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Draft Decision Response:  Outsourcing Arrangement 
5.1
Introduction 
In the Draft Decision the AER has determined that the Network Management Fee (NMF) and Incentive Payments paid by Envestra under its outsourcing arrangement with APA do not comply with Rule 91 of the National Gas Rules. 
Envestra does not agree with the conclusion reached by the AER.  In Envestra’s submission both the NMF and the Incentive Payments meet the criteria for recovery set out in Rule 91. 
To analyse Envestra’s outsourcing arrangement the AER has applied the framework that it developed in the Victorian Electricity Distribution Price Review (EDPR).  However the framework has been applied in a rigid manner such that the NMF and the Incentive Payments have not been assessed against the criteria in Rule 91.  This is because the framework, as applied by the AER: 
 (a)
fails to take account of the key reason why a Service Provider acting efficiently and prudently would outsource (which is to ensure better cost outcomes).  There is nowhere in the framework allowing for recovery of a margin paid to achieve better cost or service outcomes and yet this is the fundamental reason why, in actual markets, margins are paid; and

 (b)
is constructed such that where a contract does not pass the AER’s presumption threshold, the full margin can not be recovered. This is because the reasons put forward by the AER for allowing a margin do not comprehensively cover the reasons that margins are paid in competitive markets.   This is despite the fact that such components are included in any margin negotiated between arm’s length parties.  

Envestra also submits that there are a number of errors in the manner in which the AER has analysed the outsourcing arrangement between APA and Envestra. The errors which Envestra submits have impacted the AER’s analysis are explained in more detail in this attachment.
Accompanying this attachment are two expert reports which Envestra has commissioned to enable a review of the AER’s framework and decision making process (“Assessment of Outsourcing Arrangements” by Katherine Lowe of NERA Economic Consulting and “Critique of the AER’s treatment of contractor’s margins” by Dr Tom Hird of Competition Economists Group).  The reports demonstrate the points made in (a) and (b) above. These reports form part of Envestra’s submission, which submission should be read in the context of those reports.
5.2 Summary of the AER Draft Decision 
In the Draft Decision, the AER states that it has applied the framework developed in the Victorian EDPR to consider Envestra’s outsourcing arrangement with the APA group. 
The AER has concluded that the contract between Envestra and APA does not pass the presumption threshold under the first stage of that framework. This primarily reflects a view that Envestra and APA are related, the contract was entered into as part of a broader transaction and was not competitively tendered. 
Under the AER’s framework, where a contract fails the presumption threshold, the AER will only allow the recovery of payments above the contractor’s direct costs where those payments fall within certain cost categories defined by the AER. 
However those categories do not include payments made to a contractor to access the benefits of economies of scale, scope, human or intellectual capital (even where through accessing these benefits a Service Provider achieves lower overall costs).  As the principal reason for payment of the NMF and Incentive Payments is to access such benefits, the NMF and Incentive Payments did not fall within the recoverable categories of costs under Stage 2B of the AER’s framework.
The AER has accepted that the contract between Envestra and APA yields efficient cost outcomes and also expressed the view it would be inefficient for Envestra to cease to deal with APA and instead internalise network operations. However, the AER formed the view that Envestra and APA had retained the efficiency benefits of the contract for a sufficient period of time through the application of an efficiency carryover mechanism. The AER therefore decided that the efficiency benefits should be passed back to consumers, consistent with its view as to the manner in which workably competitive markets would operate. 
5.3 The AER’s Analysis  
5.3.1 Presumption Threshold 

The AER has concluded that the outsourcing arrangement between Envestra and APA fails to meet the presumption threshold because it was entered into as part of a broader transaction. 
The AER has also, in its analysis, stated that the nature of the relationship between Envestra and APA is such that Envestra may not have incentives to minimise the cost of outsourcing. 
Both of these statements proceed on the basis of factual errors.  Once corrected, the accurate assessment of the relationship between Envestra and APA is that Envestra had no incentive to enter into a contract with APA which did not reflect prudent and efficient terms or which would not derive prudent and efficient cost outcomes. 
Broader Transaction 
The AER correctly states that at the time the APA Group became the outsource service provider to Envestra it was in the process of acquiring from Origin Energy a 17% equity interest in Envestra.
  The AER then uses this as a basis to conclude that Envestra may not have had an incentive to minimise the cost of the outsourcing contract.  This analysis fails to take into account that the sale of the 17% interest was a transaction between Origin Energy and APA which did not involve Envestra. Given this, it was not possible for the contract price to have been affected by the transaction between Origin Energy and APA. To this end, Ms Lowe (pg. 38) noted: 
“As far as I am aware, Envestra was not a party to the financial transaction involving APA and Origin Energy and so the price that it would have been willing to pay under the OMA could not have been affected by this transaction. Expressed another way, the transaction between Origin Energy and APA did not give rise to an opportunity for APA to confer a benefit on Envestra in return for it agreeing to pay an artificially inflated price. I therefore disagree with the AER’s contention that the price Envestra would have been willing to pay under the OMA may have been affected by this transaction.”  

That is, the broader transaction referred to by the AER is irrelevant to Envestra and, in particular, irrelevant to its decision as to whether it was prepared to contract with APA and its assessment as to whether APA would offer sufficient efficiencies and experience to be an effective and cost efficient contractor. Likewise, the broader transaction would not in any way influence the contract terms agreed to by Envestra. 
There is no evidence or reason provided by the AER to support its contention that the selling of shares by Origin Energy to APA would have influenced the contract terms applying between Envestra and APA.
The AER analysis of the APA/Origin Energy transaction and the Envestra/APA outsourcing takes no account of the fact that at the time these transactions were negotiated APA held no shares in Envestra, that the largest shareholders in Envestra were Origin Energy with 17.2% and CKI with 16.3%
 and that there were then 17,900 other shareholders holding 66.5% of the company’s issued capital.  That is, 82.8% of shareholders were independent from Origin Energy and APA and therefore had no incentive to agree to any arrangements which would favour the commercial interests of Origin Energy and APA over those of Envestra.
Envestra also notes that the Envestra Board would be acting contrary to its statutory obligations had it favoured the interests of Origin Energy and APA over the interests of the 83% of independent shareholders.
In its analysis of the 1997 OMA, the AER only notes it was part of a broader transaction and therefore cannot be presumed to be efficient.  To the extent it is relevant, the AER does not take account of the fact that the 1997 OMA needed to satisfy the requirements of the Envestra Board (and its expert advisers), the share market and Envestra’s financiers.
  That is, the AER’s analysis fails to take account of the various circumstances prevailing in 1997 which required the OMA to represent an efficient structure (see paragraphs 26 to 52 of the affidavit of Mr Ian Little, which is provided as attachment 5-3 to this Access Arrangement Information).
Incentives to minimise costs  
Envestra notes that since its acquisition in 2007 of a 17.2% interest in shares in Envestra, APA’s shareholding has risen to 30.6% due to Envestra’s dividend reinvestment plan and capital raisings.
 However, there has been no change to the terms of the outsourcing arrangement.  That is, the increase in APA’s shareholding has in no way impacted on the quantum of the NMF or Incentive Payments and that increase is, therefore, irrelevant to assessing the compliance of these Envestra costs with the National Gas Rules.
The AER states “the APA Group is a party related to Envestra.  The AER is cautious that such situations might minimise incentives to reduce the cost of the outsourcing, given that the value of the contract charge has minimal effect due to ownership interests.”
  This statement does not take account of the point made immediately above or of the fact that in both 2007 and at the present time Envestra has no ownership interest in APA. Therefore, any movement in value from Envestra to APA does have a substantive, not a minimal, effect because it adversely affects the interests of 69.4% of Envestra’s shareholders (or 83% of shareholders in 2007 when APA became the contractor).  Further, to the extent that the AER is rejecting Envestra’s submission that the Operating and Management Agreement (OMA) is managed in an independent manner and subject to strict management protocols, the AER has no evidence to support its rejection of that submission.  In contrast, Envestra has submitted sworn evidence that these matters are true.

The reality is that Envestra does have a strong incentive to minimise outsourcing costs because the majority of its shareholders are adversely affected if there is a transfer in value from Envestra to APA.

Envestra notes that the second largest shareholder in Envestra (CKI) has equal representation on the Board with APA.
  Also, as set out in the submissions accompanying Envestra’s proposed Access Arrangement Information, APA does not participate in any Board discussion or decisions relating to the OMA.

Efficiency of the Contract
The AER acknowledges:
 “there is a body of economic literature that in some cases supports outsourcing as being efficient...the literature indicates that in such situations, the decision to outsource not only allows the contractor to perform the outsourced activities more efficiently, but allows the firm to obtain efficiencies from specialising in what it does best”;
 
Further to this, in the Envestra Queensland Draft Decision the AER said:
“A service provider’s decision to outsource or provide services in-house is a matter for a service provider to evaluate taking into consideration the relevant potential efficiencies.  The AER recognises that there is a body of economic literature that in some cases supports outsourcing as being efficient.  Where significant economies of scale, scope and low transaction costs exist, firms such as Envestra might well find it more efficient to outsource particular operational activities to a much larger firm such as the APA group."
 
It seems that the AER accepts that the outsourcing structure is the most efficient structure for Envestra, given that the AER in its Draft Decision: 
(a) has (pg. 142) accepted the ‘realised scale and scope efficiencies of the contractor’;

(b) questioned (pg. 142) whether in-house operation would be ‘consistent with the long-term interests of consumers as set out in the NGO’; and

(c) refers throughout the Draft Decision to passing through to consumers the efficiencies under the arrangement (indeed, this was the stated effect of its decision not to allow the NMF).

Envestra also notes the following statements made by Wilson Cook, the AER’s independent consultant:
(a) the APA outsourcing arrangement provides Envestra with economies of scale that it would not be able to access on its own;

(b) only those costs actually incurred by APA are passed through to Envestra, meaning that they are transparent and incentives are in place to minimise them;

(c) independent reviews (by KPMG on managing the business in-house and by NERA on the appraisal of contractor profit margins) have concluded that the arrangement results in costs lower than Envestra would incur if it operated the network itself;

(d) the management fee charged is not out of line with margins expected from asset management businesses;

(e) the Economic Insights report provides “a supporting opinion that Envestra has, largely, obtained value for money in its past expenditure and, in the absence of evidence to the contrary, is likely to continue to do so.”

Envestra also notes the following conclusions of Wilson Cook, which conclusions are consistent with the submission put by Envestra to the AER:
“Envestra has provided an extensive explanation of the outsourcings and arguments that support the proposition that the contract should be considered an arm’s length commercial arrangement.”

“It [the NERA Report] is a well researched and convincing study that concluded that the revenue asset management charge levied on Envestra by the APA Group resulted in a gross margin not out of line with those earned by comparable, mainly asset management, businesses.”

Furthermore, in respect of Envestra’s operating costs Wilson Cook concluded:
“(d)
We have not found any evidence that Envestra incurs additional costs as a direct result of the operating and management agreement with the APA Group.  To the contrary, the information provided by Envestra indicates that costs are lower than would be incurred if it undertook the work itself.

(e)
The reports commissioned from KPMG and NERA support that view.

(f)
The productivity report prepared by Economic Insights concludes that whilst its operating environment conditions could be expected to place Envestra at a moderate disadvantage in comparisons of productivity levels, it performs relatively well by almost matching the performance of the larger included GDBs.

(g)
Our analysis of the benchmarking data for FY 2009 – the most recent year for which data from all companies was provided in the report from Marksman Consulting for Envestra – indicates that Envestra’s operating expenditure is not inconsistent with industry averages.”
 
Conclusion on Presumption Threshold
The AER has concluded that the outsourcing arrangement does not meet the presumption threshold because it was entered into as part of a broader transaction and was entered into between related parties.  As set out above, the basis on which the AER has reached this conclusion is in error. In particular: 
(a) as Envestra was not a party to the broader transaction between Origin Energy and APA, it was not possible for the contract price to have been affected by this broader transaction;
(b) there exists a strong incentive to minimise costs under the contract given that Envestra has no financial interest in APA; and
(c) reflecting the above, the contract is administered by Envestra on an arms length basis. 
In any event, Envestra considers that the presumption test as applied by the AER is excessively strict. On this point, Ms Lowe (pg. 39) notes: 
“...that the simple observation that a contract was entered into as part of a broader transaction is not a sufficient basis on which to conclude that a regulated service provider may have had an incentive to agree to non-arm’s length terms. The relevant consideration in this context must be whether the broader transaction gave rise to an opportunity for the contractor to confer a benefit on the regulated service provider in exchange for it agreeing to pay an artificially inflated contract price. In this case such an opportunity did not arise because Envestra was not a party to the financial transaction that was entered into by Origin Energy and APA.”
The AER’s analysis does not appear to proceed further than considering whether there is a risk that a contract may not reflect arm’s length terms.  It does not appear to make an assessment of whether the service provider had an incentive to act upon this risk and/or whether this risk in fact manifested itself through inefficient contract terms. The opportunity to give rise to inefficient contract terms did not arise nor was there an incentive for Envestra to do so. 
The evidence submitted by Envestra demonstrates, and the analysis of Wilson Cook concludes, that the OMA:
(a) “should be considered an arm’s length commercial arrangement”;

(b) has transparent costing and incentive arrangements in place to minimise costs;

(c) lowers Envestra’s costs; and 

(d) provides Envestra economies of scale that it would not be able to access on its own.  

Likewise, the AER accepts that the contract yields efficient cost outcomes (given that it accepts the efficiencies of the contractor, questions whether in-house costs would comply with the National Gas Objective and refers to passing through to consumers the efficiencies under the contract throughout its Draft Decision). 
This is consistent with the Essential Services Commission of Victoria (ESCV) who also concluded that the features of the 1999 OMA (which contract is for all substantive purposes in the same form as the 2007 OMA) were consistent with the operator having an incentive to incur a prudent and efficient level of costs and would “appear generally prudent”.
  The Victorian Appeal Panel determined that the costs payable under the 1999 OMA met the criteria in the National Third Party Access Code for Natural Gas Pipeline Systems, which criteria are equivalent to those in the National Gas Rules.
In Envestra’s submission, for the reasons set out above, the outsourcing arrangement, and the charges payable under it, should be presumed to be efficient.  It should not be necessary to proceed to the more detailed analysis set out in Stage 2B of the AER’s framework.  That said, Envestra submits that when that stage of the framework is adapted to fully reflect legitimate reasons for payment of a margin, the NMF and the Incentive Payments are again demonstrated to be costs which comply with the recovery criteria in the National Gas Rules.
5.3.2 Treatment of Efficiency Gains  
The AER’s analysis is heavily influenced by its assessment that the OMA enables Envestra and APA to withhold benefits from consumers.  This assessment is incorrect.

For example, the AER states that the NMF and the Incentive Payments “allow Envestra and the APA Group to withhold from consumers the benefits of the efficiencies derived from their outsourcing arrangement for an indefinite time which the AER considers contradicts the intention of the regulatory framework.”
  
Were Envestra able to access the efficiencies that APA is able to access without cost (which would potentially be the case if Envestra were wholly owned by APA or if Envestra and APA were subsidiaries of the same “parent” company) it may be correct to characterise the NMF in this way.  However Envestra does not control APA, APA does not control Envestra nor does the same “parent” entity control APA and Envestra (put differently, neither Envestra nor APA are part of the same corporate group).  It is therefore unreasonable to expect that Envestra can withhold from consumers the efficiency benefits derived under its outsourcing arrangement. 
The NMF and Incentive Payments are not a profit margin shared between Envestra and APA, as appears to be contemplated by the AER’s assessment of the NMF. The only benefit Envestra gets from the payment of the NMF is the ability to access the economies of scale, scope and the know-how of a larger organisation and consequently achieve lower cost outcomes.  These cost outcomes are directly passed through to consumers in the same way as would have occurred had Envestra operated the network itself.  The outsourcing arrangement does not permit Envestra to access any benefits which Envestra withholds from consumers.  
The AER’s approach to the OMA in its Draft Decision would therefore allow consumers to realise the benefits of the OMA without bearing the requisite costs. The AER’s decision would instead see Envestra bear the costs of the OMA.  Such an outcome lacks logic, is not sustainable, does not reflect workably competitive markets and would act to deter prudent outsourcing arrangements. 
The AER’s assessment of the Incentive Payments, as set out in the AER’s statement as quoted above, also misinterprets the way in which the Incentive Payments operate. APA retains a one third (one-off) cost reduction embodied in the Incentive Payment for only a 12 month period.  Two thirds of the benefit is passed through to Envestra immediately and the remaining one third after 12 months.
  As soon as Envestra receives a benefit it flows through to lower costs for Envestra and therefore consumers. The benefit is not in anyway withheld by Envestra. APA only continues to realise Incentive Payments if it achieves continuing efficiencies.  Far from being inconsistent with the regulatory regime, the Incentive Payment structure encourages the achievement of continuing efficiencies for the benefit of consumers. 
The AER states that its processes:
“...attempts to replicate what would be expected to occur in a competitive market, where premiums cannot be charged for indefinite periods of time, unless one assumes continuous service improvements.  The AER considers that to allow Envestra and the APA Group to indefinitely withhold from consumers the benefits of efficiencies they derive, through additional costs for margins and incentive payments is at odds with the intention of the regulatory framework, to replicate a workably competitive market.”

The basis of this analysis is in error as it does not take into account the fact that Envestra does not retain the benefits of the outsourcing arrangement at all. The reasonable costs APA incurs are passed through to consumers.

The Incentive Payments are held for no more than 12 months by APA. It is not possible for Envestra to withhold any efficiency benefits under the OMA. Envestra does not share in efficiency gains with APA given Envestra does not have a financial interest in APA. 
Dr Hird states that margins on outsourcing contracts are the norm in competitive markets and reflect, among other things, investments made by firms in intangible assets (defined as economies of scale, scope and a firm’s “know-how”). Dr Hird (pp.10-11) points to the NERA margin benchmarking study and research by the US Federal Reserve showing that the value of intangible assets explains the majority of corporate value. Dr Hird (pg. 9) states: 
“Contrary to statements by the AER, there is nothing inconsistent with earning a margin in perpetuity in workably competitive markets.  It is costly/difficult to acquire intangible assets that allow one to lower costs.  Unlike physical capital, intangible assets do not, in general, depreciate over-time.  Knowledge or access to economies of scale/scope is, once obtained, not lost simply through the passage of time.  As a consequence, those assets will, other things equal, earn a return in perpetuity.  That is, the margin will not be competed away because it reflects a return on real investments/scarce resources – which competitors will only incur if they also expect to earn a margin.”  
Envestra has provided evidence demonstrating that the NMF is consistent with industry margins (which demonstrates that the OMA is consistent with market place pricing) and that the costs Envestra achieves under the arrangement are lower than the costs of in-house provision (which shows that the OMA remains the appropriate mechanism for ensuring Envestra achieves the most efficient cost outcomes).  That is, the NMF is paid to access lower cost outcomes.  Rather than withhold benefits from consumers, the NMF is the price payable to ensure consumers achieve lower costs through accessing the economies of scale, scope and know-how of the APA Group.
The AER’s view on this matter is presumably affected by its conclusions in the Victorian EDPR that a contractor cannot in the long run continue to earn ‘abnormal’ profits for past efficiencies because these profits will be bid away by competitors.  This conclusion is likely to reflect the specific circumstances the AER considered in that review, but is not relevant to Envestra’s outsourcing arrangement. 
Furthermore, the QCA studies quoted on page 217 of the AER’s Victorian Distribution Determination – Final Decision are of limited relevance as these studies relate to goods and not services provided by contractors. Ms Lowe (pp.27) observes:

“The weight that the AER has sought to place on these studies in this context is, in my view, peculiar given that the studies were undertaken in the United States in the 1980s and 1990s in markets that are  fundamentally different from the market for the provision of asset management services. While the AER has acknowledged that these studies are ‘not necessarily the most ‘authoritative’ evidence on observed market practice’, it has nevertheless sought to accord the results of these studies greater weight than the empirical study of margins earned by contractors providing asset management services that I have undertaken.”

One such study is the NERA margin benchmarking report submitted by Envestra with its access arrangement proposal. In contrast to the quoted QCA figures, the NERA report spans the period 2002 to 2009 and shows margins being preserved, and in fact increasing, over this period.

The NERA report supports the conclusions of Dr Hird that margins will be earned in perpetuity in competitive markets. 

One last point relates to the statement by the AER on page 140 of the Draft Decision that “The AER questions the economic rationale behind an above-cost margin and incentive payment, and whether this is consistent with the requirements of r.91 of the NRG and the national gas objective”. However the AER also accepts that a margin payable under a contract which does pass its presumption threshold would be recoverable.  

Envestra does not understand how the AER can in one section of the Draft Decision query the economic rationale for margins while in another section accept that they are recoverable. Ms Lowe (pg. 30) comments on this contradiction as follows:

“One final point that is worth highlighting in this context is that while the workably competitive market hypothesis could be assumed to be relevant to contracts that both pass and fail the presumption threshold, the AER has only sought to rely upon the hypothesis when assessing contracts that fail the presumption threshold. I understand that this point was raised in the context of the AER’s Victorian EDPR Final Decision and that the AER simply responded by stating that its treatment of contracts that pass the presumption threshold was designed to ensure that its assessment did not place too great a ‘burden’ on regulated service providers.

I do not agree that this point can be dismissed in the manner that the AER has sought to do.  If the AER is genuinely of the view that in a workably competitive market regulated service providers would be able to access the same efficiencies as contractors and that a margin in excess of the ‘legitimate economic’ factors would not be warranted, then it should apply these ‘principles’ in a non-discriminatory manner across contracts that both pass and fail the presumption threshold.  The foregoing should not be construed as a concession on my part that the inference drawn by the AER is correct.  Rather, the point is simply made to highlight the inconsistency with which the AER has sought to rely on the assumption when assessing contracts that fail the presumption threshold.”   
In Envestra’s submission it is self-evident that a margin which enables the achievement of lower overall cost outcomes is consistent with the National Gas Rules. 

5.3.3 Interpretation of Rule 91

The AER states “the AER does not agree with Envestra’s claim that the passage ‘achieve the lowest sustainable cost’ should be interpreted as a form of best endeavours rather than an absolute requirement”.

Envestra did not state in its access arrangement proposal that rule 91 is a form of best endeavours obligation.  What it stated was:

“Rule 91(1) does not state that operating expenditure 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.” 

The point Envestra is making is that the test in rule 91 is not that expenditure must be the lowest sustainable cost.   If this is the AER’s position, which it seems to be from the Draft Decision, then it is incorrect.  If the test in rule 91 were that expenditure must be the lowest sustainable cost then the rule would read “Operating expenditure must be the lowest sustainable cost of delivering pipeline services”. 
The rule does not do this – the test for recoverability is couched in terms of whether expenditure has the characteristic of that which would be incurred by a prudent service provider acting efficiently to achieve the lowest sustainable cost of delivering pipeline services. 
The AER’s interpretation of rule 91 does not reflect the words of that rule and is therefore an error of law.  Envestra notes the AER puts forward no reasoning to justify its interpretation of rule 91. 
While the interpretation Envestra has set out above of rule 91 clearly follows from a natural reading of the words of that rule, Envestra also notes that the reading is consistent with other provisions of the National Gas Law and the way the National Third Party Access Code for Natural Gas Pipeline Systems has been applied by the Australian Competition Tribunal and the courts. 
Section 24(2) of the National Gas Law provides: “A service provider should be provided with a reasonable opportunity to recover at least the efficient costs the service provider incurs in providing reference services and complying with a regulatory obligation or requirement or making a regulatory payment.”
The emphasis of the law is on what is reasonable and the service provider is to be provided with a reasonable opportunity to recover at least the efficient costs (not the lowest costs). 
In Re Epic Energy South Australia Pty Ltd
 the Australian Competition Tribunal held that in estimating the costs of line pipe the mean of observed commercial prices rather than the lowest commercial price should be used.  The Tribunal stated
:  “Epic must be allowed the opportunity to earn a revenue stream that recovers the efficient costs of operating the Reference Service, and the need to replicate the outcomes of a competitive market does not demand the use of the lowest indicative price based on general, albeit informed, inquiries.” 
In Re: Dr Ken Michael AM; ex parte EPIC Energy (WA) Nominees Pty Ltd & Anor
 the court stated:
“I am left with the clear impression that in the field of competition policy, especially market regulation, the prevailing view and usage among economists is that a reference to a competitive market is to a workably competitive market.  In the particular context of the promotion of a competitive market for natural gas it would be surprising if what was contemplated was a theoretical concept of perfect competition, as the subject matter involves very real-life commercial situations.  Workable competition seems far more obviously to be what is contemplated.

…with workable competition market forces will increase efficiency beyond that which could be achieved in a non-competitive market, although not necessarily achieving theoretically ideal efficiency.
” 
While these decisions relate to the National Third Party Access Code for Natural Gas Pipeline Systems there are no differences between the National Gas Rules and the Code which render these decisions of less relevance.  What these decisions show is that the intent of the Code/Rules is not to reflect theoretical environments where lowest costs are always achieved, but to reflect the types of costs which are achieved in real-life commercial situations.
5.3.4 KPMG Report
The KPMG report provided by Envestra has its origins in the most recent review of Envestra’s outsourcing arrangement undertaken by the ESCV. The ESCV stated that one way a Service Provider could demonstrate that its costs were efficient was to show that costs were likely to be lower than would be the case had the Service Provider not outsourced operations.
 
The KPMG report compares the costs Envestra incurs through its outsourcing arrangement against the costs which would be incurred by a hypothetical in-house operator operating networks of equivalent size to those owned by Envestra.  The report concludes that, after taking into account the NMF and the Incentive Payments, Envestra’s costs for 2009 were $4.54 million lower than those of the hypothetical in-house operator.
In respect of the KPMG report the AER states: “The AER does not accept this comparison as it does not agree that not allowing Envestra to recover the NMF and incentive payments within its forecast opex will create a perverse incentive toward an inefficient in-house alternative.”
 
The KPMG report is not about whether Envestra has an incentive to move toward “an inefficient in-house alternative” if the NMF were not allowed.  The KPMG report is about comparing the costs Envestra achieves under its outsourcing structure against the costs which Envestra would have incurred had it gone down the alternative path and operated as an in-house operator.  The report clearly demonstrates that Envestra has chosen the prudent and efficient path and the one that has achieved the lowest sustainable cost. 
5.3.5 NERA Margin Benchmarking Report
The NERA Economic Consulting report “Benchmark Study of Contractor Profit Margins” demonstrates that the payments under the OMA are in line with those received by comparable contract service providers. 
The AER rejects the relevance of the NERA Report on the basis that allowing Envestra to recover the NMF and the Incentive Payments allows the benefits of derived efficiencies to be indefinitely withheld from consumers and therefore is inconsistent with the regulatory framework. The AER states “using comparative analyses such as those advanced by Envestra to justify an approach inconsistent with the intent of the regulatory framework is not appropriate.”
.  
For the reasons set out above the recovery of the NMF and the Incentive Payments is not inconsistent with the regulatory framework.  It is in fact consistent with that framework where those payments are made to achieve better cost outcomes.  
The NERA analysis is highly relevant to an assessment of compliance with rule 91.  The analysis enables a determination of whether the level of the NMF and Incentive Payments are consistent with current market conditions and therefore reflect efficient costs. 
5.3.6 Inconsistency of the AER’s conclusions with Rule 91 
The AER does not allow the recovery of the NMF or the Incentive Payments but then also, on page 142 of the Draft Decision, states that due to the significant scale and scope efficiencies that Envestra receives under the OMA it would not be consistent with the National Gas Objective for Envestra to move to an in-house model.  The AER is therefore requiring Envestra to continue to employ an outsourcing model but denying it the recovery of the amounts required to be paid to engage an outsourcing provider.  
Such an outcome cannot be consistent with:
(a) Rule 91 which rule allows a service provider to recover those payments which a prudent service provider acting efficiently to achieve the lowest sustainable cost of delivering pipeline services would make, and clearly such payments include a payment made to access scale and scope efficiencies and to achieve lower costs; 

(b) Section 24(2) of the National Gas Law which provides: “A service provider should be provided with a reasonable opportunity to recover at least the efficient costs the service provider incurs in (a) providing reference services and (b) complying with a regulatory obligation or requirement or making a regulatory payment.” 

(c) The National Gas Objective in section 23 of the National Gas Law as the long term interests of consumers with respect to price, quality, safety, reliability and security of supply will be threatened if a Service Provider cannot recover the costs of, and is discouraged from implementing, arrangements which lower its overall costs.

5.3.7 Efficiency carryover mechanism
In its Draft Decision the AER comments that the efficiency carryover mechanism provides an adequate opportunity for Envestra to retain the benefits of the outsourcing arrangement. 
The efficiency carryover mechanism is concerned with measuring the extent to which Envestra’s actual costs improve over time relative to the regulatory benchmark costs determined in accordance with the National Gas Rules.
The efficiency carryover mechanism does not enable Envestra to retain any benefits of its outsourcing arrangement. Envestra has no control over APA and no ability to compel APA to give up some of its contractual entitlement to the NMF and the Incentive Payments.  The notion of some ability to share benefits between Envestra and APA is non-existent and is not influenced in any way by the inclusion of an efficiency carryover mechanism.
The only purpose of the efficiency carryover mechanism is to strengthen the incentives on Envestra to achieve efficient cost outcomes over the regulatory period. This is consistent with the application of the efficiency carryover mechanism were Envestra not to outsource. It provides no ability for Envestra to retain the efficiencies generated through its outsourcing arrangement except to the extent that those efficiencies are greater than the regulatory benchmarks. 
One other point is that the NMF was not included in the AER’s consideration of the efficiency carryover mechanism. That is, the NMF did not in any way influence or determine the amount recovered by Envestra under the efficiency carryover mechanism in respect of the current period. The AER therefore cannot be correct in stating that Envestra has retained the efficiency benefits in South Australia for a sufficient period of time due to the application of the carryover mechanism in that state. 
5.4 The AER’s Framework
5.4.1 Overview of the Difficulties with the Framework
The AER’s decision heavily depends on the application of its framework developed in reference to the Victorian electricity distributors. 
Envestra submits that the framework is overly rigid and consequently its application by the AER gives rise to outcomes which are inconsistent with the test in rule 91 of the National Gas Rules. 
A major difficulty with the framework is that Stage 2B of the framework (relevant if you fail the Stage 1 presumption threshold) does not reflect all of the reasons for which payments are made under contracts. Although the AER acknowledged that outsourcing can lead to lower cost outcomes, the legitimate costs set out in Stage 2B do not allow for the recovery of the payments to a contractor to access these benefits.  The framework assumes that contractors who develop expertise or economies will then sell these benefits for free.   This cannot be true.
The effect of the AER’s framework is that one can have two contracts with exactly the same price, service scope and terms, but if one was subject to a competitive tender and the other entered into with a related party the amount of costs which will be regarded as recoverable will be different.  In the case of the first all costs will be allowed (subject to limited further testing).  In the case of the second only those costs which fall within the three categories in Stage 2B will be recoverable.  However as Stage 2B does not reflect all the reasons fees are paid to a contractor the costs allowable under the second contract may not (indeed probably will not) equate to those recoverable under the first.
As the framework does not allow the recovery of costs which are payable in competitive markets, it cannot be consistent with rule 91.
In respect of this issue, Envestra notes the following observations made by Dr Hird in his report “Critique of the AER’s treatment of contractor’s margins”:
(a) margins on outsourcing contracts are the norm in competitive markets.

(b) The NERA analysis of contractor margins (in the report described at 5.3.5) demonstrates that the AER’s legitimate costs do not adequately explain margins observed in competitive markets.  The NERA analysis shows margins over total costs (including overheads) demonstrating that margins recover more than overhead amounts and common costs.  The sample relates to firms with little or no physical assets, showing that return on physical assets does not explain the margins.  As asymmetric risk will tend to be balanced out in contracts over the longer term, the margins are not explained solely by reference to an assumption of asymmetric risk.

(c) In real world markets margins are paid to access the benefits of intangible assets – ‘know-how’, economies of scale and scope.
  Such matters are costly to develop or difficult to replicate.
  Intangible assets are of major significance to modern economies – for example Leonard Nakamura of the United States Federal Reserve Bank has argued that the annual investment in intangibles in the United States of America is over one trillion dollars a year.

(d) Clearly intangibles are of value, otherwise firms would not enter into contracts with the parties referred to in the NERA report.
  “Firms acting rationally would only enter into the outsourcing contracts that are the subject of the NERA study (described above) if they believed that these contracts would lower their costs.  Given that purchasers pay, on average, a margin of around 6% then it follows that they must expect the contractor to be able to lower costs by at least 6% relative to their own costs of providing the service in-house.”

(e) As such margins reflect a return on real investments/scare resources, contrary to the AER’s conclusions they will not be competed away.

As Envestra understands it, there are two reasons the AER does not incorporate a return on intangibles in Stage 2B of its framework. 
The first is an assumption that margins will be competed away within a period of 6 years. Put differently, that a contractor will be unable to recover a margin under its contract if that contract has a term of 6 years or more. However the evidence upon which the AER relies to substantiate this assumption is not probative.
 The empirical studies relied upon by the AER relate to household products and the chemical, drug, electronics and machine industries.
  Other than these United States empirical studies of the goods sector, there does not appear to be any evidence upon which the AER has based its conclusions.  
In contrast to the studies relied upon by the AER, the NERA “Benchmark Study of Contractor Profit Margins” shows margins not only being sustained over the 8 year period of 2002-2009, but in fact increasing over that period.
  The majority of contractors who have been operating for 6 or more years have consistently earned positive EBIT margins.

In short, the first reason for which the AER has excluded a return on intangibles from Stage 2B of its framework is in error.
The second assumption made by the AER is that consumers will have funded the development of know-how by the contractor and therefore it is inappropriate that consumers be required to fund a margin to access that know-how.  While that assumption may have been true
 in the case of certain of the contracts assessed by the AER in the Victorian EDPR (for example Citipower and Powercor who had pooled their resources (and therefore their know-how) into their new outsource provider) the assumption is not true in the case of APA.  APA operates a substantial number of assets additional to the distribution networks it operates for Envestra.  Envestra’s customers have not funded the acquisition of the know-how which arises from the operation of those assets.
 
5.4.2 NERA Analysis   
In its report “Assessment of Outsourcing Arrangements” NERA Economic Consulting provides a detailed critique of the AER’s framework.  Envestra notes the following points made by NERA:
(a) Stage 2B of the framework effectively assumes a regulated service provider whose contract fails the AER’s presumption threshold is able to access the same economies of scale, scope and other efficiencies as its contractor and without incurring any costs in accessing such efficiencies.

(b) This assumption appears to follow from the AER’s analysis assuming a regulated service provider and its contractor are part of the same corporate group. The assumption does not take into account the fact that contracts between parties who are not part of the same corporate group, indeed not related at all, can fail the AER’s presumption threshold but that, in such case, there is no basis to assume the contractor would make its intangible assets available to the service provider without charge.

(c) Given Envestra has no interest in APA there is no basis to assume that Envestra would seek to offer favourable terms to APA.
 

(d) Given APA is a minority shareholder in Envestra, there is no basis on which to form the view APA would make access to its expertise available for no charge nor would APA, or APA’s shareholders, have any incentive to do so.  There are no common majority owners of the entities in a position to ensure costless exchange of expertise between the two parties.  Further, the AER does not appear to take into account the fact that APA owns 41 assets in which neither Envestra, nor the majority of its shareholders, have any interest.

(e) The AER effectively assumes there are no benefits of specialisation or economies of scale, scope or other synergies and/or that such benefits can be acquired without cost.

In Envestra’s submission the matters identified above by NERA demonstrate that the AER’s framework is not, at least in its current form, an effective mechanism for assessing outsourcing arrangements between parties who are not under common control.  The framework incorrectly assumes that a service provider can access the same efficiencies as its contractor without cost and does not give sufficient recognition to the benefits of economies of scale, scope and know-how and the fact parties not under common control will pay margins to access these.  As the framework, in its current form, does not fully reflect the reasons margins are paid in real world markets it cannot be consistent with Rule 91.
5.4.3 Conclusion on the AER framework
In Envestra’s submission the AER’s framework does not present an appropriate mechanism for decision making under the National Gas Rules.  The framework does not lead to results that are correct, either as a matter of law (because the test applied under the framework is not that set out in rule 91) or economic analysis (because the analysis does not correlate with the manner in which decisions are made in actual markets).

The framework appears to have been heavily influenced by the specific circumstances in which it was designed – that is the corporate group contracts of the Victorian electricity distributors – and does not, in Envestra’s submission, facilitate an appropriate analysis of contracts between entities which are not within the same corporate group (that is not under common control).

The National Gas Rules do not require establishing an abstract rigid conceptual framework which inevitably deems certain payments under the contract to be non-recoverable even though they may be payments which would be made by a prudent Service Provider seeking to achieve the lowest sustainable cost of providing pipeline services.  Rather, the rules involve considering matters such as whether the structure of the contract is efficient, whether the prices paid under the contract are consistent with industry norms and how the contract compares against alternatives. 

5.5
Other Necessary Considerations

In Envestra’s submission (and as explained in more detail in Envestra’s access arrangement proposal) an assessment of an outsourcing contract (where entered into between parties who are not under common ownership) must take into account the test adopted by the ESCV in the 2008-2012 Gas Access Arrangement Review and endorsed by the Victorian appeal panel.  That is:

“Where the Commission can be satisfied that the costs incurred under an outsourcing contract are lower than those costs that would be likely to be incurred by the distributor in undertaking those activities, then the payments made under those contracts are likely to meet the specific requirements in relation to the approval of operating and capital expenditure under the Code and be consistent with other Code objectives as well.
”

This test is the correct application of the National Gas Rules because it reflects: 

(a) the criteria to which a principal in competitive markets would have regard in determining whether to outsource; and 

(b) the criteria in rule 91, because the test a prudent Service Provider would apply in determining whether to enter into a contract is whether it will enable it to achieve lowest sustainable cost.

There may be certain circumstances in which the application of this test is not appropriate. For example where an entity enters into a contract with a wholly owned (i.e. 100%) subsidiary it may be that any margin payable may not be factored into the price the corporate group would offer for its products in a competitive market (so as to minimise the price offered to the market for that product) and so also would not be recoverable under the National Gas Rules. Envestra does not consider this point further because it is irrelevant to its circumstances.  Envestra does note however that the above example is only relevant to a 100% owned subsidiary.  As soon as one minority shareholder is introduced the ability of a corporate group to wholly absorb any price is reduced because the interests of the minority shareholders must be taken into account.

What Envestra does note is that the considerations relevant to assessment of a contract between parties under common control are likely to be different to the considerations relevant to a contract between parties who are not under common control.

5.6
Envestra’s Evidence 

The AER said:

“Further, the AER does not agree with the suggestion that Envestra would find it efficient to choose to internalise its currently outsourced activities if not permitted to recover its NMF and incentive payment expenditure.  Given the significant scale and scope efficiencies that Envestra’s submission has set out as resulting from its OMA, the AER questions whether internalising these activities in the face of such efficiencies would be a likely favourable option for Envestra and indeed whether it would be consistent with r. 91 of the NGR.”

By this comment the AER acknowledges the high probative value of the evidence Envestra submitted as to the significant economies of scale, scope and know-how accessed by Envestra under the OMA with APA.  
The AER then commented:
“Further, despite the efficiency retention concerns with regard to margins, the AER considers that it is still appropriate for the AER to consider the economic case for margins or any component on a case by case basis as it has done in regard to Envestra.  The AER acknowledges that there might be legitimate reasons for the inclusion of a margin, as it has highlighted in regard to costs that Envestra submits  have not been recovered as direct costs.  No allowance for legitimate costs has been determined with regard to Envestra given the lack of detailed substantiation.”
 

The AER whilst acknowledging there needed to be a process of case by case consideration in relation to the payment of a margin wrongly rejected the comparative analyses evidence submitted by Envestra and, in substance, allowed none of the NMF due to “a lack of evidence”.  In doing this the AER ignored the very evidence it acknowledged as probative. 
Envestra reiterates the evidence set out in Chapter 5 of its submission accompanying its access arrangement proposal, including in particular the following matters:
(a) the outsourcing structure employed by Envestra since its inception is a fundamental part of its business strategy and designed to ensure Envestra acts as a low cost operator by accessing the economies of scale of a larger organisation;

(b) the efficiency of Envestra’s outsourcing structure was demonstrated in 1999 when the cost efficiency of that structure enabled Envestra to successfully bid for the Stratus network.  At the time of negotiation of the 1999 OMA Envestra had a majority independent Board and majority independent shareholders (80.03%) and those independent decision makers determined the OMA was the most efficient structure to be used for the Victorian network;

(c) the KPMG report demonstrates that the costs incurred by Envestra under the OMA were (for 2009) $4.54 million lower than the costs which would have been incurred by an operator operating the South Australian and Queensland networks in-house (and also assuming that operator operated a third network equivalent to the Victorian network); 

(d) as set out in the Economic Insights report and Marksman report, and accepted by Wilson Cook: 
“(e) 
The productivity report prepared by Economic Insights concludes that whilst its operating environment conditions could be expected to place Envestra at a moderate disadvantage in comparisons of productivity levels, it performs relatively well by almost matching the performance of the larger included GDBs.

(f)
Our analysis of the benchmarking data for FY 2009 – the most recent year for which data from all companies was provided in the report from Marksman Consulting for Envestra – indicates that Envestra’s operating expenditure is not inconsistent with industry averages;”
 
(e) as shown in the NERA Economic Consulting Report “Benchmark Study of Contractor Profit Margins” the payments under the OMA are in line with those received by comparable contract service providers;

(f) every single previous regulator who has reviewed the Incentive Payments has determined they are consistent with the predecessor to rule 91 (section 8.37 which was essentially in the same terms as rule 91) and allowed recovery; 

(g) in five of the previous six regulatory reviews in which the NMF has been considered its recovery has been allowed.  The one regulator who did not allow recovery of the NMF was ESCOSA, whose reasoning was not adopted by the ESCV nor the Victorian Appeal Panel nor endorsed by the South Australian Appeal Panel.  For the reasons set out in Chapter 5 of Envestra’s Access Arrangement Proposal, ESCOSA’s reasoning was in error and therefore does not have precedent value.  
The evidence submitted by Envestra demonstrates the economic logic for entry into the OMA and how it enables Envestra to achieve lower costs of service provision than the alternative structures available to Envestra including in-house provision of the services.  The KPMG report confirms this economic logic has proved correct and that Envestra achieves lower overall costs than would have been achieved had it operated as an in-house operator. 
The NERA report shows that the margin payments Envestra makes to APA to access the efficiencies of scale and scope and know-how of the APA Group are consistent with those margins of comparable service providers.  Envestra is therefore paying a price to access those efficiencies which is consistent with market prices and the price which would be paid by a prudent Service Provider acting efficiently. 
The NERA report also demonstrates that margins are consistently earned by contractors and recover costs in addition to the three cost categories set out in Stage 2B of the AER’s framework. Dr Hird provides further support that margins are earned over the long term in competitive markets, rather than for periods of no greater than six years as assumed by the AER. 
The benchmarking reports show Envestra achieves outcomes consistent with industry averages. 

There is no evidence before the AER that the OMA reflects uncommercial terms, that Envestra agreed a price which was not consistent with rule 91 to obtain ancillary benefits or that the existence of the OMA denies consumers efficiencies which they would otherwise be able to access.  There is therefore no basis for the AER to disallow the recovery of the Incentive Payments or the NMF.
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