Energy network assets resulted in APA
receiving the benefit of the economies of scale and know how that OEAM had
established by the operation of a national series of networks. In addition, the APA
Group, being a very large participant in the energy transmission, distribution and
infrastructure ownership sectors, added its own economies of scale and know how to
those acquired through the acquisition of the Origin Energy network assets. This was
seen as a positive by Envestra.”

On the basis of the due diligence it undertook, in 2007 Envestra consented to the novation of the
1999 OMA to the APA Group.*! As outlined in paragraph 112 of Mr Little’s affidavit, Envestra
consented to the novation because:

(@) on the basis of its due diligence it was satisfied there was no reasonable basis to withhold
consent;

(b) a contract with a long-term aligned operator was consistent with the expectations of Envestra’s
substantial shareholders, financiers and the share market;

(c) APA was a commercially attractive operator due to its experience in gas transmission and
distribution and the alignment of its businesses with Envestra’s business; and

(d) economies of scale would be obtainable from APA due to the considerable scale of its
operations.

Envestra, as a condition to giving its consent, required two amendments to be made to the 1999
OMA. The changes were to:

(@) amend the term of the contract to a 20 year contract — i.e. until June 2027. As originally
executed the 1999 OMA did not contain an expiry date or early termination right so as to give
Envestra (and its financiers) the certainty Envestra would have a long term relationship with its
operator and would avoid the large transition costs of changing operators; and

(b) require APA to bear redundancy liabilities arising on the expiration of that contract term.

The novation of the 1999 OMA was effected by restating the 1999 OMA in a revised form reflecting
the amendments negotiated by Envestra and then novating the contract to the APA Group.

Envestra also required the APA Group to absorb any transitional costs arising from Envestra’s
operator changing from OEAM to the APA Group.

When Envestra made the decision to consent to the novation of the 1999 OMA from OEAM to the
APA Group, it was not related to the APA Group or the Origin Energy Group. Immediately prior to the
time Envestra made the decision to consent to the novation:

(a) the APA Group held no shares in Envestra;

40 Paragraph 108.
41 |t also consented to the novation of the 1997 OMA to APA relating to the operation and management of its South
Australian and Queensland networks.
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(b) 83% of Envestra’s shareholders were independent of Origin Energy - that is, Origin held only a
17% interest in Envestra;

(c) Envestra’s largest shareholder was the CKI Group, with a 19.97% interest. The CKI Group is
independent of the APA Group and the Origin Energy Group; and

(d) Envestra had a majority independent Board.

Further, to give its consent to the novation Envestra needed to obtain the consent of both its
financiers and the CKI Group.42 Those parties formed their own view about the commercial efficacy
of the change and gave their consent.

In short, the decision by Envestra to consent to the novation of the 1999 OMA from OEAM to the
APA Group was a decision made by an entity independent of both the APA Group and the Origin
Energy Group, which decision was endorsed by a large group of domestic and international
financiers, and made because both Envestra and its financiers considered that the APA Group would
be a cost efficient and effective operator whose economies of scale, scope and know-how would
enable Envestra to continue to operate its networks in a manner consistent with seeking to achieve
lowest sustainable costs.

When it became operator, APA took up a 17% stake in Envestra by acquiring Origin Energy’s
interest in Envestra, which equity interest has now grown to around 33%. When the APA group took
up that interest, the largest shareholder was the CKI Group, holding 19.97% of Envestra. Two of the
eight members of the Envestra Board are CKI appointed directors (of the remaining 6 directors, 4 are
independent and 2 are APA appointed directors).43

5.3.4  The 2011 OMA - Wagga Wagga

On 29 October 2010, Envestra acquired from the NSW Government the Country Energy gas network
business.* Envestra again decided to outsource operations to the APA Group on similar terms to
the 2007 OMA. Envestra considered that outsourcing would lead to the most cost efficient way of
operating the Wagga Wagga network.

As Mr Little has stated:45

“Envestra continues to outsource operations on the basis that this approach provides
Envestra with the advantages derived under the 1997/1999 and 2007 OMAs, namely
lowest cost sustainable operations for relevant assets over the long term. In particular,
leveraging off the existing APA network operations business which provides substantial
economies of scale potentially allows new network assets to be operated at a very
efficient cost under the extension of the operator’s current activities.”

42 Paragraph 111.

43 lan Little Affidavit, paragraph 126.

44 The Country Energy business comprises around 1,160 km of gas distribution pipelines and 65 km of transmission
pipelines in southern New South Wales, in the towns of Wagga Wagga, Tumut, Adelong, Gundagai, Culcairn,
Holbrook, Henty, Temora, Walla Walla, Bombala and Cooma. The Country Energy business delivers around 3
petajoules of gas annually to 26,000 gas consumers.

45 Para 99 of his affidavit.
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5.4 Background on the APA Group

The APA Group (which comprises the Australian Pipeline Trust and the APT Investment Trust) is a
major listed gas infrastructure entity delivering more than half of Australia’s annual gas consumption.
APA has interests in more than 12,000km of natural gas pipeline infrastructure, over 2,800km of gas
distribution networks and is the owner of various gas plants and facilities and interconnector
systems. It employs over 1,200 people.

The following table, the details of which are taken from the 2011 annual reports of the APA Group
and Envestra, shows the key metrics of each of Envestra Limited and the APA Group:

Table 5.1: Envestra and APA Group Key Operating Metrics, 30 June 201146

Envestra Limited APA Group ‘
Annual Revenue $424m $1,102m
Total Assets $2,896m $5,428m
Annual Capital Expenditure $129m $173m

In contrast to Envestra, the APA Group provides substantial asset management services in respect
of gas and electricity infrastructure assets. APA owns and/or operates assets with a value in excess
of $8 billion, which is around three times the value of Envestra’s assets. The major assets owned
and/or operated by the APA Group (excluding the Envestra assets operated by APA) are set out in
table 5.2.

46 As extracted from the 2011 annual reports of Envestra Ltd and the APA Group.
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Table 5.2: Assets Serviced by APA excluding those owned by Envestra

Asset name

Asset Ownership

Gas Pipeline Assets
— Moomba to Sydney Pipeline (MSP) APA
2 Interconnect APA
% | Central West Pipeline (CWP) APA
(% Central Ranges Pipeline APA
= Central Ranges Network APA
£ | — | Principal Transmission System (PTS) APA
<, SEA Gas Pipeline ,(\5%,;) §50%) and REST Superannuation Fund
SESA Pipeline APA
Roma to Brisbane (RBP) APA
| Carpentaria Gas Pipeline (CGP) APA
S Berwyndale to Wallumbilla Pipeline (BWP) APA
Allgas Energy Distribution System E?:rrggt Infrastructure Investments, APA 19.9%
Goldfields Gas Pipeline APA 88.2% BBP 11.8%
Midwest Gas Pipeline APA 50%, Horizon 50%
Kalgoorlie to Kambalda Lateral APA
Telfer Gas Pipeline Energy Infrastructure Investments, APA 19.9%
interest
Parmelia Gas Pipeline APA
Wiluna Gold Gas Lateral APA
Cape Lambert, Dampier, Paraburdoo and YMP Pilbara |
Gas Pipeline tfoara fron
Nifty Consumer Gas Pipeline Birla Nifty Pty Ltd
Plutonic Gas Lateral Barrick Gold
< Maitland Gas Lateral EDL Group Operations Pty Ltd
= Onslow Gas Pipeline Horizon Power
Burrup Fertilizer Apache Energy Pty Ltd
Cawse Gas Lateral Norilsk Nickel Cawse Pty Ltd
Cosmos Gas Lateral Xstrata Nickel Australasia Operations Pty Ltd
Jundee Gas Lateral Newmont Yandal Operations Pty Ltd
Leonora Gas Lateral Energy Generation
Thunderbox Gas Lateral Norilsk Nickel Wildara NL
Jaguar Lateral Jabiru Metals Ltd
Magellan Gas Lateral Redback Pipelines Pty Ltd
gpckpurn Cement Delivery Station (Dongara Origin Energy Pipelines Pty Ltd
ipeline)
Woodada Receipt Facilities Arc Energy Ltd
| Amadeus Basin to Darwin Pipeline (ABDP) APA
Bonaparte Gas Pipeline !Energy Infrastructure Investments, APA 19.9%
— interest
= Wickham Point Pipeline _Energy Infrastructure Investments, APA 19.9%
interest
o | Darwin Distribution System APA
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Table 5.2: Assets Serviced by APA excluding those owned by Envestra (continued)

Asset Name Asset Ownership

Other Assets
Moomba to Sydney Ethane Pipeline Ethane Pipeline Income Fund, APA 6.1% interest

Energy Infrastructure Investments, APA 19.9%

Murraylink and Directlnk electricity interconnectors | .
interest

Energy Infrastructure Investments, APA 19.9%

Daandine and X41 power stations .
interest

Tipton West and Kogan North coal seam methane Energy Infrastructure Investments, APA 19.9%
processing plants interest

Reticulated LPG System in Queensland, Northern Origin Energy LPG Ltd
NSW, SA and NT

Dandenong LNG Facility (Vic) APA
Mondarra Gas Storage Facility (WA) APA

541  The Relationship Between the APA Group and Envestra

In 2007 when the APA Group acquired from Origin Energy Limited its pipeline and network business
it also acquired from Origin Energy Limited its 17% shareholding in Envestra. Since 2007 APA has
increased its interest in Envestra to around 33% (as at 7 March 2012). This has occurred through
two mechanisms. The first is the operation of Envestra’s dividend reinvestment plan, which has led
to an increase in APA’s shareholding of approximately 2%.

The second is a 2009 rights issue undertaken by Envestra in which APA increased its equity interest
in Envestra Limited from 19.1% to 30.6% (at a cost of $64 million). This rights issue was undertaken
by Envestra to alleviate pressure on its financial covenants for the Victorian network, which pressure
had arisen principally as a result of the impact of the global financial crisis. Standard & Poor’s had
placed Envestra’s Victorian rating on “credit watch negative”, which raised a real possibility of
Envestra being downgraded below its then current rating of “BBB-".

Envestra’s response was to consolidate its South Australian/Queensland and Victorian financing
facilities to improve its overall financial position. Envestra’s financiers, as a pre-condition to the
consolidation, required Envestra to raise at least $100 million of equity during 2009.

It was not possible for Envestra as a “BBB-" rated borrower to obtain underwriting from a financial
institution for the rights issue during the financial crisis. Envestra therefore approached both the CKI
Group and the APA Group to act as underwriter. The CKI Group was not able to do so in a timely
manner and therefore APA underwrote the issue. APA’s actions as an underwriter were therefore
those of a major shareholder in Envestra seeking to protect the value of its investment in Envestra,
as a shareholder, during challenging financial times.

Envestra and APA were not related entities at the time of entry into the 2007 OMA. However, by
virtue of its increased shareholding in Envestra as outlined above APA and Envestra are now related
entities for financial reporting purposes.
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APA’s shareholding in Envestra does not affect the operation of the 2007 OMA, which contract is
administered and operated on arm’s length terms. The arm’s length nature of the relationship is
preserved by the following mechanisms:4”

(@) APA’s influence over Envestra through its shareholding is balanced by the 19% interest in
Envestra held by the CKI Group;

(b) the Envestra Board currently has 8 Directors, four of whom (including the Managing Director)
are independent Directors (i.e. independent of both APA and CKIl), two of whom are APA
appointed Directors (who are also Directors of APA entities) and two of whom are CKI
appointed Directors. APA is therefore not in a position to control the Board of Envestra and can
be out-voted on any issue by other members of the Board;

(c) the two APA Directors do not participate in any discussions and/or decisions relating to the
operation of the 2007 OMA; and

(d) neither Envestra nor the APA Group nor the CKI Group are part of the same group of
companies. That is, Envestra is not part of the same corporate group as its major shareholders.

5.5 The Provisions of the 2007 OMA

Under the 2007 OMA, APA operates the Victorian (and Albury) gas networks for Envestra. The
services provided by APA include:

(@) managing the haulage of gas through each network;

(b) operating and maintaining each network;

(c) planning, designing and constructing network extensions;

(d) assisting Envestra with submissions to independent regulators;

(e) assisting Envestra in promoting the use of natural gas;

(f) preparing and settling with Envestra the budget for each financial year;

(g) providing Envestra with regular information on financial and other management issues;

(h) reading meters and billing retailers; and

() developing procedures, for approval by Envestra, in relation to billing, System Use Gas, fair
market rental or value for APA’s assets used for the services provided, key design parameters
for any network and public relations activities.

In consideration of APA undertaking these activities, Envestra makes the following payments to APA:

(@) reimbursement of all costs and disbursements reasonably incurred or outlaid by APA in the
performance of its obligations under the 2007 OMA, provided those costs fall within the

approved budget or are incurred in the limited circumstances where APA is entitled to incur
costs above the budget;

47 Affidavit of lan Little paragraph 126.
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(b) the NMF (which is 3% of network revenue); and

(c) the incentive payments, which are payable for achieving reductions in costs of new connections
and reductions in controllable costs per GJ.

Envestra is also responsible for government charges, unaccounted for gas and certain redundancy
costs incurred during the term of the 2007 OMA.

The remainder of this section describes the cost management processes followed by Envestra and
APA under the 2007 OMA.

5.5.1 Cost Management

The incurring of costs by APA is subject to strict cost management procedures set out in the terms of
the 2007 OMA. It is not the case that Envestra simply reimburses APA any costs that APA incurs.
The costs must firstly be reasonably incurred and secondly must be incurred in compliance with the
cost management procedures set out in the 2007 OMA. The cost management procedures involve:

(a) setting of financial objectives — prior to the preparation of each annual budget, Envestra sets the
financial objectives to be achieved by that budget. These objectives must be sufficient to ensure
the continuous operation of Envestra’s networks in accordance with relevant regulatory
requirements, meet external debt obligations and meet reasonable investor expectations.48
Subject to meeting the criteria in clause 8.2 of the 2007 OMA, Envestra has complete discretion
as to the financial objectives it sets;*°

(b) preparation of annual budget — APA must prepare a draft budget for review by Envestra
forecasting proposed expenditure, network revenue and volumes. The budget must be
approved by the Envestra Board before it is made final;0

(c) monthly reports — APA must report on actual and budget expenditure/revenue/volumes and any
other information reasonably requested by Envestra on a monthly basis.>! As noted in the
affidavit of John Ferguson (see attachment 5.3), APA’s Manager Networks, these monthly
reports are very detailed and usually run to approximately 70 pages;>52

(d) annual performance report — at the end of each year Envestra reports to APA on the
performance of its obligations over that year;%3

(e) audit of accounts — an independent audit is conducted at the end of each half year to verify the
APA accounts.®* As noted in the affidavit of John Ferguson, these audits are currently carried
out by Deloitte Touche Tohmatsu and involve Deloitte’s representatives spending around 10
days at APA’s offices reviewing relevant records;5®

482007 OMA clause 8.2.

492007 OMA clause 8.1.

50 Affidavit of John Ferguson, paragraphs 15-28; Affidavit of lan Little, paragraph 24(g); 2007 OMA clause 9.
51 Affidavit of John Ferguson, paragraphs 15-28; Affidavit of lan Little, paragraph 24(h); 2007 OMA clause 9.5.
52 Affidavit of John Ferguson, paragraph 31.

53 Affidavit of lan Little, paragraph 24(i). 2007 OMA clause 5.2.

54 Affidavit of John Ferguson, paragraph 39; 2007 OMA clause 4.2(k).

55 Affidavit of John Ferguson, paragraph 39.
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(f) record keeping — APA is required to keep sufficient records of network revenue, capital
expenses and operating expenses to enable accounts to be accurately prepared and externally
audited. Envestra has a right of access to these records®; and

(g) cost benchmarking — under clause 9.6 of the 2007 OMA Envestra has the right to benchmark
APA’s costs where they exceed the recoverable costs allowed by a Regulator.

Further, under clauses 3.3(e) and 3.3(f) of the 2007 OMA, APA must, except in the case of
emergencies or expenditure required because of a change of law, not exceed the operating expense
or capital expense component of the approved budget by more than 2% without the approval of
Envestra.

In addition to the strict requirements set out in the 2007 OMA, Envestra and APA have established
further cost management protocols as a matter of administrative practice. These protocols include a
requirement for APA to seek Envestra’s approval for:

(a) projects for demand customers with a capital cost in excess of $0.3 million per year; and

(b) any project where the capital expenditure exceeds $0.5 million per year. Where the
expenditure exceeds $1 million the approval of the Envestra Board is required.57

5.5.2  Budget Setting

The affidavit of John Ferguson provides further detail on the process of setting the approved budget.
Mr Little’s affidavit confirms the accuracy of the detail provided in Mr Ferguson’s affidavit.

As described in Mr Ferguson’s affidavit, Envestra is required to outline its financial objectives for a
financial year no later than 120 days prior to the commencement of that financial year. In or around
March of each year, Envestra and APA meet to discuss these financial objectives. Following this
meeting APA prepares a draft budget which is required to be submitted to Envestra not later than 60
days prior to the start of the relevant financial year.

Upon submission of the budget there are a series of meetings between senior executives of
Envestra and APA. Envestra representatives at the meetings are generally lan Little, Paul May
(Envestra’s Group Manager, Finance and Risk) and Andrew Staniford (Envestra’s Group Manager,
Commercial). APA’s representatives include John Ferguson, Ken Hedley (APA’s Finance Manager),
Peter Gayen (APA’s Commercial Manager) and state, asset and project managers as required.

The first formal meeting to discuss the budget is held in or around the first week of May of each year
at which Envestra generally questions APA regarding the scope of and need for the proposed works
program, the forecast costs, the risks and other associated issues with the proposed works program
and the extent to which the draft budget meets the financial objectives set by Envestra.%8

% 2007 OMA clauses 4.9 and 4.10.
57 Affidavit of John Ferguson, paras 42-44.
% |nsert affidavit material references
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Mr Ferguson describes the first and subsequent meetings as follows:

‘At the first and subsequent meetings between APA and Envestra referred to above,
there is vigorous debate about the activities to be undertaken during the budget year,
the volume of gas to be delivered, and the unit rates such as the cost per repair, the
cost per metre for construction, the cost per correction of a leak efc. Envestra always
heavily challenges any upward shift in rates and continuously presses for a reduction in
rates. The Envestra representatives challenge how the rates are calculated or set and
routinely require evidence for and justification of the opex and capex comprised in the
budget. There is a constant tension in these meetings between APA’s obligations
under the OMA and making sure APA can deliver the required service on the one hand
and Envestra’s budgeting requirements and constant pressure to drive down costs on
the other hand.”®

In response to the queries Envestra raises APA provides further information as to costs and risks.
There is a constant daily dialogue over a two to three week period in late April and early May
between the Envestra and APA managers as they seek to resolve issues with the budget. Upon
conclusion of this consultation process a revised budget is submitted to Envestra and a meeting of
senior executives occurs in or around mid May to finalise the budget. The budget is then submitted
to Envestra’s Board for approval in June.

5.5.3  Monthly Reporting and Monitoring

Within 10 days of each month ending, APA reports to Envestra on all of the budgeted activities under
the OMA, with a focus on comparing actual performance against budget performance.® The monthly
reports are very detailed, usually comprising around 70 pages of analysis. They report on specific
categories of capital and operational projects (such as minor capital works projects and customer
connections) and report separately on major projects, revenue and haulage volumes.

Around one week after the submission of the monthly report APA and Envestra representatives
(including those senior executives involved in setting the budget) meet to discuss the report. At these
meetings Envestra questions any variance from budget, and where APA is over budget, the actions it
will take to bring itself back within budget. Envestra also questions APA as to network performance,
compliance with regulatory obligations and progress in achieving new customer connections.

Mr Ferguson’s affidavit also deals with the process for adjustments to the budget during a year.51
While the 2007 OMA allows a 2% variance from budget, any variances are identified and, if
approved, adopted at monthly meetings. APA is bound by the budget adopted by Envestra’s Board,
and, as such, needs to have any variances from budget adopted by Envestra so that APA can
continue to operate within the 2% variance allowed for by the 2007 OMA.

5 Affidavit of John Ferguson, paragraph 22.
60 Affidavit of John Ferguson, paragraph 30.
61 Affidavit of John Ferguson, paragraphs 34-35.
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In respect of the budgeting and cost monitoring process, Mr Ferguson concludes:

“The budgeting and cost monitoring and control process under the OMA described in
this affidavit is a rigorous and often abrasive process with Envestra relentlessly
pursuing the driving down of costs and increased efficiencies. The robustness of the
relationship under the OMA is illustrated by the fact that in its results for the half year
ended 31 December 2009 a dispute for additional overhead costs totalling $2.2 million
was noted. Now produced and shown to me and marked with the letters “JLF-2"is a
true copy of an extract from Envestra’s 31 December 2009 half yearly results recording
the dispute under the OMA with APA. This dispute was subsequently resolved resulting
in a small additional expense for prior and current year costs that was included in the 30
June 2010 financial results.”s?

5.5.4  Payment Provisions of the 2007 OMA

The remuneration payable to APA under the 2007 OMA in return for the provision of services
outlined earlier in this section was structured so as to provide incentives to the APA Group to reduce
Envestra’s operating costs and promote increased network utilisation.

Under the 2007 OMA Envestra pays, subject to the budgeting parameters, all costs and
disbursements reasonably incurred or outlaid by APA in the performance of its obligations. The
structure of the payment provisions of the 2007 OMA, including the cost pass through nature of the
contract, removes the incentive for APA to:

= artificially reduce expenditure to maximise its earnings (which is a risk with a fixed price contract);
and

= artificially increase expenditure to maximise its earnings (which is a risk with a cost plus contact).

Furthermore, the transparency of costs incurred under the 2007 OMA enables Envestra to determine
whether costs have been reasonably incurred (as required by the payment provisions of the OMA). If
there is a dispute as to whether a cost has been reasonably incurred, clause 22 of the 2007 OMA
enables Envestra to refer the dispute to independent expert dispute resolution.

The cost pass-through provisions under the 2007 OMA, and Envestra’s continual scrutiny of the
costs it is charged, ensures that Envestra automatically benefits from the economies of scale, scope
and know-how available to the APA Group. That is, all cost efficiencies are immediately passed
through to Envestra with the exception of the one-third cost reductions APA is permitted to retain via
the incentive payments for one year before also being passed through to Envestra.

As previously stated, a primary basis for the payment of the NMF is to enable Envestra to access
economies of scope, scale and know-how within the larger APA Group. The NMF is also set so as
to incentivise APA to promote network growth. As explained in paragraph 28 of Peter Cain’s affidavit:

62 Affidavit of John Ferguson, paragraph 40.
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“The network management fee is deliberately struck by reference to revenue and not to
a percentage of costs. In my experience an arrangement which is calculated as a
percentage of total network revenue is more effective than a “costs-plus” approach
because a “costs-plus” approach does not provide any incentive for the contractor to
reduce its costs, in fact the incentive is to incur greater costs. This is because a “cost-
plus” approach is often structured as a percentage of costs. Therefore, if costs are
higher, the operator receives a percentage of a higher number. In my experience
another example of remuneration of operators is a fixed fee. In the absence of other
incentive mechanisms, such an arrangement does not provide a mechanism for any
reduction in costs to flow back to Envestra or an incentive to grow the business.”

Mr Cain’s affidavit3 also explains that the NMF represents payment to APA for three matters:64

reimbursement of certain costs of APA not recovered through the cost reimbursement provisions —
for example costs of general management oversight of the agreement;

(@) the margin payable to APA for operating the network. As noted by Mr Cain:
“Any appointed operator would require a margin over efficient costs for the provision of
its services. In negotiating the Victorian O&M Agreement, Envestra recognised that
businesses operate with the purpose of making a profit and so an appropriate fee was
required to be included in the Victorian O&M Agreement.”; and

(b) an incentive to operate the network in a way which would increase Envestra’s revenue; for
example by expanding the networks.

This explanation also applies to the NMF payable under the 2007 OMA.65

Mr Ferguson describes the NMF payable under the 2007 OMA as follows:
“The NMF represents to APA in part the recovery of costs not passed through and not
able to be passed through to Envestra, such as some corporate and executive costs,
and a margin being the return to APA on its physical and intangible capital employed
managing and operating the Envestra network under the OMA. 66

He also states:

“The NMF also represents an incentive to APA to grow Envestra’s business thereby
increasing revenue and increasing the return to APA under the OMA.”7

The purpose of making the incentive payments is to drive APA to achieve lower costs (which lower
costs ultimately benefit consumers).

63 Affidavit of Peter Cain, paragraphs 25-27.

64 Mr Cain’s comments were made in the context of the 1999 OMA but are equally applicable to the 2007 OMA given it
employs the same remuneration structure.

85 Affidavit of lan Little, paragraph 122.

8 Affidavit of John Ferguson, paragraph 66.

67 Affidavit of John Ferguson, paragraph 67.
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The connection cost incentive payment is payable where the average capital cost of connecting new
customer sites to the networks in a financial year is less than the average capital cost of connecting
new customer sites to the networks in the prior financial year. The payment is equal to one third of
the reduced average cost multiplied by the number of new customer site connections (with the sites
weighted to reflect domestic, commercial and industrial connection costs).

The controllable cost per gigajoule incentive payment is payable where operating costs per gigajoule
in a financial year are less than the costs for the preceding year. In such a case the payment is equal
to one third of the reduction in those costs multiplied by the total amount of gas delivered for that
financial year to customers whose consumption in that year was less than 10TJ.

As Mr Ferguson states, the incentive payments are a very significant driver of the relationship
between Envestra and APA. The connection cost incentive payment drives down the cost of
connection and the opex incentive payment drives down the operating costs per gigajoule of gas
distribut